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On August 4 2006 the US Internal Revenue Service (IRS)

issued the Temporary Regulations 2006 dealing with

transfer pricing for services. The 2006 regulations, which

are generally effective from January 1 2007, consist of

four major components:

• a comprehensive set of new rules regarding transfer

pricing for services;

• modified rules for determining the ownership of

intangibles, along with a new set of rules for

determining arm’s-length compensation to entities

other than the owner of an intangible whose

activities enhance the value of the intangible;

• additional guidance on when the IRS can determine

contractual terms from the economic substance of an

inter-company arrangement in cases where the

parties have failed to specify explicit contractual

terms; and

• modified rules for allocation of stewardship expenses

that conform the existing rules to the new rules

governing services.

The IRS scheduled a public hearing for October 27

2006, with comments from interested parties due by

November 2 2006.

Some aspects of the new regulations are likely to be

seen as improvements on the proposed Regulations on

the Treatment of Services under Section 482; Allocation of

Income and Deductions From Intangibles (68 Fed Reg

53448, September 10 2003), which they replace, while

others are likely to be viewed less favourably.

This chapter focuses on one of the most important,

and potentially controversial, features of the 2006

regulations – the services cost method (SCM), which is

intended to replace the cost-based safe harbour for non-

integral services under the current regulations, and

which supplants the simplified cost-based method set

out in the 2003 regulations.

Overview of SCM

The SCM is a new method for determining an arm’s-

length charge for the performance of services by one

related party for another. It tests whether an inter-

company charge is consistent with the arm’s-length

standard by comparing the actual charge to the cost of

the services without a mark-up. Thus, it effectively

requires that services be charged out without a mark-up.

Indeed, the 2006 regulations state that when all the

conditions for the use of the SCM are met, it is deemed to

be the best method.

In order to understand the SCM, it is useful to

understand the historical context in which it evolved.

The 1968 regulations regarding services contained

provisions that, while not explicitly labelled as a safe

harbour, allowed taxpayers to elect to charge out certain

routine services at cost. If services were not found to be

integral under one or more of four alternative tests, then

reimbursement of cost was presumed to be an arm’s-

length charge unless the taxpayer demonstrated that

some other charge was more appropriate. In general, this

regime seemed to work well for most taxpayers. It

worked particularly well in mitigating the tension

between US rules that allow for charge-outs at cost and

non-US rules that generally require a mark-up for all

services that provide a benefit to the recipient. In

outbound cases (where a US taxpayer performs services

for a non-US taxpayer), a US service provider would

typically avail itself of the safe harbour; in inbound cases

(where a non-US taxpayer performs services for a US

taxpayer), the non-US service provider would charge a

mark-up, with the US service recipient relying on a

comparables-based transfer-pricing study to show the
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IRS that the mark-up required under non-US law was

more appropriate than a charge-out at cost.

Over time the IRS became concerned that some US

taxpayers were abusing the flexibility provided by the

1968 regime by charging out high value-added services

at cost. Thus, in the 2003 proposed regulations the IRS

proposed replacing the safe harbour with the simplified

cost-based method. However, the overwhelming volume

of negative comments on this method caused the IRS to

reconsider, and ultimately scrap, this method.

The 2006 regulations attempt to balance two

competing considerations in developing a new method

for pricing certain types of service. The IRS remains

concerned about what it perceives as manipulation of the

1968 regulations by multinational groups; on the other

hand, it recognises that it is in the interest of sound tax

administration to lessen the compliance burden on

taxpayers with respect to “intragroup back-office

services that are common across many

industries…especially to the extent that the arm’s length

mark-ups are low and the activities do not significantly

contribute to business success or failure”. The result of

this balancing act is the SCM.

The best way to conceptualise the SCM is to think in

terms of a four-part test, all four parts of which must be

satisfied in order for the SCM to apply.

First, the services in question must be ‘covered

services’ as defined in Section 1.482-9T(b)(4) of the

Temporary Regulations 2006. These can be either

specified covered services or low-margin covered

services. ‘Specified covered services’ are categories of

service that the IRS designates in a revenue procedure

(sometimes referred to as the whitelist) “based upon the

commissioner’s determination that the specified covered

services are support services common among taxpayers

across industry sectors and generally do not involve a

significant median comparable mark-up on total services

costs”. The IRS has issued and requested comments from

interested parties on a proposed revenue procedure that

identifies 48 categories of specified covered service.

‘Low-margin covered services’ are services for which the

taxpayer can show that the median comparable mark-up

on total services costs is seven per cent or less.

Second, the taxpayer’s books and records “must be

adequate to permit verification by the commissioner of

the total services costs incurred by the [service

provider]” and must include “a statement evidencing the

taxpayer’s intention to apply the services cost method”.

While this seems straightforward enough, some

taxpayers may face difficulties in implementing changes

to accounting systems and procedures prior to the

effective date, and this rule is more challenging than it

first appears.

Third, the services in question must not relate to a

transaction that is on a nine-item blacklist:

• manufacturing;

• production;

• extraction, processing or exploration of natural

resources;

• construction;

• distribution, sales or purchasing agency activities or

“acting under a commission or other similar

arrangement”;

• research and development activities;

• engineering or scientific activities;

• financial transactions, including guarantees; or

• insurance.

The curious drafting of the blacklist rule, in which

transactions, rather than services, are deemed not to be

covered services, creates interesting interpretive issues.

Fourth, in order for the SCM to apply the taxpayer

must “reasonably [conclude] in its business judgement

that the covered services do not contribute significantly

to key competitive advantages, core competencies or

fundamental risks of success or failure in one or more

trades or businesses of the [service provider], the

recipient, or both”.

If otherwise covered services do contribute

significantly to key competitive advantages, core

competencies or fundamental risks of success or failure,

the SCM is inapplicable and an arm’s-length mark-up will

be required. The preamble to the temporary regulations

recognises that the proper administration of this provision

depends on IRS field examiners giving appropriate

deference to taxpayers’ reasonable business judgements.

Interpretive challenges and administrative issues

The consensus of the early commentary on the new

regulations seems to be that the SCM is an improvement

on the simplified cost-based method. Nevertheless, the

2006 regulations present several significant interpretive

challenges and may prove difficult to apply, especially to

the extent that they continue the US rules’ divergence

from the international consensus with respect to mark-

ups. Some of these issues are explored below.

Mandatory or elective?

Some early commentators on the SCM have expressed

uncertainty as to whether its application is mandatory or

elective. They have noted a perceived tension between

the requirement that taxpayers include in their books

and record a statement of intention to use the SCM, and
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the notion that if the SCM applies it will be considered to

be the best method.

On balance, a better interpretation of the 2006

regulations is that the use of the SCM is mandatory,

when it applies. However, the SCM can also be seen as

effectively elective, in the sense that it appears that

multinational groups can structure their way either into

or out of its application.

Consider the hypothetical case of a US-based

multinational group that engages in the design,

manufacture and worldwide sale of gadgets. In the

current structure the parent company performs a variety

of whitelisted back-office services both for itself and for

its non-US subsidiaries in support of their respective

business activities. If those services are performed by the

parent company, it can in good faith “reasonably

conclude in its business judgement that the covered

services do not contribute significantly to key

competitive advantages, core capabilities or fundamental

risks of success or failure” in its business.

However, suppose that for good business reasons the

parent drops the back-office functions into a new

subsidiary that does nothing else. The new services

company can be said to be in the business of providing

business-process outsourcing services. When viewed

from the perspective of the new internal business-process

outsourcing shop, it can equally reasonably be concluded

that the same services do “contribute significantly

to…core capabilities or fundamental risks of success or

failure”. After all, when a company does only one thing,

it is by definition a core capability, and the company’s

ability to do it to the satisfaction of its clients involves

fundamental risks of success or failure.

In this respect, from the perspective of efficient tax

administration, the SCM represents a step backwards

from the cost-based safe harbour of the 1968 regulations.

As a general rule, structural electivity is less efficient

than ‘file the form’ or ‘check the box’ electivity. Structural

electivity puts too high a premium on cleverness, is

subject to attack by tax authorities using non-statutory

doctrines such as economic substance and business

purpose whose application is unpredictable, and nearly

always carries with it traps for the unwary.

Significance of statement requirement

The 2006 regulations’ requirement that taxpayers include

in their books and records (but, rather oddly, not attach

to their tax returns) a statement of intention to use the

SCM is precisely the kind of requirement that busy

corporate tax departments sometimes overlook. This is

especially true of private US companies and foreign-

based multinational groups, which will not be prompted

by Sarbanes-Oxley consultants to make sure that all

internal controls relating to taxes are painstakingly

documented. Unfortunately, the temporary regulations

do not make clear whether the statement is an absolute

prerequisite for the application of the SCM. While it

seems sensible that, if all other prerequisites for the

application of the SCM are met, substantial compliance

principles would apply to excuse the absence of the

statement, the case law on substantial compliance is

sufficiently messy that there can be no assurance that the

seemingly sensible outcome would occur.

Reconciling the whitelist and the blacklist

The logical structure of the 2006 regulations seems to lead

to a conclusion that otherwise whitelisted services (or

low-margin covered services) are excluded from the SCM

if they relate to one of the nine blacklisted transactions.

However, a review of the whitelist set forth in the

proposed revenue procedure makes it clear that most

blacklisted activities will consume some whitelisted

services. This raises a number of nexus issues; put another

way, it is unclear how closely related whitelisted services

must be to a blacklisted activity in order to be ineligible

for the SCM. For example, while it certainly seems

sensible to exclude contract manufacturing services from

the SCM, most manufacturing activities consume

whitelisted back-office services, and it would seem

inconsistent with the overall thrust of the regulations to

require that those services be marked up simply because

they support a manufacturing activity. While the 2006

regulations include examples that are apparently

intended to address this issue (Examples 7 and 12 of the

Temporary Regulations 2006, Section 1.482-9T(b)(6)),

those examples leave many questions unanswered.

Deferring to taxpayers’ business judgements

Under the SCM, taxpayers’ subjective business

judgements will nearly always be a critical factor in

determining whether the method applies to a particular

fact pattern. While the preamble to the 2006 regulations

strongly indicates that IRS field examiners should defer to

taxpayers’ business judgements in the vast majority of

cases, the field has obvious incentives not to do so and a

discouraging track record in this regard. This is equally

true in outbound cases (where the IRS has incentives to

kick taxpayers out of the SCM in order to collect tax on

mark-ups) and inbound cases (where the IRS has

incentives to force taxpayers into the SCM in order to

disallow deductions for mark-ups). It is hoped that if the

field wishes to propose adjustments based on an

inappropriate lack of deference to taxpayers’ judgements,

the IRS appeals function and the US competent authority
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will dispose of such adjustments summarily.

Encouraging taxpayer non-compliance?

The SCM does not deal with the fundamental difference

between the position of the United States and most of its

major trading partners with respect to inter-company

trade in services. The United States continues to assert

that it is appropriate to price some types of service at cost,

while the rest of the world believes that, with limited

exceptions for shareholder and stewardship activities, a

mark-up is appropriate whenever the performance of a

service renders a benefit to the service recipient. It seems

inevitable that there will be a potentially large number of

inbound cases in which the SCM is applicable, but where

the transfer pricing rules of the service provider’s

jurisdiction of residence require a mark-up. If the mark-

up is charged but not deducted, economic double

taxation results. Some multinational groups may be able

to structure their way out of the SCM and thereby be able

to deduct the mark-up. However, for those groups that

cannot, it would seem that non-compliance with the

transfer-pricing rules of one jurisdiction or the other is the

only way to avoid economic double taxation. It should go

without saying that this is hardly an optimal situation.

Conclusion

This chapter has attempted to show how the SCM is

intended to work and to outline some of the benefits and

pitfalls of this method. The views expressed herein are

necessarily tentative, as no one has any experience yet in

the actual application of the SCM on a day-to-day basis.

However, it is clear that while the SCM is on balance an

improvement on the simplified cost-based method, it still

presents numerous challenges for multinational groups.

Some of the issues can be dealt with through the

provision of additional guidance by the IRS (and

potentially by the US courts, although hopefully

litigation will not be necessary to obtain answers to some

of the more obvious questions). Others can be dealt with

through careful planning and compliance activity by

affected taxpayers. Still others cannot be resolved in the

absence of an international consensus on the

fundamental issue of whether it is ever appropriate to

charge at cost for inter-company services.

It seems clear that despite all these issues, the 2006

regulations will come into effect on January 1 2007.

Multinational groups that may be affected should take

action now to ensure that they understand the new rules

and are prepared to deal with them.
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