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Sammanfattning 

Den här magisteruppsatsen behandlar internprissättning av immateriella tillgångar och fo-
kuserar på USA:s standard ”commensurate with income”. Standarden har ansetts vara 
oförenlig med den övergripande principen inom internprissättning, armlängdsprincipen, 
och har inte accepterats av OECD. Trots detta har Tyskland nyligen infört en liknande re-
gel. Syftet med den här uppsatsen är därför att utvärdera om konceptet ”commensurate 
with income” är förenligt med armslängdsprincipen, och att fastställa standardens nuvaran-
de status. 

För att uppnå detta syfte beskriver uppsatsen först de grundläggande problem som är 
kopplade till internprissättning av immateriella tillgångar och redogör för generella intern-
prissättningsregler i USA. Fokus riktas sedan mot ”commensurate with income”-
standardens historiska bakgrund, tillämpning och kritik. Uppsatsen redogör också för 
OECD:s och Tysklands ståndpunkter. I en analys undersöks slutligen standardens fören-
lighet med armlängdsprincipen utifrån två skilda vinklar; standarens syn på värdering av 
immateriella tillgångar och dess retroaktiva tillämpning. 

Istället för att utgå ifrån immateriella tillgångars marknadsvärde, vilket förespråkas av 
OECD, fastställer ”commensurate with income” internpriser genom att värdera immateri-
ella tillgångar utifrån de inkomster de genererar. Detta tillvägagångssätt kan leda till att im-
materiella tillgångar blir övervärderade och är därför inte helt i linje med armlängdsprinci-
pen. De tyska reglerna använder sig av marknadsvärdet och är i detta hänseende mer fören-
liga med armlängdsprincipen. 

I enlighet med “commensurate with income” görs justeringar av internpriser retroaktivt. 
Detta innebär att den faktiska inkomsten från en överförd immateriell tillgång påverkar hu-
ruvida internpriset anses riktigt satt vid tidpunkten för överföringen. Enligt OECD bör en-
dast information tillgänglig vid tidpunkten för överföringen användas, med undantag för 
den specifika situationen att en skattemyndighet kan visa att oberoende parter skulle ha ju-
sterat priset i efterhand. OECD placerar alltså bevisbördan på myndigheten, medan ”com-
mensurate with income” placerar den på skattebetalaren. Detta innebär att OECD kan 
upprätthålla armlängdsprincipen i större utsträckning än USA och Tyskland.  

Armlängdsprincipen är dock inte någon exakt princip, och även OECD avviker mer eller 
mindre från den. ”Commensurate with income” är möjligen ett steg längre från principen i 
dess renaste form, men kan inte sägas vara en fullständig avvikelse. Den tyska versionen 
bemöter samma problem som USA:s utan att avvika från armlängdsprincipen i lika stor ut-
sträckning. Tyskland har på så vis funnit en medelväg och kan därigenom kommit ett steg 
närmare en lösning på motstridigheterna mellan OECD och USA. 
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Abstract 

This master‟s thesis deals with the transfer pricing of intangibles and focuses on the U.S. 
standard commensurate with income. This standard has been accused of being incompati-
ble with the overriding principle of transfer pricing, the arm‟s length standard, and is not 
endorsed by the OECD. Recent developments on the topic include the introduction of a 
similar provision in Germany. The purpose is to evaluate the standard‟s compatibility with 
the arm‟s length standard and to establish the current position of the concept of commen-
surate with income. 

To meet this purpose the thesis first describes the inherent problems surrounding transfer 
pricing of intangibles as well as provides a background to transfer pricing in the U.S. The 
focus then shifts towards the history, application and criticism of the commensurate with 
income standard. The thesis also gives an account of the OECD‟s and Germany‟s positions 
on the matter. In the final analysis the compatibility with the arm‟s length standard is exam-
ined from two angles; the commensurate with income standard‟s valuation approach on 
one hand and its use of hindsight on the other.  

The commensurate with income standard uses an income approach to valuation of trans-
fers of intangibles instead of the market approach recommended by the OECD. This may 
lead to overvaluation of intangibles and is not strictly in line with the arm‟s length standard. 
The German commensurate with income provision is more in line with the market ap-
proach and is therefore more compatible with the arm‟s length standard in this aspect. 

The commensurate with income standard allows adjustments to transfer prices with the 
benefit of hindsight. The actual income from a transferred intangible is thus used as evi-
dence as to whether or not the original transfer price was set reasonably. The OECD is of 
the opinion that only information known at the time of the transfer should be used, but 
makes an exception for the particular situation when a tax authority can prove that unre-
lated parties would have adjusted transfer prices retroactively. The point made here is that 
the commensurate with income standard places the burden of proof on the taxpayer, while 
the OECD places it on the tax authority. This allows the OECD to stay true to the arm‟s 
length standard, while the U.S. and Germany deviates somewhat from it. 

However, there is no exact manner in which to define the arm‟s length standard, and even 
the OECD deviates from it more or less. The commensurate with income standard may be 
one step further away from the purest definition of it but not a complete deviation. The 
German version of commensurate with income manages to target the same problem while 
staying closer to the arm‟s length standard. Germany has thereby found a middle way and 
might hold the solution to finding a consensus between the OECD and the U.S. 
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1 Introduction 

1.1 Background 

This thesis deals with matters originating in the concept of transfer pricing. Transfer pric-
ing is used by multinational enterprises (MNEs) when transferring products or services 
from one group member to another. It can be used for commercial purposes, e.g. to pro-
vide management with information to help them measure and evaluate the individual per-
formance of the companies within the MNE, but it is also used for tax purposes.1 With 60-
70 percent of all cross-border transactions carried out within MNEs, tax authorities have 
put more and more emphasis on correct transfer pricing when establishing taxable in-
comes.2 As a result, transfer pricing regulations have increased during the last few decades 
as tax authorities‟ fear of a decreasing tax base has grown.3  

Since transfer pricing for tax purposes per se deals with cross-border transactions, it always 
involves at least two tax authorities in different jurisdictions, potentially “fighting” over the 
same income. Since every jurisdiction independently can decide on how to tax its compa-
nies, without considering if the same income will be taxed elsewhere, one can easily see the 
risk of double taxation. To avoid double taxation, it is important that tax authorities in dif-
ferent countries, if not applying the same set of rules, at least use the same basic principles.  

To reach international consensus on transfer pricing issues, the Organisation for Economic 
Co-operation and Development (OECD) has published guidelines4 on transfer pricing. 
These guidelines are, if not directly mentioned in many countries‟ national transfer pricing 
legislation, at least of great importance when interpreting such legislation.5  

A correct transfer price is, according to the OECD, the price that two unrelated parties 
would have used in the same situation, the arm‟s length price.6 This arm‟s length price is 
usually established by using different comparables. When no or few comparables are avail-
able, the risk of double taxation increases because it will be harder for the taxpayer to prove 
that the applied transfer price is at arm‟s length. Due to their often unique qualities, intan-
gibles are a type of asset that often face difficult valuation problems and often lack compa-

                                                 

1 IBFD Transfer Pricing online database, under the heading “General” and the sub-heading “Introduction to 
Transfer Pricing”, “Transfer Pricing from a Business Economics Perspective”, written by Prof. Dr Hubert 
Hamaekers. 

2 IBFD Transfer Pricing online database, under the heading “General” and the sub-heading “Introduction to 
Transfer Pricing”, “Introduction”, written by Prof. Dr Hubert Hamaekers. 

3 IBFD Transfer Pricing online database, under the heading “General” and the sub-heading “Introduction to 
Transfer Pricing”, “Introduction”, written by Prof. Dr Hubert Hamaekers. 

4 OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations, Paris, 1995 
(OECD Guidelines). The OECD Guidelines are actually a report on how to apply the arm‟s length standard 
set out in Article 9 of the wide spread OECD Model Tax Convention on Income and on Capital. 

5 Cahiers de Droit Fiscal International by the International Fiscal Association, 61st Congress of the Interna-
tional Fiscal Association, Kyoto 2007, Volume 92a, Subject 1 Transfer Pricing of Intangibles, p. 21. 

6 Article 9 of the OECD Model Tax Convention on Income and on Capital, Paris, 2003. 
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rables. Intangibles are because of this by many seen as a very difficult and controversial is-
sue in transfer pricing.7 

In finding a solution to the transfer pricing problems of intangibles, the U.S. has been a 
driving force. The OECD has adopted some of the U.S. approaches, and rejected others. 
An example of this is the U.S. commensurate with income standard that is applicable to the 
transfer of intangibles.8 The OECD has the position that only those facts known at the 
time of the transfer (the concluding of the contract) may be considered when testing the 
transfer price. The commensurate with income standard on the other hand allows the U.S. 
tax authority Internal Revenue Service (IRS) to make periodic adjustments so that the 
transfer price reflects the economic income produced by the intangible, even if the adjust-
ment is made in years subsequent to the transfer.9 This approach has been criticized for its 
possible use of hindsight.  

As stated above, the OECD‟s status in the area of transfer pricing has been, and still is, 
strong. Despite the OECD‟s objections to the commensurate with income standard Ger-
many has recently introduced a similar approach. These new German rules have much like 
the U.S. standard been criticized for the use of hindsight. At the same time, there are some 
indications towards a partial approval of hindsight by the OECD, narrowing the gap be-
tween the approaches.10  

As globalization increases, MNEs continuously change their business models and tax au-
thorities raise their efforts to protect their tax bases, transfer pricing is a subject that is un-
der constant development. Much has happened since the commensurate with income stan-
dard first was introduced in the U.S. and it would therefore be interesting to examine the 
current position of the arm‟s length standard and the concept of commensurate with in-
come in the world today. 

1.2 Purpose 

The purpose of this thesis is to establish the current position of the concept of commensu-
rate with income. The thesis will examine the history and application of the U.S. standard 
and discuss the U.S. position in relation to the OECD‟s and Germany‟s positions on the 
matter. With focus on the standard‟s retroactive adjustments and valuation approach, the 
compatibility with the arm's length standard of the U.S. and German versions will also be 
evaluated.  

1.3 Method 

To meet the purpose described above, the traditional legal method will be used. With this 
method conclusions are drawn from a systematic assessment of legal sources. U.S. legal 

                                                 

7 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 11. 

8 U.S. Code Title 26, Internal Revenue Code (IRC), Section 482. 

9 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 104. 

10 Boatman, Kara, OECD Transfer Pricing Guidelines Update: Challenges for Taxpayers and Tax Authorities, The In-
ternational Tax Journal, volume 23, number 3, 1997, p. 1.  
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sources are commonly either of primary or secondary authority. Sources of primary author-
ity are mainly statutes, regulations and case law, while sources of secondary authority lead 
to or explain the primary sources. Primary sources of U.S. tax law used in this thesis are the 
Internal Revenue Code (IRC) and the Treasury Regulations, which is an official interpreta-
tion of the IRC by the U.S. Department of the Treasury.  
 
The U.S. legislation and regulations will be put in relation to the OECD‟s position as stated 
in their Guidelines. The OECD Guidelines are not binding on the member states but they 
do have great authority on the subject. In addition, German legislation will be discussed as 
a response to the U.S. standard. This part of the thesis will therefore be of comparative na-
ture, even though it is not comparative in its core meaning. 
 

1.4 Delimitations 

The topic of this master‟s thesis is the transfer pricing of intangible property, with focus on 
U.S. legislation and more specific the U.S. standard commensurate with income. Since the 
purpose is to analyze U.S. tax laws, it deals with transfer pricing for tax purposes and not 
transfer pricing for management purposes.  

The commensurate with income standard can be applied regardless of which transfer pric-
ing method is used to establish the transfer price of a certain transaction. Available me-
thods are however not examined more than through a short overview. 

Further, the thesis does not more than briefly discuss any definitions of intangibles or 
ownership of intangibles. Any differences in those definitions between the U.S., the 
OECD, and Germany are disregarded as they are not important for the purpose of the the-
sis.   

1.5 Outline 

In order to give the reader an understanding of the controversies surrounding the com-
mensurate with income standard the thesis will in chapter two start with a general back-
ground on intangibles. This chapter will explain why intangibles are such an important part 
of MNEs and what difficulties they bring in terms of valuation and transfer pricing.  

Chapter three then gives an account of the arm‟s length standard and discusses its inherent 
problems as well as possible alternatives. Since one of the aims of this thesis is to examine 
whether the commensurate with income standard is compatible with the arm‟s length stan-
dard, it is essential to have a full understanding of the arm‟s length standard. 

Chapter four focuses on U.S. transfer pricing legislation. The objective of the fourth chap-
ter is to provide a general understanding of the U.S. transfer pricing legislation for intan-
gibles and to put the main topic of this thesis, the commensurate with income standard, in-
to its context.  

The following three chapters focus on the commensurate with income standard in the U.S. 
First, chapter five gives a thorough description of the reasons for introducing the standard, 
followed by chapter six which provides a review of the standard and its application. Finally, 
chapter seven discusses unresolved issues surrounding the standard.  
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The OECD‟s point of view on the commensurate with income standard, the reasons for it 
and possible solutions are discussed in chapter eight. The following chapter nine will give a 
description of the recently introduced commensurate with income provision in Germany. 

The final chapter provides an analysis examining the commensurate with income standard 
from the point of views of the U.S., the OECD and Germany. The analysis focuses on the 
standard‟s use of retroactive adjustments, its valuation approach, and the criticism it has re-
ceived.  
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2 Intangible Property 

2.1 Introduction 

The special character of intangibles causes difficult problems in transfer pricing. The com-
mensurate with income standard responds to these problems, and is an effort on behalf of 
the U.S. legislator to solve them. A background on the character of intangibles is thus es-
sential to putting the discussion of the standard in its context. This chapter will explain why 
intangibles are such an important part of MNEs, and thereby also of transfer pricing, the 
special characteristics of intangibles, and the problems associated with their valuation. 

2.2 Intangibles’ importance in creating MNEs 

The existence of intangible property is one of the main reasons for a company to initiate or 
expand its‟ foreign direct investment (FDI) by moving into new markets.11 Since transfer 
pricing only applies to MNEs, intangible property is also partly responsible for the exis-
tence of transfer pricing. If one looks at a company operating in only one country, eco-
nomic theory such as the low hanging fruit principle implies that such a company will try to 
expand abroad in order to increase its profit.12 Owning a valuable intangible will increase 
the incentives to go abroad as it enhances the theories mentioned above.  

If, for example, a company has developed a valuable production process, the additional 
costs of using this knowledge in other production facilities on other markets is very low. 
The valuable production process is a competitive advantage relative to existing competitors 
in foreign markets, something that the company wants to exploit.13 Since the intangible in 
question belongs to the company, this is often referred to as an ownership advantage and 
partly explains why a company wants to go abroad.14 In what way they want to go abroad is 
another question. As we will see, intangibles will hold the answer to this question as well.  

In order to reap the benefits of their special production process, the owner might want to 
set up a new factory in a foreign country with the purpose of serving that market. Com-
pared to a local company already operating in that market, the owner company will face 
higher costs in doing so since they might not know the market, the legal system, and busi-
ness culture very well.15 From this point of view, it might be more efficient to use a local, 
independent contract manufacturer for the new market. However, taking valuable intan-
gibles into consideration will change this presumption.  

                                                 

11 Foreign investments can be FDI or Foreign Portfolio Investments. FPI involves only ownership whereas 
FDI includes management participation. Eden, Lorraine, Taxing Multinationals, Transfer Pricing and Corporate 
Income Taxation in North America, University of Toronto Press Inc, 1998, p. 126, and Boos, Monica, Interna-
tional Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The Hague, 2003, p. 30-31 

12 Frank, R., Bernanke, B., Principles of Economics, 3rd edition, McGraw-Hill/Irwin, 2007, p 49. 

13 Intangible assets are a main source of competitive advantage. Boos, Monica, International Transfer Pricing: The 
Valuation of Intangible Assets, Kluwer Law International, The Hague, 2003, p. 33. 

14 Eden, Lorraine, Taxing Multinationals, Transfer Pricing and Corporate Income Taxation in North America, Univer-
sity of Toronto Press Inc, 1998, p. 127 and 130. 

15 Eden, Lorraine, Taxing Multinationals, Transfer Pricing and Corporate Income Taxation in North America, Univer-
sity of Toronto Press Inc, 1998, p. 127. 
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A company with valuable intangibles might not be willing to transfer those to an indepen-
dent company.16 One of the reasons for this is that markets for many types of intangibles 
suffer from imperfections.17 Intangibles are a type of asset that often has public good cha-
racteristics, meaning that they can be used by one individual without reducing availability 
for another and that it is impossible to exclude others from using it.18 A good example of 
this is knowledge. If a company would transfer its knowledge to an independent company 
it would be impossible to hinder this company from spreading the knowledge even further, 
something that would erase the company‟s ability to earn an economic profit on the intang-
ible.19 

A way of overcoming such market imperfections is to create an internal market by estab-
lishing fully owned subsidiaries in order to keep the intangible property within the organi-
zation. This explains why a company‟s wish to exploit its intangibles is an important part of 
creating MNEs, both in terms of why they wish to go abroad in the first place as well as 
how they choose to organize their international activities.  

Another reason in favor of fully owned foreign subsidiaries is the possibility of reducing 
transactions costs.20 It has also been argued that a major reason for the existence of MNEs 
is their ability to avoid taxes by manipulating transfer prices.21 

2.3 The importance of intangibles in transfer pricing 

There are several reasons why intangibles are an important part of transfer pricing. One is 
that intangibles generally are difficult to value. In addition, the recommended methods for 
establishing correct transfer prices are usually based on some kind of comparison with 
similar transactions.22 Due to their unique qualities, transactions of intangibles often lack 
such comparables, making it difficult to establish an arm‟s length price. 

                                                 

16 Eden, Lorraine, Taxing Multinationals, Transfer Pricing and Corporate Income Taxation in North America, Univer-
sity of Toronto Press Inc, 1998, p. 255-256, with reference to Bischel, 1988, 1098-9. 

17 Eden, Lorraine, Taxing Multinationals, Transfer Pricing and Corporate Income Taxation in North America, Univer-
sity of Toronto Press Inc, 1998, p. 131. 

18 A public good is a good that is non-rivalled and non-excludable, Frank, R., Bernanke, B., Principles of Eco-
nomics, 3rd edition, McGraw-Hill/Irwin, 2007, p 448. 

19 Economic profit is the profit that exceeds normal profit, which in turn amounts to costs involved plus a 
certain return to compensate for assets employed and risks borne. In other words, the minimum profit 
needed to keep the investor from exiting the market and invest elsewhere. Eden, Lorraine, Taxing Multina-
tionals, Transfer Pricing and Corporate Income Taxation in North America, University of Toronto Press Inc, 1998, 
p. 131, and Frank, R., Bernanke, B., Principles of Economics, 3rd edition, McGraw-Hill/Irwin, 2007, p 218-219. 

20 Transactions costs include costs of ”search, communication, specification of details, negotiation, monitoring of quality, 
transport, payment of taxes, and enforcement of contracts” (Eden, Lorraine, Taxing Multinationals, Transfer Pricing and 
Corporate Income Taxation in North America, University of Toronto Press Inc, 1998, p. 131, with reference to 
Casson, 1982). 

21 Avi-Yonah, Reuven S., The Rise and Fall of Arm‟s Length: A Study in the Evolution of U.S. International Taxation, 
Virginia Tax Review, Vol. 15:89, p 90. 

22 See for example the CUP, Resale and Cost plus methods, recommended by the OECD in the OECD 
Guidelines, Paras. 2.6, 2.15 and 2.33. 
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Another reason is that a company‟s economic profit is often derived from the intangible 
assets it employs. Given the high profits, and thereby also potentially high taxable incomes 
that intangibles create, it is easy to understand the tax authorities‟ interest in intangibles.  

Transactions involving intangibles can also, more easily than other transactions, be used for 
transfer pricing manipulation, something that causes additional attention from the tax au-
thorities.23  

The importance of intangibles in transfer pricing can be seen in the attention that the two 
major transfer pricing bodies have given it during the last two decades. Concerns of the 
U.S. Congress that transactions involving U.S. developed intangibles were used in transfer 
pricing manipulation led to the 1986 revision of the U.S. tax legislation, including the in-
troduction of the controversial commensurate with income standard.24 It has been esti-
mated that “nearly half of all adjustments proposed by the US IRS under Section 482 have 
involved the use or transfer of intangibles”.25 

The OECD devoted an entire chapter to intangible property in a revision of its Guidelines 
in 1996 and starting this year (2008), Germany introduced new legislation on transfer pric-
ing in general, including controversial approaches on the treatment of intangibles. 

2.4 The meaning of the term intangible property 

As with many other terms, the meaning of the term intangible property depends on its con-
text. The term will not be defined exactly as this is not important for the analysis but in-
stead merely provide a broader picture of it. Intangibles can be described as “any nonphys-
ical asset that allows a firm to earn profits over and above the profits than can be earned 
with the firm‟s stock of tangible or physical assets.”26 Examples of intangibles in a transfer 
pricing context include patents, know-how, copyrights, trademarks, licenses, methods, pro-
grams and customer lists.27  

Intangible assets can often be of great value even though they are not included in the com-
pany‟s balance sheet.28  They are often invisible and can be very complex.29 Intangibles are 
often categorized as either marketing or trade (manufacturing) intangibles. Marketing in-

                                                 

23 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 15. 

24 Borkowski, Susan C, Transfer Pricing of Intangible Property Harmony and Discord across Five Countries, The Interna-
tional Journal of Accounting, Volume 36, Issue 3, September 2001, p. 349-374  sec 1. 

25 Borkowski, Susan C, Transfer Pricing of Intangible Property Harmony and Discord across Five Countries, The Interna-
tional Journal of Accounting, Volume 36, Issue 3, September 2001, p. 349-374  sec 1., with quotation from 
Cole, R.T., 1999. Practical guide to US transfer pricing, Panel Publishers, New York. 

26 Eden, Lorraine, Taxing Multinationals, Transfer Pricing and Corporate Income Taxation in North America, Univer-
sity of Toronto Press Inc, 1998, p. 254. 

27 Eden, Lorraine, Taxing Multinationals, Transfer Pricing and Corporate Income Taxation in North America, Univer-
sity of Toronto Press Inc, 1998, p. 255. 

28 OECD Guidelines, Para. 6.2. 

29 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p.36. 
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tangibles can be distinguished in that they are free or cheap to create, but building up and 
maintaining their value is often very costly.30 Trade intangibles, on the other hand, are ex-
pensive to create (R&D, patent applications etc.), but free or cheap to maintain.31 Some in-
tangibles can obtain legal protection such as a trademark (marketing intangible) or a patent 
(trade intangible).  

For transfer pricing purposes, a distinction is sometimes made between routine intangibles 
and non-routine intangibles.32 Routine intangibles are those that can easily be valued and 
that are commonly owned by companies. Non-routine intangibles, on the other hand, are 
unique, difficult to value and could potentially give rise to unusually large profits.  

In Germany, functions and assets that are transferred in a business restructuring are not va-
lued individually but together in a transfer package. 33 As a consequence, the so-called profit 
potential34 that is attached to these transferred functions and assets receives a value of its 
own, something which would not have occurred had they been valued individually.35 This 
raises the question of whether or not this profit potential is an intangible in itself. 

The OECD does not consider profit potential to be an asset that in itself can be remune-
rated in a transaction.36 Nevertheless, the OECD is of the opinion that if an individual 
transferred asset carries profit potential, the transferor should be compensated for the loss 
of profit potential.37 In the U.S., the IRS has recently suggested that certain “objects” that 
are related to profit potential, such as assembled workforce, business synergies, and busi-
ness opportunities should be treated as intangibles.38 Case law however, strongly supports 
that business opportunities can be transferred without compensation.39 

                                                 

30 OECD Guidelines, Para. 6.9. 

31 OECD Guidelines, Para. 6.9. 

32 Cahiers de Droit Fiscal International by the International Fiscal Association, 61st Congress of the Interna-
tional Fiscal Association, Kyoto 2007, Volume 92a, Subject 1 Transfer Pricing of Intangibles, p. 633. 

33 Beck, Karin E.M., Business Restructuring in Germany, Tax Notes International, July, 2008, p. 274. 

34 Profit potential for this purpose is defined as the “after-tax profit which a reasonable business person 
would not give up without consideration and for which another reasonable business person would be will-
ing to pay”. Verordnung zur Anwendung des Fremdvergleichsgrundsatzes nach § 1 Abs. 1 des Außensteu-
ergesetzes in Fällen grenzüberschreitender Funktionsverlagerungen, Funktionsverlagerungsverordnung, 
(BGBl. I S. 1680) (Decree-law on the application of the arm‟s length principle according to sec. 1 para. 1 
AStG in the case of cross border relocations of functions), issued on 12 August 2008, Sec. 1 (4). 

35 Beck, Karin E.M., Business Restructuring in Germany, Tax Notes International, July, 2008, p. 274. 

36 OECD Committee for Fiscal Affairs, Transfer Pricing Aspects of Business Restructurings: Discussion Draft for Public 
Comment, 19 September 2008, para.64, http://www.oecd.org/dataoecd/59/40/41346644.pdf, accessed on 
2009-01-04.  

37 OECD Committee for Fiscal Affairs, Transfer Pricing Aspects of Business Restructurings: Discussion Draft for Public 
Comment, 19 September 2008, para.64, http://www.oecd.org/dataoecd/59/40/41346644.pdf, accessed on 
2009-01-04. 

38 IBFD transfer pricing online database, under the heading “Country Analyses” and the sub-heading “United 
States”, section 4.3.1., written by Joseph Andrus. 

39 Cahiers de Droit Fiscal International by the International Fiscal Association, 61st Congress of the Interna-
tional Fiscal Association, Kyoto 2007, Volume 92a, Subject 1 Transfer Pricing of Intangibles, p. 634.  

http://www.oecd.org/dataoecd/59/40/41346644.pdf
http://www.oecd.org/dataoecd/59/40/41346644.pdf
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2.5 Valuation 

As stated in section 1.1, the valuation of intangible assets is a controversial issue. Intangible 
assets need to be valued in a great number of different situations, for example in relation to 
an acquisition of a company, the daily valuations carried out on the stock market, and of 
course in terms of transfer pricing when intangibles are sold or licensed within an MNE.40  

In general, the market price for a specific asset will always be somewhere in the range be-
tween the maximum price the buyer is willing to pay and the lowest price the seller is will-
ing to accept, also known as reservation prices.41 The seller‟s reservation price is usually re-
lated to the costs he has incurred in relation to the asset.42 The buyer‟s reservation price, on 
the other hand, is usually related to the additional income that the asset will generate. Since 
the buyer do not with certainty know those future benefits, whereas the seller usually is 
aware of his costs, it is often more difficult to determine the buyer‟s reservation price than 
the seller‟s.43 Capital budget theory tells us that an investment should be made if the net 
present value is bigger or equal to zero.44 This means that the buyer‟s reservation price will 
not be higher than the additional income that the asset will generate. Other factors, such as 
available cash and substitutes, must also be considered and may reduce the buyer‟s reserva-
tion price further. It will, however, almost never be higher than the additional income the 
investment would bring.  

There are three main methods of valuation; the cost approach, market approach and in-
come approach.45 The cost approach is derived from the economic principle of substitution, 
meaning that nobody would pay more for an asset than what it would cost to duplicate it.46 
Costs can be measured in several different ways, e.g. historic cost, reproduction cost and 
replacement cost. However, as pointed out in the OECD Guidelines, there is usually no 
link between the cost and the value of an intangible.47 Also, development costs are often 
sunk costs48, and as such they are disconnected from the value of the intangible.49 Because 

                                                 

40 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 35-36. 

41 Thompson, Charles Manfred, Elementary Economics,  
http://chestofbooks.com/finance/economics/Elementary-Economics/13-Determination-Of-Market-
Price-Maximum-And-Minimum-Price.html, accessed on 2008-12-17.  

42 Thompson, Charles Manfred, Elementary Economics, 
http://chestofbooks.com/finance/economics/Elementary-Economics/13-Determination-Of-Market-
Price-Maximum-And-Minimum-Price.html, accessed on 2008-12-17. 

43 Thompson, Charles Manfred, Elementary Economics, 
http://chestofbooks.com/finance/economics/Elementary-Economics/13-Determination-Of-Market-
Price-Maximum-And-Minimum-Price.html, accessed on 2008-12-17. 

44 Wramsby, Gunnar and Österlund, Urban, Investeringskalkylering Metoder och Tillämpningar, 2006, p. 40. 

45 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 10. 

46 Anston, Weston, et.al., Fundamentals of Intellectual Property Valuation: A Primer for Identifying and De-
termining Value, American Bar Association, 2006, p. 33. 

47 OECD Guidelines, Para. 6.27. 

48 A sunk cost is a cost that is beyond recovery at the moment a decision (such as the valuation) must be 
made, see Frank, R., Bernanke, B., Principles of Economics, 3rd edition, McGraw-Hill/Irwin, 2007, p 10.  

http://chestofbooks.com/finance/economics/Elementary-Economics/13-Determination-Of-Market-Price-Maximum-And-Minimum-Price.html
http://chestofbooks.com/finance/economics/Elementary-Economics/13-Determination-Of-Market-Price-Maximum-And-Minimum-Price.html
http://chestofbooks.com/finance/economics/Elementary-Economics/13-Determination-Of-Market-Price-Maximum-And-Minimum-Price.html
http://chestofbooks.com/finance/economics/Elementary-Economics/13-Determination-Of-Market-Price-Maximum-And-Minimum-Price.html
http://chestofbooks.com/finance/economics/Elementary-Economics/13-Determination-Of-Market-Price-Maximum-And-Minimum-Price.html
http://chestofbooks.com/finance/economics/Elementary-Economics/13-Determination-Of-Market-Price-Maximum-And-Minimum-Price.html
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of these shortcomings, the cost approach is not favorable when valuing intangible assets.50 
Still, in some cases it can be the only method providing a somewhat reliable result; for ex-
ample in the case of a newly developed intangible where an estimation of the future bene-
fits of it will be purely speculative.51 

The market approach uses comparables from transactions on external markets52 and is based 
on the economic principles of competition and equilibrium, assuring that “in a free and un-
restricted market, supply and demand factors will drive the price of any good to a point of 
equilibrium.”53 

The strength of the market approach lies in its use of external markets since these are con-
sidered to give the most objective result.54 When it comes to intangibles, however, the need 
for external markets is also the weak point of the market approach.55 As stated in section 
2.3, comparables for intangibles are scarce, and with little or no comparables, one can hard-
ly refer to such transactions as an external market.56  

The economic principle of anticipation, i.e. the estimated future income of the intangible is 
the base of the income approach.57 Applying the method includes estimating the future bene-
fits that the intangible will bring to the company; value these benefits and discounting them 
to a net present value.58 The disadvantages of the method are linked to the extreme difficul-

                                                                                                                                               

49 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 76, with reference to Contractor, F.J., Intangible assets and principles for their valuation , 
Valuation of Intangible Assets in Global Operations, Westport, pp. 3-24. 

50 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 77. 

51 Wise, Richard M., Valuation of Intellectual Property Assets: The Foundation for Risk Management and Financing, un-
der the heading Valuation Methodologies, and the sub-heading cost approach, 
http://www.wbbusval.com/english/articles2.htm, accessed on 2008-10-12. 

52 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 78. 

53 Andriessen, Daniel, Making Sense of Intellectual Capital, Designing a Method for the Valuation of Intangibles, Elsevier 
Butterworth-Heinemann, 2004, p. 92.  

54 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 80. 

55 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 80, with reference to several other sources. 

56 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 80. 

57 Andriessen, Daniel, Making Sense of Intellectual Capital, Designing a Method for the Valuation of Intangibles, Elsevier 
Butterworth-Heinemann, 2004, p. 92, and Wise, Richard M., Valuation of Intellectual Property Assets: The Foun-
dation for Risk Management and Financing, under the heading Valuation Methodologies, and the sub-heading 
income approach, http://www.wbbusval.com/english/articles2.htm, accessed on 2008-10-12. 

58 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 81-82. 

http://www.wbbusval.com/english/articles2.htm
http://www.wbbusval.com/english/articles2.htm
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ties in predicting the future, both when it comes to the life span of the intangible and the 
future benefits it will produce.59 

To avoid the need to value intangibles, the development costs and thereby ownership of 
the intangible can be shared by two or more companies. By contributing R&D activities or 
consideration for such activities performed by another partner in a joint development pro-
gram, the members share the ownership, control and benefits of the results.60 A properly 
structured joint development program limits the need for valuation since it avoids the need 
to license or sell the intangible between the parties.61 Such joint development programs are 
in transfer pricing often referred to as cost sharing arrangements and will be returned to in 
section 6.4.2. 

2.6 Chapter summary 

Intangibles constitute an important part of today‟s economy. A company‟s intangible assets 
often carry higher value than its tangible assets and are a significant factor in order to earn 
economic profit. Intangibles are often responsible for huge amounts of profit, something 
that draws attention from tax authorities around the world. Their interest is increased by 
the mobility of intangible assets relative tangible ones and the fact that taxable income can 
more easily be manipulated through transfers of intangibles than other assets.  

The most common valuation methods for intangibles, the cost, market, and income ap-
proach respectively, are in various degrees suitable for transfer pricing purposes. In order 
to understand the transfer pricing problems of intangibles even further, the following chap-
ter will give an account of the general principle in transfer pricing; the arm‟s length stan-
dard. 

                                                 

59 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 86. 

60 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 88. 

61 Deloitte Touche Tohmatsu International, International Transfers of Technology: Licensing, Services, and Cost Shar-
ing, Deloitte Touche Tohmatsu International, New York, 1996, p. 69. 
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3 The Arm’s Length Standard 

3.1 Introduction  

The commensurate with income standard has been surrounded by controversies ever since 
its introduction. Some of the controversy is related to the most fundamental principle of 
transfer pricing, the arm‟s length standard. One of the aims of this thesis is to examine 
whether the commensurate with income standard can be applied under the arm‟s length 
standard. This chapter will, therefore, give an account of the arm‟s length standard and dis-
cuss its problems as well as possible alternatives to it. 

3.2 Review 

The basic principle in the transfer pricing of intangibles are no different than in other areas 
of transfer pricing; the starting point is always the arm‟s length standard. The arm‟s length 
standard is part of almost all countries‟ transfer pricing provisions and is often included in 
bilateral tax treaties.62  It was first developed in the U.S. and is still the overriding principle 
in their transfer pricing legislation.63 The OECD also uses the arm‟s length standard but re-
fers to it as the arm‟s length principle.64 To avoid confusion, the term arm‟s length standard 
will consistently be used in this thesis. Even though the U.S. and the OECD articulates the 
standard in different ways, the meaning is the same; prices between associated enterprises 
should be derived from prices which would have been applied by unrelated parties in a sim-
ilar situation.65  

One of the characteristics of the arm‟s length standard is its separate entity approach, treat-
ing each member of an MNE as an independent enterprise.66 The standard is a general 
principle and as such, it overrides any contractual arrangements, even if they are not of tax 
avoidance nature.67 

The predominant view is that the arm‟s length standard is the best way to address transfer 
pricing because it is “clean, straightforward, and based on microeconomic principles”.68 
Further, by an equal treatment of independent and related enterprises, tax considerations 

                                                 

62 IBFD Transfer Pricing Database, under the heading “General” and the sub-heading “Introduction to 
Transfer Pricing”, “Arm‟s Length Transfer Pricing”, written by Prof. Dr Hubert Hamaekers. 

63 Treas. Reg. §1.482-1 (b)(1), and Eden, Lorraine, Taxing Multinationals, Transfer Pricing and Corporate Income 
Taxation in North America, University of Toronto Press Inc, 1998, p. 32. 

64 Article 9 of the OECD Model Tax Convention on Income and on Capital, and OECD Guidelines, Para 
1.1. 

65 IBFD Transfer Pricing Database, under the heading “General” and the sub-heading “Introduction to 
Transfer Pricing”, “Arm‟s Length Transfer Pricing”, written by Prof. Dr Hubert Hamaekers. 

66 OECD Guidelines, Preface, Para 1.6. 

67 Eden, Lorraine, Taxing Multinationals, Transfer Pricing and Corporate Income Taxation in North America, Univer-
sity of Toronto Press Inc, 1998, p. 253. 

68 Eden, Lorraine, Taxing Multinationals, Transfer Pricing and Corporate Income Taxation in North America, Univer-
sity of Toronto Press Inc, 1998, p. 638. 
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are removed from economic decisions.69 A common, however not shared by everyone, 
view is that the arm‟s length standard is the best method in theory even if it has certain 
practical application problems.70 Further, the arm‟s length standard is sometimes supported 
as the preferable principle because it is so widely spread and accepted; it has become an ex-
plicit and implicit norm.71 

3.3 Criticism 

Much of the criticism of the arm‟s length standard is related to the main reasons for the ex-
istence of MNEs, firstly the desire to exploit intangibles onto new markets and secondly, to 
reduce transactions costs.  

The first of these two points is closely connected to the criticism that even though the 
standard is proved to work well in most cases, it sometimes is very difficult to apply.72 The 
reason for this is that some transactions between related parties would never be considered 
between independent parties.73  

The second criticism is that the arm‟s length standard is inherently flawed because it does 
not consider the fact that an MNE is an integrated business where the whole is greater than 
the sum of its parts.74 This means that the MNE‟s vertical and/or horizontal integration re-
duces transaction costs compared to a similar organization of independent enterprises, and 
that an application of the arm‟s length standard will leave an unallocated residual profit.75  

The view that the arm‟s length standard is preferable because it is an international norm has 
also been criticized, the opinion being that it is the attributes of the standard that should be 
decisive and not if it is accepted by most international bodies.76  

3.4 Alternative 

One proposed alternative to the arm‟s length standard as a basic principle in transfer pric-
ing is the formulary apportionment. The characteristic of this is that it has a single entity 
approach, as opposed to a separate entity approach, treating the MNE group as one organ-

                                                 

69 OECD Guidelines, Para 1.7. 

70 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 166. 

71 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 166. 

72 OECD Guidelines, Para 1.8. 

73 OECD Guidelines, Para 1.10. 

74 Eden, Lorraine, Taxing Multinationals, Transfer Pricing and Corporate Income Taxation in North America, Univer-
sity of Toronto Press Inc, 1998, p. 593. 

75 OECD Guidelines, Para 1.9, and Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, 
Kluwer Law International, The Hague, 2003, p. 165. 

76 Markham, Michelle, The Transfer Pricing of Intangibles, Kluwer Law International, The Hague, 2005, p. 20. 
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ization.77 The method would take the total profits of the world wide activities of the MNE 
and distribute it among the relevant jurisdictions according to a pre-defined allocation key 
based on costs, assets, payrolls or sales, or a combination thereof.78  

Two alternative paths in replacing the arm‟s length standard with a formulary apportion-
ment are often proposed, the first being a complete replacement and the second a partial 
replacement where the arm‟s length standard is kept for situations where it is proven to 
work well.79 The formulary apportionment method has been used by some local taxing ju-
risdictions but is yet to be applied on a national basis.80 

The proponents argue that it would reduce the administrative burdens caused by transfer 
pricing and increase certainty for MNEs.81 The OECD rejects the formulary apportion-
ment approach, arguing that it is not acceptable in “theory, implementation or practice”.82 
Further, practical problems are anticipated by some, for example the huge task of reaching 
an agreement on an international level as how the predetermined formula should be con-
structed.83 International consensus might be impossible to achieve since every country will 
have its own incentives as to construct the formula in order to maximize its tax revenues.84 
Manipulation by the MNEs is also feared.85  

It has been argued that the arm‟s length standard and the formulary method are not con-
tradictive, but instead “two extreme ends of a continuum”, and that even the resale price 
and cost plus methods do not completely follow the separate entity approach since they se-
lect a tested party and then allocate the residual profit to the other.86 Other methods in ap-
plying the arm‟s length standard can be seen as even further steps away from the “pure” 
definition of the arm‟s length standard.87 It has nevertheless been argued that also methods 
that fall outside of the pure definition can comply with the arm‟s length standard since the 

                                                 

77 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 72. 

78 OECD Guidelines, Preface, Para 3.59. 

79 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
Hague, 2003, p. 166. 

80 OECD Guidelines, Para 3.58. 

81 OECD Guidelines, Para 3.61. 

82 OECD Guidelines, Para 1.14. 

83 OECD Guidelines, Para 3.64. 

84 OECD Guidelines, Para 3.65. 

85 OECD Guidelines, Para 3.65. 

86 Avi-Yonah, Reuven S., The Rise and Fall of Arm‟s Length: A Study in the Evolution of U.S. International Taxation, 
Virginia Tax Review, Vol. 15:89, p 93. 

87 Avi-Yonah, Reuven S., The Rise and Fall of Arm‟s Length: A Study in the Evolution of U.S. International Taxation, 
Virginia Tax Review, Vol. 15:89, p 93. 
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goal of them is to produce profit allocations that would have been used by independent 
parties.88 

3.5 Chapter summary 

The arm‟s length standard is the overriding principle of transfer pricing and has so been for 
a long time. The growing importance of intangibles in the economy has however hig-
hlighted some problems with the arm‟s length standard‟s reliance on comparables, especial-
ly when it comes to unique intangibles that most likely never would be transferred to an 
unrelated party. 

Even though a formulary apportionment method would solve some of the problems that 
come with the arm‟s length standard, it would bring some problems of its own. One possi-
ble solution may be a combination of the two. In any case, the inherent weakness of the 
arm‟s length standard when it comes to intangibles was a major reason for the introduction 
of the commensurate with income standard in the U.S., something that will be further ex-
amined in chapter five. First, however, it is important to give an account for U.S. transfer 
pricing rules on a more general level. 

                                                 

88 Avi-Yonah, Reuven S., The Rise and Fall of Arm‟s Length: A Study in the Evolution of U.S. International Taxation, 
Virginia Tax Review, Vol. 15:89, p 94. 
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4 Transfer Pricing in the U.S. 

4.1 Introduction 

The commensurate with income standard is an integrated part of U.S. transfer pricing legis-
lation, and in order to properly understand the standard, its history and its application, a 
basic knowledge of this legislation is essential. The purpose of this chapter is, therefore, to 
provide an introduction to transfer pricing legislation in the U.S., and more specifically the 
transfer pricing of intangibles. 

4.2 General 

The central provision of U.S. transfer pricing legislation is found in section 482 of the In-
ternal Revenue Code (IRC). The wording of this section is concise, and its scope is consi-
dered broad.89 It is interpreted in the extensive and detailed Treasury Regulations (the regu-
lations).90 Section 482 consists of two sentences, where the first has been in place in some 
version since 1921,91 and the second since 1986. The second sentence provides the stan-
dard of commensurate with income and will be reviewed in chapter six. 

The first sentence of section 482 states: 

In any case of two or more organizations, trades, or businesses (whether or not incorporated, whether 
or not organized in the United States, and whether or not affiliated) owned or controlled directly or 
indirectly by the same interests, the Secretary may distribute, apportion, or allocate gross income, de-
ductions, credits, or allowances between or among such organizations, trades, or businesses, if he de-
termines that such distribution, apportionment, or allocation is necessary in order to prevent evasion of 
taxes or clearly to reflect the income of any of such organizations, trades, or businesses. 

This section gives the IRS the right to allocate income between controlled taxpayers when 
this is found necessary. The purpose of it, as stated in the regulations, is to ensure that tax-
payers clearly reflect income attributable to controlled transactions and to prevent the 
avoidance of taxes with respect to such transactions.92 There is, however, no need for a tax 
avoidance purpose on the part of the taxpayers in order for the section to be invoked by 
the IRS.93 The section may not be invoked by a taxpayer, but in order to reflect true in-
come a taxpayer is allowed to report income based on transfer prices other than those ac-
tually charged.94 

                                                 

89 McDaniel, Paul R., Ault, Hugh J., Repetti, James R., Introduction to United States International Taxation, Kluwer 
Law International, The Hague 2005, p. 145. 

90 The Code of Federal Regulations Title 26, Treasury Regulations (Treas. Reg.) §§1.482-1 - 1.482-9T. 

91 McDaniel, Paul R., Ault, Hugh J., Repetti, James R., Introduction to United States international taxation, Kluwer 
Law International, The Hague, 2005, p. 145. 

92 Treas. Reg. §1.482-1T(a)(1).  

93 McDaniel, Paul R., Ault, Hugh J., Repetti, James R., Introduction to United States international taxation, Kluwer 
Law International, The Hague, 2005, p. 145. 

94 Treas. Reg. §1.482-1(a)(3). 
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Section 482 is applicable to any transactions between controlled entities.95 “Control” for 
the purpose of transfer pricing is widely defined and there are no strict rules for procedure 
when determining if an entity is controlled or not. It is the practical reality of the control 
that is decisive and not its legal or formal existence.96  

Although section 482 itself does not refer to the arm‟s length standard, the regulations in-
terpret the section in such a way that its purpose will be met by the application of the arm‟s 
length standard. The regulations state that “a controlled transaction meets the arm's length 
standard if the results of the transaction are consistent with the results that would have 
been realized if uncontrolled taxpayers had engaged in the same transaction under the same 
circumstances”.97  

Several methods to establish the arm‟s length price of a transaction are provided in the reg-
ulations, and different methods are appointed for different types of transactions.98 In gen-
eral, the methods depend on establishing comparable prices of uncontrolled transactions or 
comparable profits of uncontrolled taxpayers.  

In the U.S. it is widely considered that methods based on transactional comparables are 
more reliable than methods based on comparable profits.99 Despite this, there is no priority 
stipulated among the methods and no method is considered more reliable than the oth-
ers.100 Instead the U.S. applies a so-called “best method” rule under which the method that 
provides the most reliable measure of an arm‟s length price has to be applied.101 When de-
termining the best method, an assessment is made of the availability of data for the analy-
sis, the quality of such data, and the degree of comparability between the controlled trans-
action or taxpayers and the uncontrolled comparables.102 

4.3 Intangible property 

The U.S. transfer pricing legislation does not give an account of all the situations when an 
intangible is transferred, but relies on the arm‟s length standard.103 When an uncontrolled 
party would be expected to pay compensation for the use of an intangible, so is a con-
trolled party.  

The regulations specify three methods for the application of the arm‟s length standard to 

                                                 

95 Cahiers de Droit Fiscal International by the International Fiscal Association, 61st Congress of the Interna-
tional Fiscal Association, Kyoto 2007, Volume 92a, Subject 1 Transfer Pricing of Intangibles, p. 631. 

96 Treas. Reg. §1.482-1(i)(4). 

97 Treas. Reg. § 1.482-1(b)(1). 

98 Treas. Reg. §1.482-1(b)(2). 

99 Cahiers de Droit Fiscal International by the International Fiscal Association, 61st Congress of the Interna-
tional Fiscal Association, Kyoto 2007, Volume 92a, Subject 1 Transfer Pricing of Intangibles, p. 642. 

100 Treas. Reg. §1.482-1(c)(1) 

101 Treas. Reg. §1.482-1(c)(1). 

102 Treas. Reg. §1.482-1(c)(2). 

103 IBFD transfer pricing online database, under the heading “Country Analyses” and the sub-heading “Unit-
ed States”, section 4.3.3., written by Joseph Andrus.  
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transfers of intangibles. The comparable uncontrolled transaction method determines the arm's 
length price of a controlled transaction by comparing it to a comparable uncontrolled 
transaction.104 Under this method an uncontrolled transaction is comparable if it involves 
the same intangible, or an intangible that is used for similar products in the same general 
industry and that has similar profit potential. The uncontrolled transaction also has to be 
similar to the controlled transaction with respect to factors such as contractual terms and 
“the economic conditions in which transactions take place”. This method is considered the 
most reliable method for establishing a correct arm‟s length price.105 However, due to the 
unique character of most intangibles, comparables are often hard to find and the method is 
difficult to apply in practice.  

The comparable profits method allocates profit to each of the controlled parties by comparing it 
to the amounts of profit of uncontrolled entities.106 Under this method an arm‟s length net 
profit is established and a transfer price is set which leaves the controlled parties with that 
amount of net profit.107 The comparable profits method is typically used when one of the 
controlled parties performs routine functions and it is essential for the application that that 
party does not own any unique intangibles.108 This party is awarded a routine profit for 
each of the routine functions performed. The remaining profit is then allocated to the 
owner of the licensed intangible.  

The profit split method allocates the combined profits or losses of related parties by reference 
to each related party‟s contribution to that combined profit or loss.109 The appropriate allo-
cation should be determined in a manner that reflects the functions performed, risks as-
sumed and resources employed by each party, and correspond with the division of profits 
and losses that would have been present between unrelated parties.110  

The regulations specify two profit split methods; the comparable profit split and the resi-
dual profit split method. The comparable profit split method divides the total operating 
profits attributable to the transaction in question based on the split of operating profits that 
would have taken place between independent parties whose transactions and activities are 
similar to those of the related parties.111 Due to a lack of comparable independent parties, 
the comparable profit split method is rarely seen in practice.112 
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The residual profit split method is applied in two steps.113 The first step determines an 
arm‟s length profit to each of the related parties attributable to their routine functions. In 
this step a market benchmark may be completely relied upon.114 The second step divides 
the residual profit between the related parties relative to their non-routine contributions to 
that residual profit. This method is the most complicated method,115 but has the benefit 
that it can be applied without the use of third party data.116 The residual profit split method 
is therefore widely used in situations involving intangibles.117  

Because of difficulties identifying comparable data for transactions involving intangible 
property, the regulations allow other methods than the specified to be used if necessary.118 
As for the specified methods the best method rule and the factors of comparability have to 
be taken into consideration.  

4.4 Chapter summary 

The main U.S. transfer pricing provision is section 482 IRC which gives the IRS the right 
to allocate income between controlled taxpayers. The purpose of the provision is expressed 
in the regulations, and is to ensure that taxpayers clearly reflect income, and to prevent the 
avoidance of taxes. Any allocations of income are to be made in compliance with the arm‟s 
length standard.  

The regulations specify three methods for the application of the arm's length standard. The 
comparable uncontrolled transaction method is considered the most reliable, but has high 
standards for comparability which are hard for taxpayers to meet, in particular when deal-
ing with unique intangibles. The profit split method is the most complicated, but has the 
benefit that it can be applied without any extensive use of third party data. The residual 
profit split is widely used for transfers of intangibles. A best method rule applies under 
which the method that provides the most reliable measure of an arm‟s length price has to 
be applied. 

Section 482 also includes the debated commensurate with income standard. The next chap-
ter will provide an historical background to the introduction of the standard, while the fol-
lowing chapter will review the standard and its application. 
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5 Background to the Commensurate with Income 
Standard 

5.1 Introduction 

The history behind the commensurate with income standard is central to understanding its 
purpose, and the case law that lead to its introduction holds many clues to how the stan-
dard is meant to function and what situations it is meant to target. Therefore, this chapter 
will give an account of the historical background to the commensurate with income stan-
dard and the reasons for its introduction. 

5.2 The general problem 

As stated in section 2.5, there are three main methods in valuing intangibles; the cost, mar-
ket and income approach. Since the market approach uses comparables from transactions 
on external markets it can be seen as the counterpart of the arm‟s length standard.119 Con-
sequently, it is the method preferred by most tax authorities around the world for the trans-
fer pricing valuation of intangible property. The method will most likely not result in an ex-
act arm‟s length price, rather it will produce an arm„s length range.120 This is, however, still 
in line with the arm‟s length standard.121  

However, the lack of comparables is one of the main problems when it comes to transfer 
pricing of intangibles. This, in combination with concerns of tax abusive nature, has 
created a need for other solutions to the valuation of intangibles. The U.S. has been one of 
the most aggressive countries in this matter, introducing new methods to the transfer pric-
ing of intangibles and especially the controversial commensurate with income standard. 

5.3 Transfers of intangibles become an issue 

The view that section 482 was not protecting the U.S. taxing jurisdiction was expressed al-
ready in the early 1960‟s.122 The courts had until then often determined transfer prices not 
by using comparables, but instead by referring to “whether the transactions were “fair” on 
the basis of the functions performed by the parties; whether the related party paid “full fair 
value;” and whether the prices paid would have been considered “fair and reasonable” in 
the trade.”123 New legislation was proposed but not adopted.124 It was thought that an 
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amendment of the regulations would be enough, resulting in the regulations issued in 
1968.125 The new regulations emphasized the use of comparables, strengthening the arm‟s 
length standard approach.126 The heavy reliance on comparables did however soon bring 
problems of its own.127 

5.3.1 Eli Lilly and Searle 

In the 1970‟s, outbound transfers of intangibles became a hot topic. Certain tax-incentives 
given by the U.S. in Sec. 351 IRC to companies engaged in FDI in U.S. possessions had 
made it possible to transfer intangibles to an affiliate tax-free and still deduct the develop-
ment expenses in the U.S.128 The problems are well illustrated by the estimations that dur-
ing this period, the cost of developing a pharmaceutical product amounted to approximate-
ly 50 million USD.129 With a tax rate of 40 percent, the related deductions would be worth 
20 million USD, in fact a kind of subsidize by the U.S.130 In return, the U.S. assumed that 
the profits from the exploitation of the drug be reported and taxed in the U.S.131 However, 
the income earned by the intangible was not taxed, neither in the possession country nor 
the U.S.132 Consequently, the IRS wanted to challenge these tax-free transfers of valuable 
patents.133 

Besides the transfer of intangibles from U.S. parents to possession corporations, the IRS 
wanted to challenge the sale of finished products back to the parent companies for distri-
bution and marketing in the U.S.134 Two of the most famous transfer pricing cases, the Eli 
Lilly135 and Searle136 cases, dealt with these issues.  
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In these cases, the U.S. parents had transferred intangibles in form of patents and related 
manufacturing know-how to their Puerto Rican subsidiaries in exchange for stock.137 The 
subsidiary of Eli Lilly sold finished products back to the U.S. parent while the subsidiary of 
Searle sold directly to independent parties in the U.S. with the parent as a sales agent.138 
The transactions resulted in a decline of U.S. income for Searle from a reported profit of 
44 million USD to losses of 23 million USD in two years.139 

The IRS wanted to reallocate income from the transferred intangibles back to the parent by 
ignoring the capital contribution, license and distribution agreements made by the related 
parties and limit the remuneration of the possession corporations to a cost-plus return, ef-
fectively recharacterizing them as contract manufacturers.140  The court did not approve the 
IRS‟s view that the transfers were of tax avoidance nature, and on appeal in the Eli Lilly 
case, the court held that since the parent received 100 percent ownership in the subsidiary 
in exchange for the intangibles, the transaction was at arm‟s length.141  

The two cases are illustrative to the fact that when highly profitable intangibles are in-
volved, comparable transactions are often virtually impossible to find, “severely [testing] 
the comparables approach of the […] section 482 regulations”.142 The two cases also made 
it clear that section 482 could not override a tax-free transfer of intangibles to a possession 
corporation of section 351.143  

5.3.2 E.I. DuPont 

In E.I. DuPont,144 the absence of comparables was again at issue. Although a victory for the 
IRS since the taxpayer‟s comparables were rejected and the Service‟s were accepted, the 
need for a better guidance in determining an arm‟s length price for intangibles when com-
parables does not exist was pointed out by the court.145 

An internal E.I. DuPont memo included in the case also showed the reasoning behind 
some taxpayers‟ abusive transfer pricing structure:  
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“It would seem to be desirable to bill the tax haven subsidiary at less than an „arm‟s length‟ 
price because: (1) the pricing might not be challenged by the revenue agent; (2) if the pricing is 
challenged, we might sustain such transfer prices (3) if we cannot sustain the prices used, a 
transfer price will be negotiated which should not be more than an „arm‟s length‟ price and 
might well be less; thus we would be no worse off than we would have been had we billed at 
the higher price.”146 

5.3.3 R.T. French 

In R.T. French147 the taxpayer licensed a patented process for a period of 21 years. After the 
agreement, the profitability of the patent soared and the IRS argued that unrelated parties 
would have amended the royalty.148 The tax court held that the agreement was at arm‟s 
length when it was made, and that events not known to the parties at the time of the 
agreement cannot justify an adjustment to a long-term, fixed rate royalty.149  

5.4 Solution 

In summary, U.S. multinationals were accused of selectively transferring high profit intan-
gibles to tax havens and of using industry average royalty rates as justification of set royal-
ties.150 Further, taxpayers were thought to transfer intangibles with high profit potential at 
an early stage, later claiming that it was impossible to know that the product would become 
successful.151 The absence of comparables did not make the situation easier. Further, tax 
courts had a tendency of deciding transfer pricing cases on the basis of profit splits in a 
manner that was thought to favor the taxpayer, to the detriment of the IRS.152 

After the many setbacks in case law, the Congress was concerned that “the arm‟s length 
standard as interpreted in case law […] failed to allocate to U.S. related parties appropriate 
amounts of income derived from intangibles”.153 Consequently, the Congress felt that the 
current regulations did not solve the inherent difficulties of valuing intangibles and that a 
new approach was needed for situations where comparables were difficult, if not impossi-
ble to find.154  

In order to prevent such (thought to be) tax avoidance, legislation was tightened on several 
occasions, in 1982 by introducing a formulary apportionment method for U.S. – Puerto Ri-
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co operations155, and in 1984 by requiring full consideration for transferred intangibles to 
tax havens by U.S. companies carrying out R&D.156 After these amendments, it was no 
longer possible to avoid taxes by transferring intangible assets abroad.157  

Despite those changes, Congress felt that more had to be done. The introduction of the 
commensurate with income standard in the Tax Reform act of 1986 was believed to pro-
vide a solution to the problems of underpayment of royalties and license fees.158 It was in-
tended to conquer the problems of intangibles with high profit potential as the ones in Eli 
Lilly and Searle, and to reverse the outcome of R.T. French.159 The general goal of the 
standard was to “ensure that each party earns the income or return from the intangible that 
an unrelated party would earn in an arm‟s length transfer of the intangible”.160 

5.5 Chapter summary 

The 1968 regulations‟ heavy reliance on comparables together with tax incentives given to 
possession corporations led to several setbacks for the IRS in the 1970‟s. The view was that 
intangibles with high profit potential were transferred abroad at an early stage and that in-
dustry average royalty rates were used to justify low royalty rates. According to Congress, 
the tightened legislation in 1982 and 1984 was not sufficient and in 1986, the commensu-
rate with income was introduced in order to solve the transfer pricing problem of unique 
intangibles once and for all. 
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6 Review of the Commensurate with Income Stan-
dard 

6.1 Introduction 

This chapter will give an account of the commensurate with income standard and review its 
application. Further, possible ways for taxpayers to avoid being subject to adjustments un-
der the standard are reviewed; two options that are provided for by the legislator and one 
that is not. These ways to avoid the commensurate with income standard tell something 
about the true applicability of the standard.  

6.2 The statute 

As discussed in chapter five, the commensurate with income standard was added in 1986 as 
a response to section 482‟s failure to protect the U.S. tax base during the 1970‟s. The stan-
dard is found in the second sentence of section 482 IRC and states: 

In the case of any transfer (or license) of intangible property (within the meaning of section 
936(h)(3)(B)), the income with respect to such transfer or license shall be commensurate with 
the income attributable to the intangible.  

The following example illustrates a situation in which the standard may be applied. 

Consider a parent company that develops a patent and licenses it to a foreign subsidiary for 
a period of ten years. The royalty rate charged by the parent company is considered consis-
tent with the arm's length standard in year one. However, as the income derived from the 
intangible unexpectedly rises in year five, the royalty rate will be below arm‟s length. In this 
case the taxable income of the parent company will be considered too low. If it is an in-
bound transfer and the income generated by the patent were to fall unexpectedly, the royal-
ty rate would be deemed as too high and the taxable income of the subsidiary would be 
considered too low. The commensurate with income standard will then adjust the royalty 
rate in order to ensure that it will reflect the income generated by the intangible in the 
hands of the transferee. 

6.3 Application 

6.3.1 The White Paper  

Following the introduction of the standard, the U.S. Department of Treasury and the IRS 
conducted a study of intercompany transfer pricing that dealt with issues of transfer pricing 
for intangibles. The result of the study, the so-called White Paper, was released in 1988. 
The White Paper addressed the appropriate application of the commensurate with income 
standard and its relation to the arm‟s length standard.  

According to the White Paper, the application of the standard firstly required that instead 
of comparables, the amount of income derived from an intangible should be the starting 
point for an analysis under section 482.161 Here much weight was also given to a functional 
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analysis, since the income derived from the intangible should be allocated in accordance 
with the relative costs and risks assumed by each party involved in the transaction. This 
type of income allocation was expressed as a response to the lack of comparables for 
unique intangibles. The White Paper found this way of allocating income by reference to 
relative economic contributions consistent with what unrelated parties would do and, 
therefore, in line with the arm‟s length standard.162 This view was in the White Paper also 
justified by the fact that the OECD Guidelines (of 1979) do not explicitly reject such an 
approach.163  

Secondly, the application required that actual profit experience be used in determining ap-
propriate transfer prices and that adjustments be made periodically.164 Periodic adjustments 
were considered necessary by the White Paper in order to properly meet the problem of 
valuable intangibles transferred at an early stage of development at a low royalty rate.165  

Periodic adjustments were, by the White Paper, also found consistent with what unrelated 
parties would do and were therefore considered arm‟s length.166 The White Paper stated 
that contractual arrangements between unrelated parties are not entered into without some 
mechanism for adjustment in the case of unexpected changes to the profitability of the in-
tangible.167 As support for this the White Paper referred to its own review of a number of 
unrelated party license agreements.168  

The White Paper stated that no periodic adjustments should be made when exact compa-
rables exist. 169 It also discussed the topic of safe harbors. Although the need for certainty 
for tax payers was recognized, much emphasis was given to inherent problems of safe har-
bors; mainly that they are generally used by taxpayers only when they produce lower tax-
es.170 The White Paper, therefore, recommended that no safe harbors be introduced until 
they could be satisfactory developed.171 

6.3.2 The regulations and periodic adjustments 

In 1992 the IRS and the Treasury proposed new regulations under section 482 IRC on the 
application of the commensurate with income standard, implementing much of what was 
discussed in the White Paper. These proposed regulations were strongly criticized.172 When 
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the temporary, and later final, regulations were issued in 1993, and 1994, the IRS and the 
Treasury had embraced the criticism and amended some provisions. However, the final 
regulations maintain the view that the commensurate with income standard and the use of 
periodic adjustments are possible to combine with the arm‟s length standard.173 The final 
regulations are in many aspects considered consistent with the amended OECD Guidelines 
from 1995.174 

The final regulations state that “if an intangible is transferred in an arrangement that covers 
more than one year, the consideration charged in each taxable year may be adjusted to en-
sure that it is commensurate with the income attributable to the intangible”.175 This pro-
vides for periodic reviews of the relation between the transfer price (royalty) and the in-
come generated by the intangible. If it is found that these two do not correspond, adjust-
ments may be made to the transfer price. In line with what was expressed in the White Pa-
per, the regulations state that any periodic adjustments have to be consistent with the arm‟s 
length standard.176 Further, the fact that the transfer price is considered arm's length in one 
year does not preclude that it may be adjusted the next.177 In general, the periodic adjust-
ment mechanism is considered to place a substantial administrative burden on the taxpay-
ers.178 

Periodic adjustments may be made when consideration is paid in the form of a lump sum 
as well as in the form of a royalty. The lump sum is then treated as an “advance payment of 
a stream of royalties over the useful life of the intangible” in order to fix an “equivalent 
royalty amount” for each year.179  

6.3.3 Burden of proof 

An adjustment by the IRS is presumed to be correct but can be rebutted by the taxpayer.180 
This can be done in two ways; (1) by showing that their suggested prices are truly at arm‟s 
length, or (2) by showing that the adjustment was arbitrary, capricious or unreasonable.181 
Under the first, the taxpayer must, according to the best method rule, show that the me-
thod chosen is the one most reliably showing an arm‟s length price. This is a heavy burden 
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of proof for the taxpayer to avoid the proposed adjustment from the IRS.182 As a conse-
quence, if the transfer prices proposed by the IRS and the taxpayer are both within an 
arm‟s length range, the price proposed by the IRS may be sustained.183 So-called secret 
comparables - confidential information that the tax authority have gathered from third-
party tax payers - may however not be used by the IRS.184 

6.4 Avoiding periodic adjustments 

6.4.1 Exceptions  

The White Paper recommended that no safe harbors for the application of the commensu-
rate with income standard should be introduced. However, the final regulations contain 
five exceptions to the requirement of periodic adjustments. The first exception applies if 
the comparable uncontrolled transaction method was used the first year of the agreement, 
an arm's length price was charged that year and the basis for the application of the method 
was an uncontrolled transaction of the same intangible.185 

The second exception applies in cases when the basis for applying the comparable uncon-
trolled transaction method was a comparable intangible transferred under comparable cir-
cumstances.186 There are additional requirements, including that there is an agreement in 
place between the controlled taxpayers establishing an amount of consideration to be paid 
each year, that the consideration was at arm's length in the first year and that no substantial 
changes in the functions performed by the transferee has been made since the execution of 
the agreement. There also has to be a similar written agreement in the uncontrolled transac-
tion used as a comparable. Finally, it is required that the taxpayer's actual income or actual 
savings because of the intangible are no less than 80 percent or no more than 120 percent 
of the profits or savings that were foreseeable when the comparability of the uncontrolled 
agreement was established. 

The third exception applies when methods other than the comparable uncontrolled trans-
action method is used, and if a written agreement is in place between the controlled taxpay-
ers establishing an amount of consideration to be paid each year, if the consideration was at 
arm‟s length in the first year and if no substantial changes in the functions performed by 
the transferee have been made since the execution of the agreement.187 The actual income 
or savings also have to be within the range of 80-120 percent of the projected profits or 
savings at the time of entering into the controlled agreement. 
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As a fourth exception the second and third exceptions apply also in cases of extraordinary 
events, not reasonably foreseeable at the time of the transfer and outside the control of the 
taxpayer, even when the actual income or savings are less than 80 percent or more than 120 
percent.188 The fifth and final exception states that if the second or third exceptions are ap-
plicable each year of a five-year period beginning the first year of the agreement then no 
adjustments will be made in any subsequent year.189 

It is thought by some that the conditions set forth under these exceptions will be hard for 
taxpayers to meet.190 As for the first exception, the type of comparable required is extreme-
ly rare and the exception will therefore hardly ever be used. The second, third and fifth ex-
ceptions depend on contemporaneous documentation, which is not easily found. Thus, it is 
considered that these exceptions do not provide any real security for taxpayers.191 

6.4.2 Cost sharing 

One way for related taxpayers to avoid transfer pricing their intangibles, and thus another 
way to avoid periodic adjustments, is to enter into a cost sharing arrangement. Under a cost 
sharing arrangement controlled taxpayers may share the costs and risks involved in the de-
velopment of an intangible, and as a result the intangible will be owned by all the taxpayers 
involved.192 If the conditions set forth in the regulations for a qualified cost sharing ar-
rangement are met, there is no need to charge the use of intangibles between the taxpay-
ers.193  

One of the conditions for a qualified cost sharing arrangement that complicates the situa-
tion, is that if one taxpayer during the course of a cost-sharing arrangement makes an in-
tangible available to another taxpayer, a so-called buy-in payment has to be made that re-
flects an arm's length charge for the use of that intangible.194 Also, if a taxpayer wishes to 
enter or exit the cost sharing arrangement during its course, similar buy-in or buy-out pay-
ments have to be made.195 These payments all have to be at arm‟s length. Arm‟s length buy-
in payments bring back the problem of intangibles having to be valued and transfers prop-
erly priced. Although cost sharing is thought to remedy some of the difficulties and con-
troversies involved in the transfers of intangibles, buy-in payments have raised a similar de-
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bate and are perhaps even more difficult to transfer price correctly than regular licenses and 
sales of intangibles.196  

Further, cost sharing arrangements are often used when a manufacturing subsidiary is lo-
cated in a low-tax jurisdiction. The tax systems of such low-tax jurisdictions do not always 
allow deduction for costs related to unsuccessful research projects. In using a cost sharing 
arrangement, there is a risk that some of the costs will be non-deductible and that the sub-
sidiary will suffer a loss.197 

6.4.3 Real options 

An alternative to cost sharing arrangements is to use real options. Such a structure can 
eliminate most disadvantages of a cost sharing arrangement and possibly still avoid the pe-
riodic adjustment mechanism of the commensurate with income standard.198 A real option 
functions much like a traditional financial option, i.e. the buyer of the option has a right, 
but no obligation, to buy the underlying asset at a predetermined price.199 In the case of in-
tangibles with uncertain futures, the real option will allow the option holder to wait for 
more reliable information, and then decide whether to buy the intangible or not.200 

If a real option is used, the MNE minimizes the risks that development costs of unsuccess-
ful research projects will be left nondeductible in a low-tax jurisdiction while at the same 
time ensuring that the low-taxed member will have ownership rights to successful devel-
opments.201 

The use of real options could possibly also allow taxpayers to avoid periodic adjustments. 
However, it is uncertain how the IRS views the use of real options when it comes to trans-
fer pricing of intangibles. No official guidance has yet been published even though they re-
portedly are willing to consider it in transfer pricing in general.202 Unrelated parties use real 
options and it has therefore been argued that it should be an available structure also for re-
lated parties.203 If the IRS does not approve the structure and applies the periodic adjust-
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ments, the real option will in reality be little more than a regular sale or license.204 In any 
case, it will require substantial legal support in order to avoid periodic adjustments.205 

6.5 Chapter summary 

The commensurate with income standard is found in the second sentence of section 482 
and the purpose of it is to ensure that when an intangible is transferred the transfer price 
reflects the income the intangible generates in the hands of the transferee. The regulations 
provide for periodic reviews of the relation between the transfer price and the income gen-
erated by the intangible and periodic adjustments when these two do not correspond.  

An adjustment by the IRS is presumed to be correct but can be rebutted by the taxpayer 
who has to show that their suggested prices are truly at arm‟s length. This, in combination 
with the best method rule, places a heavy burden of proof on the taxpayer.  

There are several exceptions from periodic adjustments. However, it is considered unlikely 
that taxpayers will pass the test to any of these exceptions. Finally, taxpayers can also avoid 
periodic adjustments by sharing the costs for developing intangibles, and possibly by using 
real options. However, both these solutions cause new problems as well as solving the orig-
inal. 
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7 Criticism of the Commensurate with Income Stan-
dard 

7.1 Introduction 

The commensurate with income standard has since its introduction been widely criticized 
for not being in line with the arm‟s length standard. This chapter will give an account of 
this criticism and discuss it under two topics; valuation approach and the use of hindsight. 

7.2 Valuation and the arm’s length standard 

Shortly after the introduction of the commensurate with income standard, it was criticized 
for being inconsistent with the arm‟s length standard.206 As seen in section 5.2, the arm‟s 
length standard is the counterpart of the market approach when valuing intangibles. This 
was also the clear approach of the regulations until the 1986 amendment.207 For transac-
tions of intangibles where an exact comparable can be found, the regulations still approve 
of a market approach.208 The commensurate with income standard is, however, more re-
lated to the income approach and as such, the standard can be seen as a move away from 
the arm‟s length standard and its market approach.209  

Despite promoting the income approach, the White Paper believed that the commensurate 
with income standard was in fact a strengthening of the arm‟s length standard.210 The in-
come approach of the White Paper was nevertheless criticized for resulting in transfer pric-
es greater than an arm‟s length price.211 Following this criticism, the later issued regulations 
emphasized that any adjustments must be consistent with the arm‟s length standard.212 
How committed the IRS really are to the arm‟s length standard in reality has, however, 
been questioned; one commentator has argued that the commensurate with income was 
the first step following a “deliberate decision to retreat from the [arm‟s length] standard 
while still paying lip service to it.”213  

On the other hand, the White Paper was also criticized for sticking too much to the arm‟s 
length standard.214 This criticism was based on the opinion that the arm‟s length standard 
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had played out its role for the transfer pricing of intangibles, and that income should be 
given even more emphasis in the absence of comparables. 

In the 2005 Xilinx215 case the IRS argued that the intention of the commensurate with in-
come standard was to move away from the arm‟s length standard.216 The courts rejected 
this position by stating that no evidence can be found in the amendment or in subsequent 
regulatory history supporting a departure from the arm‟s length standard.217  

7.3 Hindsight and the arm’s length standard 

An inherent problem with the discussion whether unrelated parties include adjustment 
clauses or not is that there are few transactions to draw conclusions from.218 As mentioned 
above, periodic adjustments were in the White Paper justified by reference to a study per-
formed by the IRS and the Treasury. The study showed that unrelated parties commonly 
use retroactive clauses or other similar mechanisms. This study was later criticized. First of 
all it was criticized for not being scientifically conducted.219 Secondly, a similar study based 
on a larger number of license agreements, showed the opposite results, namely that such 
mechanism are rare rather than common.220   

Much of the controversies around the use of hindsight in the application of the commen-
surate with income standard have their grounds in the interpretation of the word “income” 
in the phrase “commensurate with income attributable to the intangible”. The question is if 
it refers to past, anticipated or actual income attributable to the intangible.221 

When examining a transaction, information from prior years can be useful in order to mi-
nimize the uncertainty involved when using only one year‟s results.222 By doing so, distor-
tions caused by business or product cycles can be minimized.223 Therefore, the use of mul-
tiple year data is no controversy when it comes to information from prior years, i.e. past in-
come. The use of multiple year data when it comes to information from years following the 
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year of the transaction is in contrast very controversial.224 The idea of the commensurate 
with income standard is, at least as expressed by the White Paper, that when no compa-
rables are available, actual profit experience is generally the best indication of anticipated 
profits.225 This is not without controversy and the question is how far the IRS can use in-
formation only available through hindsight. 

The regulations give very little guidance as to how a periodic adjustment under the com-
mensurate with income standard would be applied.226 The White Paper was quite clear in its 
interpretation, stating that the “transfer price [shall] be commensurate with actual in-
come”.227 The White Paper states that the periodic adjustments are in fact required for 
arm‟s length reasons;  

“principally the rarity of long-term, fixed licenses negotiated at arm‟s length, particularly with 
respect to high profit potential intangibles, and the fact that actual profit experience under a 
license indicates in most cases anticipated profits that would have been considered by unrelated 
parties”.228  

A memorandum229 released by the IRS in 2007 explains the IRS‟s position on the matter, 
stating that the word income shall be interpreted as the income the taxpayers reasonably 
and conscientiously would have projected at the time of the agreement.230 However, since 
an audit usually takes place after the year of the transaction, the IRS believes that they are 
put in an unfavorable position when evaluating if the taxpayer in fact did make the reason-
able and conscientious projections required. Therefore, the IRS position is that the com-
mensurate with income standard gives them a right to use the actual income as evidence of 
what “should have been projected at the time of the transfer”, and to make periodic ad-
justments accordingly.231 The taxpayer is, however, given a chance to neutralize such evi-
dence by showing that “such results were beyond the control of the taxpayer and could not 
reasonably have been anticipated at the time [of] the transaction.”232  
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Because of the IRS‟s clear commitment to the arm‟s length standard, it has been argued 
that the commensurate with income standard tests whether the taxpayer performed an 
analysis of the facts and circumstances as thorough as it would have done if the intangible 
would have been transferred to an unrelated party, rather than if uncontrolled parties 
would have included price adjustment or renegotiation provisions in a comparable agree-
ment.233 

7.4 Chapter summary 

The commensurate with income standard, and especially the use of retroactive adjustments, 
has been criticized for not complying with the arm‟s length standard since it uses an in-
come approach instead of the traditional market approach and that unrelated parties nor-
mally do not hold their transactions open through the use of adjustment provisions.  

There are indications that the standard is intended to be a move away from the arm‟s 
length standard, predominantly in the history behind the standard, but also in later state-
ments made by the IRS. The regulations do however emphasize that the arm‟s length stan-
dard is the overriding principle also for intangibles and tax courts have not found any legal 
support for any other interpretation.  

Retroactive adjustments are justified by the view that actual profit is a good indication of 
what profit independent parties would have anticipated at the time of the transfer. Actual 
profit is seen as evidence towards that the related parties did not analyze the profit poten-
tial of the intangible as thoroughly as they would have done if transferring the intangible to 
an independent party. 
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8 The OECD’s Response 

8.1 Introduction 

The OECD has been one of the strongest opponents to the commensurate with income 
standard, and has included a section in their Guidelines that specifically deals with the 
transfer pricing of intangibles. In some ways this section, under the heading Special Consider-
ations for Intangible Property, can be seen as a response to the U.S. regulations. This chapter 
will give an account of OECD‟s thoughts on how to deal with intangibles as expressed in 
the Guidelines.  

8.2 Valuing approach 

In general, intangibles should not be treated differently than other types of transactions.234 
This means that the arm‟s length standard and its market approach of valuing transactions 
is the starting point also for the transfers of intangible assets. The Guidelines do, however, 
realize the difficulties in applying the arm‟s length standard to the transfers of intangibles.235 
For example, the arm‟s length price for which an unrelated party would be willing to trans-
fer an intangible does not necessarily mean that an unrelated transferee would be willing to 
pay such an amount.236 Instead, more emphasis is put on the benefits that the specific 
transferee would incur from exploiting the intangible.237  

For transfers when the valuation of an intangible is highly uncertain, the Guidelines refer to 
“what independent enterprises would have done in comparable circumstances to take ac-
count for the valuation uncertainty in the pricing of the transaction”.238 Examples could be 
to enter a short term license agreement, or to include adjustment clauses.239 The possibility 
of such protection against the risks involved should be examined in relation to the specific 
case and not be automatically applied – independent parties might as well have found the 
projections of anticipated benefits to be reliable enough in order to use a fixed price with-
out any adjustment clauses.240  

The Guidelines also state that even absent price adjustment or renegotiation clauses, rene-
gotiation can occur at arm‟s length.241 An example of this is if the royalty rate at a later 
point turns out to be so overstated that the transferee under such circumstances cannot use 
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the intangible in a profitable way. This statement has been criticized because such voluntary 
renegotiations are only likely in the event that it is in the interest of both parties. 242 

8.3 The use of hindsight 

The OECD Guidelines only allow for developments that were “reasonably foreseeable” at the 
time of the transfer to be considered when examining transfer prices, and specifically state 
that hindsight should not be used.243 Still, tax administrations are given a right to adjust 
prices in subsequent years even if the price was at arm‟s length in the first year. In order to 
do so, however, it must be shown that independent parties “would have insisted on a price 
adjustment clause in comparable circumstances”.244 The OECD solution has, with its refer-
ence to what independent enterprises would have done, been criticized for not being a so-
lution at all since no suggestion is given as how to obtain the knowledge of what projec-
tions independent enterprises would have made.245  

In 1998, the OECD published an annex to the Guidelines containing three examples of 
transfers of intangibles when valuation is uncertain.246 One of the examples (the third) is 
more of a comparability problem but the first two examples reflect the OECD‟s current 
view on the use of hindsight well. It is therefore useful to give a short resume of them here. 

In the first example manufacturing and distribution rights for an established drug are li-
censed between associated enterprises under an agreement that fixes the rate of royalty for 
the three-year term of the agreement, terms that equal arm‟s length agreements for compa-
rable products. In the third year of the agreement, it is discovered that the drug has capa-
bilities in another therapeutic category in combination with another drug, and the discovery 
leads to a considerable increase in sales and profits for the licensee. Had the agreement 
been negotiated at arm‟s length in year three with this knowledge, there is no doubt that a 
higher royalty rate would have been agreed to reflect the increased value of the intangible.  

There is evidence to support the view (and the evidence is made available to the tax admin-
istration) that the new capabilities of the drug were unanticipated at the time the agreement 
was executed and that the royalty rate established in year one was adequately based on the 
benefits reasonably anticipated by both parties at that time. The lack of price adjustment 
clauses or other protection against the risk of uncertainty of valuation also is consistent 
with the terms of comparable uncontrolled transactions. And, based on analysis of the be-
havior of independent enterprises in similar circumstances, there is no reason to believe 
that the development in year three was so fundamental that it would have led at arm‟s 
length to a renegotiation of the pricing of the transaction. Taking all these circumstances 
into account, there is no reason to adjust the royalty rate in year three. Such an adjustment 
would represent an inappropriate use of hindsight in this case. 

                                                 

242 UNICE, Statement on the US Treasury and IRS White Paper on intercompany pricing, Transfer Pricing for 
Intangibles, A commentary on the White Paper, ed. de Hosson, Fred C, Kluwer Law and Taxation Publishers, 
Deventer, p 76. 

243 OECD Guidelines, Para. 6.32. 

244 OECD Guidelines, para 6.34. 

245 Markham, Michelle, The Transfer Pricing of Intangibles, Kluwer Law International, The Hague, 2005, p. 81. 

246 OECD Guidelines, Intangible Property and Uncertain Valuation, AN-15 – AN-18. 



 The OECD‟s Response 

 38 

The facts of the second example are the same as in the first. At the end of the three- year 
period, however, the agreement was re-negotiated between the parties. At this stage it is 
known that the rights to the drug are considerably more valuable than they had at first ap-
peared. However, the unexpected development of the previous year is still recent and it 
cannot reliably be predicted whether sales will continue to rise, making the re-evaluation of 
the intangible rights a highly uncertain process. Nevertheless, the associated enterprises en-
ter into a new licensing agreement for a term of ten years that significantly increases the 
fixed royalty rate based on speculative expectations of continuing and increasing demand. 

It is not industry practice to enter into long-term agreements with fixed royalty rates when 
the intangible involved potentially has a high value, but that value has not been established 
by a track record. Assume that there is evidence that independent enterprises would have 
insisted on protection in the form of prospective price adjustment clauses based on reviews 
undertaken annually. 

At the beginning of year five, a competitor introduces a drug that has greater benefit than 
the first drug in the therapeutic category in which the first drug, in combination, unexpec-
tedly had provided benefits, and sales of the first drug rapidly decline. The royalty rate fixed 
at the outset of the ten-year agreement cannot be regarded as arm‟s length beyond year 
five, and it is justifiable for the tax administration to make a transfer price adjustment from 
the beginning of year six. This adjustment is appropriate because of the evidence that in 
comparable circumstances independent enterprises would have provided in the agreement 
for a price adjustment based on annual review. 

As we can see, the OECD generally rejects the use of hindsight, yet in the above examples 
they open up a possibility for hindsighted adjustments. This has been argued to be a nar-
rowing of the gap between the U.S. and the OECD on the use of hindsight.247 However, a 
difference in actual profit from a transferred intangible does not require an adjustment per 
se.248 Instead it must be shown that independent parties would have insisted on a renegotia-
tion or price adjustment clause when entering the agreement.249 

8.4 Burden of proof 

The OECD Guidelines do not place an absolute burden of proof on neither of the parties 
but instead notice that this is something that differs among the member countries, even 
though most countries place the burden of proof on the tax authorities.250 Examples of this 
are Italy and France.251   
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The Guidelines stresses that regardless of where the burden of proof lies, “both the tax 
administration and the taxpayer should endeavour to make a good faith showing that their 
determinations of transfer pricing are consistent with the arm's length principle”.252 Despite 
this, the Guidelines seem to recommend that the burden of proof for the facts showing 
that an adjustment based on hindsight is appropriate should be placed on the tax authori-
ties.253 If the taxpayer does not comply with e.g. documentation requirements, the burden 
of proof may however shift to the taxpayer.254 When it comes to secret comparables, the 
Guidelines advise not to make use of such information unless it can be disclosed.255 

8.5 Chapter summary 

The OECD added a chapter to their Guidelines in 1996 which recognizes the problems of 
transfer pricing of intangibles, for example the difficulties in applying the arm‟s length 
standard when the valuation is highly uncertain at the time of the transfer. Possible solu-
tions are proposed, all however depending on what independent parties would have done 
in the same situation. The use of hindsight is expressly rejected even though the examples 
provided in the Guidelines opens up for retroactive adjustments in certain situations. 

The OECD recommends that the burden of proof should be placed on the tax authority, 
even though it may shift to the taxpayer if, for example, documentation requirements are 
not fulfilled. 

                                                 

252 OECD Guidelines, para. 5.2. 

253 Boos, Monica, International Transfer Pricing: The Valuation of Intangible Assets, Kluwer Law International, The 
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eral” and the sub-heading “Introduction to Transfer Pricing”, “Secret Comparables”, section 12.2, written 
by Prof. Dr Hubert Hamaekers. 
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9 Germany’s Response 

9.1 Introduction 

The commensurate with income standard was for many years unique to the U.S. However, 
in a tax reform that came into force the 1st of January 2008, Germany introduced a rule that 
has been compared to the U.S. standard. The differences and similarities between this new 
German rule and the U.S. standard may shed some light on the concept of commensurate 
with income. Therefore, this chapter will give an account of this new German rule and 
some of the reactions to its introduction. For a good understanding of this, a short intro-
duction to German transfer pricing legislation will first be provided.  

9.2 General on transfer pricing in Germany 

Germany is a member of the OECD and although the Guidelines are not incorporated or 
referred to in the legislation, both taxpayers and tax courts use them for guidance when in-
terpreting transfer pricing legislation.256 

Adjustments to income are made under Sec. 1 of the Auβensteuergesetz257 (AStG) which 
applies to cross-border transactions between related parties and refers directly to the arm‟s 
length standard. Before the tax reform258 of 2008 this section was a general provision and 
transfer pricing rules were mainly developed in the administrative principles issued by the 
Ministry of Finance.259 These administrative principles were not legally binding on the tax-
payers, and the tax reform has now incorporated many of its elements into the legisla-
tion.260 

Income shall under Sec. 1(1)(sentence 1) AStG be determined as if it would have accrued 
under conditions made between unrelated parties under the same or similar circumstances. 
In many aspects this provision is in line with the arm‟s length standard and other principles 
set forth by the OECD.261  

Following the tax reform, however, the so-called standard of the prudent business manager 
has been introduced as an interpretation of the arm‟s length standard.262 Under this stan-

                                                 

256 Cahiers de Droit Fiscal International by the International Fiscal Association, 61st Congress of the Interna-
tional Fiscal Association, Kyoto 2007, Volume 92a, Subject 1 Transfer Pricing of Intangibles, p. 275. 
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Septemnber 1972. 
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259 Dehnen, Peter H.; Rhines, Rosemarie, Germany's New Transfer Pricing Rules on Transfers of Business Functions 
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260 Wehnert, Oliver; Wolff, Cornelia, German Transfer pricing Regulations: Tax Authorities Further Tighten the Belt, 
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dard, which originally was developed by German courts, it is assumed that unrelated parties 
are aware of all essential circumstances of the business dealing and act on principles of a 
prudent business manager.263 The prudent business manager is assumed to be aware of all 
alternatives to an agreement and to take the most beneficial actions for his business.264 
Commentators have found the standard of the prudent business manager to be in violation 
of the arm‟s length standard since “market participants act under incomplete informa-
tion”.265  

In addition, Sec. 1 AStG only applies when conditions between related parties have re-
duced the taxpayer‟s income.266 The section thus allows only for upward adjustments of in-
come and cannot be invoked by the taxpayer for a downward adjustment.  

An extensive paragraph has been added to Sec. 1 AStG which elaborates on appropriate 
transfer pricing methods and on the topic of business restructurings.267 This paragraph, Sec. 
1(3) AStG, specifies that traditional transactional methods are to be used and makes a dis-
tinction between fully comparable values and limited comparable values, where limited 
comparables are based on adjusted data.268 Moreover, Sec. 1(3) AStG states that if compa-
rables cannot be determined for these methods, the taxpayer has to perform a “hypotheti-
cal arm‟s length test”, which is based on the standard of the prudent and diligent business 
manager.269 While performing the test, the taxpayer has to determine a so-called “range of 
potential agreement” by finding the minimum price of the supplier and the maximum price 
of the recipient.270 The price within that range that complies with the arm's length standard 
with the utmost probability shall then be used.271 When this hypothetical arm‟s length test is 
conducted in the context of a business restructuring272, the taxpayer has to base the analysis 
on the business restructuring as a whole.273 Thus, transactions of tangible or intangible 

                                                 

263 Sec. 1(1)(sentence 2) AStG and IBFD Transfer Pricing Database, under the heading “Country Analysis” 
and the sub-heading “Germany”, section 2.1.2., written by Kroppen, Heinz-Klaus; Eigelshoven, Axel. 

264 Wehnert, Oliver; Wolff, Cornelia, German Transfer pricing Regulations: Tax Authorities Further Tighten the Belt, 
Journal of International Taxation, November, 2007, p. 24. 

265 See e.g. Eigelshoven, Axel; Stember, Kathrin, New Transfer Pricing Rules, International Transfer Pricing 
Journal, March/April, 2008, p. 64. 

266 Schnorberger, Stephan, Arm's Length Principle, Exit Tax and Commensurate with Income Standard: Some Practical 
Thoughts on the New German Transfer Pricing Rules 2008, International Tax Review, Volume 36, Issue 1, p. 25. 

267 Sec. 1 (3) AStG.  
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Rules 2008, International Tax Review, Volume 36, Issue 1, p. 26. 

273 Sec. 1(3) sentence 9 AStG. 



 Germany‟s Response 

 42 

property may not be valued separately but instead as a so-called “transfer package” which 
includes risks, opportunities and advantages transferred.274 

9.3 Commensurate with income in Germany 

The German version of the commensurate with income standard is found in Sec. 1(3) 
AStG and applies to transfers of significant intangible assets and advantages, whether as 
part of a business restructuring or as a separate transfer.275 The transfer of intangible assets 
is considered significant if it is equivalent to more than 25 percent of the total value of the 
transfer.276 Further, the application of the provision is restricted to cases where the hypo-
thetical arm‟s length test has been used to determine transfer prices.277 

The provision is based on the assumption that if, at the time of the transfer, there were un-
certainties concerning the transfer price, unrelated parties would have agreed on a price ad-
justment clause to the transfer price.278 The existence of such uncertainties is further as-
sumed to be proved by the fact that the actual profit development differs substantially 
from the projected profit development that the transfer price was based on.279 Such a sub-
stantial difference is thought to occur when the transfer price, as determined on the basis 
of the actual profit development, is outside the original range of the hypothetical arm‟s 
length test.280  

Unless the related parties have included a price adjustment clause or can prove that unre-
lated parties would not have included one, the original transfer price may be adjusted when 
a substantial difference takes place within ten years of the original transfer.281 An adjust-
ment is considered appropriate if it “corresponds to the difference between the original 
transfer price and the adjusted price determined on the basis of the higher than expected 
profit development”.282 The adjustment is to be made in the year subsequent to the year in 
which the difference took place and can only be made once.283 

                                                 

274 Schnorberger, Stephan, Arm's Length Principle, Exit Tax and Commensurate with Income Standard: Some Practical 
Thoughts on the New German Transfer Pricing Rules 2008, International Tax Review, Volume 36, Issue 1, p. 26. 
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Taxpayers have the right to rebut these assumptions by proving that unrelated parties 
would not have agreed to retroactive adjustment under similar circumstances.284 The Ger-
man provision thereby places the burden of proof on the taxpayer. As opposed to the U.S. 
and the recommendations of the OECD, Germany allows the use of secret comparables.285 
The documents containing the information must be made anonymous unless a complete 
disclosure is permitted by the third party that the information relates to.286 

9.4 Criticism 

Criticism of the German commensurate with income provision commonly include that it 
does not comply with the arm‟s length standard and that it will create uncertainty for tax-
payers as well as double taxation.287 

One commentator states that agreements that include a clause for retroactive adjustments 
are becoming less and less used due to “the economic theory of minimizing risks by not 
concluding contracts that generate potential additional costs in one or two decades”.288 In 
addition to putting the provision in obvious contradiction with the arm‟s length standard, 
this will likely lead to double taxation since foreign tax authorities will not accept retroac-
tive adjustments made by German tax authorities. 

Further, it is thought that the assumption of a retroactive clause will rarely be rebutted 
since taxpayers will have no stronger argument for not including one other than such 
clauses being unusual in practice.289 It is also expected that the provision will shift the risk 
of an unfavorable pricing agreement from one party to the other; a condition which does 
not exist between unrelated parties.290 

9.5 Chapter summary 

The German commensurate with income provision applies to intangibles and advantages 
that are transferred separately or as part of a transfer package during a business restructur-
ing. Further, it only applies when transfer prices has been set through the use of the hypo-
thetical arm‟s length test, which shall be used when comparables cannot be found.  
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Retroactive adjustments are based on the assumption that unrelated parties always include 
retroactive adjustment clauses when the future of a transferred intangible is uncertain. Tax-
payers can avoid adjustments by including such a clause in the original agreement, or by 
successfully rebutting this assumption. The use of an assumption has been criticized, since 
it is thought that it will be hard for taxpayers to rebut. It is also thought that the provision 
is contradictory to the arm‟s length standard since retroactive adjustment clauses are very 
rare between unrelated parties. 
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10 Analysis 

10.1 Valuation and the arm’s length standard 

10.1.1 Introduction 

The commensurate with income standard has often been criticized for being contradictory 
to the globally accepted arm‟s length standard. One of the reasons for this criticism is the 
view that its income approach results in adjusted transfer prices that are higher than an 
arm‟s length price. This can be explained by the standard‟s reliance on the income generat-
ed by transferred intangibles. As we have seen, expected income from an intangible can be 
of great importance when valuing it and especially for assessment of transfer prices. This 
applies to a greater extent in the context of intangibles rather than tangible property, since 
intangibles often are unique and lack comparables. Some commentators are even of the 
opinion that a more emphasized income approach should be used, given the characteristics 
of intangibles. 

10.1.2 Valuation approach of the U.S. 

The arm‟s length standard‟s most straightforward application is through the market ap-
proach. The market price, or the arm‟s length price, of a transaction is found somewhere in 
the range between the highest price the buyer is willing to pay and the lowest price the sel-
ler is willing to accept. The highest price the buyer is willing to pay equals the additional in-
come generated by the transferred property. The same reasoning applies to an arm‟s length 
royalty in the case of a licensed intangible.  

When exact comparables exist, the U.S. uses the market approach for valuation of trans-
ferred intangibles. In order to comply with the commensurate with income standard, how-
ever, the correct transfer price for intangibles should correspond with the income the in-
tangible generates, i.e. the income approach is used. As a consequence, the transfer price 
that complies with the commensurate with income standard is equal to the highest price 
the buyer or licensee is willing to pay for the intangible. With this perspective, the com-
mensurate with income standard can be said to inherently overvalue transactions of intan-
gibles. Thus, it can be said that the price determined under the commensurate with income 
standard is not the market price, and consequently not in line with the arm‟s length stan-
dard.  

The U.S. has, however, stated that any adjustments under the commensurate with income 
standard shall be made in compliance with the arm‟s length standard. Nevertheless, we find 
that the facts that the standard was introduced as a response to alleged abusive behavior on 
the part of the taxpayers and mainly targeted outbound transfers of intangibles suggest that 
the original intent of the standard was not to enhance the application of the arm‟s length 
standard but a departure from it in favor of an income approach. The IRS either does not 
believe that the two concepts are in conflict, or is at least trying to make it seem so in order 
to make some concession to the arm‟s length standard while still effectively protecting the 
U.S. tax base. 

 



 Analysis 

 46 

10.1.3 OECD’s views on income approach 

The foundation of the OECD‟s standpoint on the valuation of intangible transfers is that 
intangible property should not be differentiated from any other types of property when it 
comes to applying the arm‟s length standard. First of all this statement affirms that the 
arm‟s length standard is the only relevant principle according to the OECD. Secondly, it 
entails that the arm‟s length standard‟s market approach to valuing transactions and re-
liance on comparables, should be used for intangibles as well as tangibles.  

Despite this, when the OECD refers to certain factors of comparability that are especially 
relevant for transfers of intangibles, one of these factors, and the first to be mentioned, is 
the expected benefits from the intangible; in other words, the income that the intangible 
generates in the hands of the transferee. Another reference to the income from the intangi-
ble is made when the OECD relates the expected benefits from the intangible to the price 
the transferee is willing to pay for it. The point that the OECD makes here is that the ex-
pected benefits from an intangible may be different for an unrelated transferee compared 
to a related transferee and that this should be given consideration for the purposes of com-
parability. The context is thus within comparability and the market approach. 

The fact that this type of reasoning is brought up, nevertheless shows that the OECD is 
aware of the importance of the anticipated income from an intangible when determining its 
value. This could be interpreted as a move towards approving of an income approach to 
valuing intangibles on the part of the OECD, especially since tangible property is not 
treated this way. For example, we find that it could mean that expected income may be 
used as an aid when determining if a found comparable price is reasonable. 

However, as a help to determine comparability the OECD suggests taking the costs for de-
veloping and maintaining an intangible into consideration. Since this is a reference to the 
cost approach we find it unlikely that the OECD would have made similar references to 
both the income and cost approaches if the intention was to only open up for one of them.  
In conclusion, the OECD finds expected income and incurred costs to be relevant factors 
for the purpose of comparability, but always returns to the arm‟s length standard and the 
market approach.  

10.1.4 The German solution 

By sticking to the market approach, the OECD has been accused of not solving the prob-
lem of unique intangibles, and not handling the risk of tax avoidance connected to the 
transfers of intangibles very well. While the U.S. has found a way of targeting tax avoid-
ance, it has received criticism for allegedly departing from the arm‟s length standard. The 
newly introduced German rules have similarities with the U.S. commensurate with income 
standard, but are different in some aspects. 

The German rules provide for an adjustment to be made in the event that the actual in-
come differs substantially from the projected one. An adjustment in retrospect is motivated 
by the assumption that unrelated parties would have been aware of uncertainties concern-
ing the value of the intangible and agreed on future adjustments to the transfer price at the 
time of the transfer. The transfer price determined by the tax authorities in retrospect 
would be based on a new hypothetical arm‟s length range with the actual income as the 
maximum price. This means that the German rules do not explicitly demand that the trans-
fer price is commensurate with the income that the intangible generates.  
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A retroactive adjustment will be considered appropriate only if it corresponds to the differ-
ence between the original transfer price and the adjusted price determined on the basis of 
the higher than expected profit development. Although linking the adjustment to the 
amount of profits realized, the adjusted price would not, as opposed to in the U.S., have to 
comprise all additional income generated by the intangible. Instead, the market approach 
would still be used, even though the possible range of prices has shifted upwards. 

Thus, we find that there is a real possibility for a market value to be determined according 
to the German rules even though the adjustment is motivated by the change in anticipated 
profits.  

10.2 Hindsight and the arm’s length standard 

10.2.1 Introduction 

There is no doubt that transfer pricing of intangibles entails many difficult problems, espe-
cially when it comes to intangibles with high profit potential. The taxpayers‟ need for pre-
dictability and certainty is in such cases contradictive to tax authorities‟ need to preserve 
their respective tax base and to fight tax evasion. The lack of comparable transactions has 
highlighted the need for special considerations to be taken into account when transfers of 
unique intangibles are at hand. The U.S. chose to solve the problem through periodic ad-
justments, something that has received a lot of criticism. The OECD responded with a 
whole chapter devoted to intangibles in their 1995 Guidelines where they oppose the use 
of hindsight. Some have however argued that the OECD in fact has opened up for hind-
sighted adjustments. The concept of hindsighted adjustments is, since the recent tax 
reform, without doubt accepted in Germany. 

10.2.2 Adjustment clauses between unrelated parties 

The base of the arm‟s length standard is to derive what unrelated parties would have done 
from comparison with similar transactions. The core of the problem of hindsighted ad-
justments is therefore connected to whether unrelated parties include retroactive adjust-
ment clauses in their agreements. The IRS has expressed the view that such retroactive ad-
justments are used quite frequently between unrelated parties and that the commensurate 
with income standard therefore complies with the arm‟s length standard. Objections were 
originally made on the grounds that it is not as common as implied by the IRS, objections 
that were brought up again when Germany introduced their commensurate with income 
provision.  

The IRS has also expressed the view that unrelated parties renegotiate contracts if the out-
come deviates substantially from the projected one, even absent explicit renegotiation pro-
visions. This is, however, most likely to happen only when it is in the interest of both par-
ties, such as when a royalty rate is set so high that the licensee cannot make any profitable 
use of the intangible. In such a case, a renegotiation is not unlikely since this will benefit 
the licensor as well. 

When the final regulations were issued, it was thought that the commensurate with income 
standard had been subordinated the arm‟s length standard by testing whether the analyses 
when transferring the intangible was made as thoroughly as it would have been if the in-
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tangible was transferred to an unrelated party, rather than if adjustment clauses would have 
been used. This argument is not persuasive since the result, periodic adjustments, will be 
the same in either case. This is due to the fact that it is impossible to prove what unrelated 
parties would have projected at the time of the transfer, or if adjustment clauses would 
have been omitted, unless there is an exact comparable. Therefore, the proposed link to the 
arm‟s length standard is a constructed one, without any practical importance. 

The OECD is of the opinion that it is very uncommon that independent parties include 
price adjustment clauses, but states that in cases where retroactive adjustments are at arm‟s 
length, a commensurate with income type of rule is appropriate. It is worth noting that 
companies, in a general aim of reducing risks, tend to avoid entering agreements where the 
final outcome is not known until several years later.  

One inherent problem with the discussion whether unrelated parties include adjustment 
clauses or not is that there are few transactions to draw conclusions from. If transfers of 
high profit, unique intangibles never take place between unrelated parties, how is it possible 
to conclude if adjustment clauses are common or not? As a consequence, the discussion 
will revolve around the question if unrelated parties would ever transfer such unique intan-
gibles, would they then have included adjustment clauses. It would therefore be an artificial 
use of the arm‟s length standard, something that in itself would be a step away from the 
arm‟s length standard and the market approach, at least in its traditional, purest form. This 
approach does have some similarities with the German concept of a hypothetical arm‟s 
length test, which can also be seen as an artificial approach to the arm‟s length standard.  

10.2.3 Has the OECD opened up for hindsighted adjustments? 

If double taxation is to be avoided, it is important that there is consensus on how transfer 
prices should be set. It has been argued that the OECD in part has surrendered to the U.S. 
by opening up for hindsighted adjustments. We do not agree with this view. Possible ad-
justments that can be made when the valuation of intangibles is highly uncertain according 
to the Guidelines and the examples provided in Guidelines are simply not based on hind-
sight. In fact, they rather support the arm‟s length standard since it is the information 
known at the time of the transfer that should be considered. If unrelated parties use ad-
justment clauses in similar transactions, then related parties should do so as well. Only the 
fact that the profit of the transferred intangible differs from the projected one will not itself 
require an adjustment. Therein lies a big difference of retroactive adjustments between the 
U.S. and Germany on the one hand, and the OECD on the other. 

10.2.4 Hindsight in the U.S. compared to Germany 

Although not without controversy, hindsighted adjustments have now been possible in the 
U.S. for more than 20 years. The OECD has opposed this from the start and, as seen in 
the previous section, still does. Germany has recently introduced the concept of hind-
sighted adjustments, and only the future will tell if other countries, and finally also the 
OECD, will follow. Although the German rules are still new and their application uncer-
tain, we will here try to compare the two sets of rules that apply hindsight to see what the 
new rules indicate for the concept of hindsight and its development.  

In Germany hindsighted adjustments are not made unless the transfer price was established 
through the hypothetical arm‟s length test. The hypothetical arm‟s length test should only 
be used when neither fully nor limited comparables are available. This can be compared to 
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some of the U.S. exceptions to hindsighted adjustments. These apply when exact compa-
rables are found, or when the transfer price was set otherwise and certain requirements, 
such as the existence of sufficient documentation that supports the comparability of the 
method used, are fulfilled. However, the U.S. standards for comparability are very strict, as 
are these requirements.  

The fact that hindsighted adjustments are only made when no comparables can be found 
indicates that Germany is more committed to the arm‟s length standard than the U.S., 
which may apply hindsighted adjustments also in cases where (inexact) comparables can be 
found. However, since it is often very difficult to find even inexact comparables, the differ-
ence is probably bigger in theory than in practice. 

The safe harbor rules in the U.S. further state that adjustments will not be made unless the 
actual income deviates more than 20 percentage points from the prospected income. The 
German rules provide for adjustments if the actual income differs substantially from the 
anticipated income. A substantial difference is at hand when the transfer price, as deter-
mined on the basis of the actual profit development, falls outside the original hypothetical 
arm‟s length range. The German rules are therefore more case specific than the U.S. rules 
which use a more static application. If the original range is wide, the actual outcome must 
differ more than in the U.S. in order to apply periodic adjustments. Since the German rules 
accept the arm‟s length range while the U.S. may make an adjustment even if the adjusted 
price is still within the arm‟s length range, we believe the German approach is more in line 
with the arm‟s length standard in this matter. 

The U.S. regulations prescribe adjustments over an undefined period of time, while in 
Germany adjustments have to be made within ten years of the original transfer. This ten 
year limit can be compared to the five year safe harbor in the U.S. The five year safe harbor 
is however difficult to fulfill, since it requires that one of two specified exceptions are ap-
plicable each of the first five years. Provided that the exceptions are fulfilled however, a 
transaction is held open for hindsighted adjustments for five years in the U.S. whereas 
Germany applies a ten year period. Naturally, it becomes more and more difficult to esti-
mate the future income of an intangible the longer the time period is. This makes a transac-
tion according to the German rules more uncertain than according to the U.S. rules. On 
the other hand, an adjustment can only be made once in Germany whereas several adjust-
ments can be made in the U.S. 

In summary, hindsighted adjustments are in Germany only made where no comparables, 
not even inexact comparables, can be found. Due to this fact, in combination with the dif-
ficulties in fulfilling the U.S. exceptions, we believe that the U.S. is more inclined to let go 
of the arm‟s length standard, at least in theory. Further, since the transfer price is accepted 
in Germany as long as the income does not fall outside the hypothetical arm‟s length range, 
the German rules are also on this matter more in line with the arm‟s length standard.  

However, we would finally like to note that Germany has taken the concept one step fur-
ther by constituting a profit potential in a business restructuring as an intangible itself. The 
IRS seems to share this view but it is uncertain if they would have any success with such an 
approach in court. 

10.3 Burden of proof 

One fundamental difference between the U.S. and Germany on one hand and the OECD 
on the other is on which party the burden of proof is placed. In the U.S, the taxpayer must 
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show that the determination made by the IRS was arbitrary, capricious or unreasonable if 
he cannot establish that his own suggested prices are truly arm‟s length. Otherwise the 
IRS‟s position is presumed to be correct. The fact that it is usually easier to dismiss a used 
method or comparable as non-reliable, than it is to defend it, could make it almost imposs-
ible to rebut the IRS‟s adjustment.  

Germany also applies a presumption, even though it is not constructed in the same way as 
the U.S. counterpart. Instead of presuming that the tax authority‟s adjustment is correct, 
the presumption in Germany lies in that a substantial difference in actual profit experience, 
is evidence of that the value of the transfer was so uncertain that unrelated parties would 
have included an adjustment provision. As in the U.S., the presumption can be rebutted by 
the taxpayer. 

The OECD allows the use of retroactive adjustments only in special situations and the tax 
authority would have to show that such a special situation is at hand. This view is more in 
line with the fact that transfer pricing is not an exact science and that several different pric-
es might be equally correct as part of an arm‟s length range.  

The fact that comparable transactions of unique intangibles between unrelated parties are 
unlikely to be found makes the burden of proof even more important. In the U.S. and 
Germany, where the burden of proof is on the taxpayer, one can easily see the huge task of 
proving that unrelated parties would not have included an adjustment clause. Tax payers in 
Germany are even worse off than in the U.S. since the German tax authorities can use se-
cret comparables if the information is made anonymous. With limited chances to overcome 
a burden of proof, it does not really matter how favorable the underlying rules are in 
theory.  

10.4 The future of the arm’s length standard 

Apparently, there are no perfect solutions to the transfer pricing problems of intangibles 
and especially not to the problem of unique intangibles with high profit potentials.  

The OECD solution with its steady commitment to the arm‟s length standard and what un-
related parties would have done is very likeable at first sight. It is without doubt the most 
objective solution to the problem. It uses the market approach which is the method pre-
ferred by most tax authorities around the globe. A solution such as the OECD‟s might, 
however, not solve the problem very well. The inherent difficulties in finding comparables 
to high profit, unique intangibles make such an approach quite flat and, together with the 
OECD‟s placement of burden of proof, the tax authorities are put in a difficult position. 

Because of the inherent difficulties of setting transfer prices to intangibles and the fact that 
transfers of intangibles are easily used for tax avoidance purposes, transfer pricing issues 
tend to focus on intangibles. In combination with the fact that intangibles in a way are re-
sponsible for the existence of MNEs and thereby also for transfer pricing, it may seem in-
appropriate to stick to a transfer pricing principle that is so hard to apply to one of the big-
gest problems of transfer pricing. In addition, the arm‟s length standard‟s separate entity 
approach gives us another reason to question it. It could thus be argued that it is time to 
give up the strict commitment to the arm‟s length standard. 

The suggested alternative, the formulary apportionment, has a unitary entity approach 
which allows it to consider the fact that the whole of an MNE is greater than the sum of its 
parts. However, under a formulary apportionment method, a party that would suffer losses 
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if it would have been unrelated, can be profitable instead. This means that while the formu-
lary apportionment applies in the same way to all MNEs, the arm‟s length standard allows 
for more flexibility through its case specific application. The arm‟s length standard also 
treats independent and related enterprises equally, thereby removing tax considerations 
from economic decisions. 

It has been suggested that some transfer pricing methods, even methods approved by the 
OECD, are already a step away from the arm‟s length standard, at least in its purest form. 
For example, the profit split method has some similarities with the formulary apportion-
ment. It has nevertheless been argued that also methods that fall outside of the pure defini-
tion can comply with the arm‟s length standard since the goal of them is to produce profit 
allocations that would have been used by independent parties. 

The same reasoning can be applied to a hypothetical use of the arm‟s length standard. If in-
tangibles are not transferred between unrelated parties to such an extent as between related 
parties, much of the application of the arm‟s length standard to intangibles would only be 
speculative, or hypothetical. This approach is nevertheless by some considered to be in line 
with the arm‟s length standard, or at least with a wider definition of it.  

For the reasons above, our opinion is that the arm‟s length standard should continue to 
serve as the foundation in transfer pricing. At the same time, the problems of intangibles 
need a better solution than the one offered by the “pure” arm‟s length standard. Letting go 
of the arm‟s length standard in some specific cases might therefore be the best way to go. 
The U.S. and Germany has made an attempt to do so by introducing the concept of com-
mensurate with income. 

The commensurate with income concept offers an actual solution to the problem of trans-
fer pricing of intangibles. When comparing the two versions, we have shown that the U.S. 
version is a clearer deviation from the arm‟s length standard than the German one. The 
U.S. applies an income approach when valuing intangibles and preapproves hindsighted ad-
justments with only limited possibilities for the taxpayer to overcome the burden of proof. 
The German version only applies to situations where there are no comparables, and even 
then it applies a market approach through its hypothetical arm‟s length standard. As a con-
sequence, hindsighted adjustments are the only significant departure from the arm‟s length 
standard, mainly because the burden of proof is placed on the taxpayer. 

We believe that the German approach in principle offers a workable and reasonable solu-
tion to the transfer pricing problems of intangibles. The OECD might consider adopting a 
similar standard, however with the clear requisite that it is only to be applied when the tra-
ditional arm‟s length standard is impossible to apply. It should always use the market ap-
proach to the valuation in order to avoid that the residual profit is automatically attributed 
to the transferor. The burden of proof should be reasonably placed, and should not be im-
possible to rebut.  

10.5 Conclusion 

The arm‟s length standard is still the internationally accepted principle to be applied in 
transfer pricing. The IRS‟s retreats from the strict and harsh application of the commensu-
rate with income standard as proposed in the White Paper, and tax courts‟ statements that 
the arm‟s length standard is still the overriding principle also for intangibles suggests that 
the standard is not such a major overhaul of transfer pricing principles that was feared at 
first. However, if not a departure from the arm‟s length standard, the concept of commen-
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surate with income is at least one further step along the continuum of methods and ap-
proaches with the pure arm‟s length standard at one end and the formulary apportionment 
method at the other. 

The U.S. is however not unique in this aspect; the OECD and Germany have also taken 
steps from the pure arm‟s length standard, for example by accepting profit split methods 
and in Germany‟s case even hindsighted adjustments. The German approach to commen-
surate with income is somewhere in-between the standpoints of the OECD and the U.S. 
Maybe this can be one step closer in reaching a consensus on if and how a commensurate 
with income should be a part of transfer pricing. This is important since consensus on 
transfer pricing rules will limit the risk of double taxation, something that to a certain ex-
tent might be more important than the actual rules themselves. 

As we have shown, the arm‟s length standard is a dynamic principle that has undergone 
changes during the last decades, something that has been necessary considering the need 
for a solution for the difficulties of intangibles. The U.S. with its explicit commitment to 
the arm‟s length standard has however been accused for only paying lip service to it while 
having other intentions in practice. The recently adopted German approach might give the 
concept of commensurate with income a better chance to be accepted as a workable solu-
tion to the problems of transfer pricing of intangibles. 
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