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PREFACE

It has been a great pleasure to edit this fourth edition of The Transfer Pricing Law Review. This
publication aims to give readers a high-level overview of the principal transfer pricing rules
in each country covered in the Review. Each chapter summarises the country’s substantive
transfer pricing rules, explains how a transfer pricing dispute is handled, from initial scrutiny
through to litigation or settlement, and discusses the interaction between transfer pricing
and other parts of the tax code (such as withholding taxes, customs duties, and attempts to
prevent double taxation).
Other than Brazil, all the countries covered in this Review apply an arm’s-length
standard and adhere, at least to some extent, to the Organisation for Economic Co-operation
and Development Transfer Pricing Guidelines (the OECD Guidelines); and Brazil itself
has recently launched a project to align its transfer pricing rules with the OECD norm.
However, as the chapters make clear, there remains significant divergence, both in countries’
interpretation of the arm’s-length standard (e.g., the transactions it applies to, the pricing
methods preferred and whether secondary adjustments are imposed) and in the administration
of the rules (e.g., the documentation requirements imposed, and the availability of APAs).
Transfer pricing practitioners, therefore, cannot simply assume that the OECD Guidelines
contain all the answers but must in fact engage with their detailed application within each
country.
As we have said in earlier editions of the Review, transfer pricing rules will be high on
the corporate tax agenda for many years to come, and they are continuing to evolve at a rapid
pace. Over the next year or so, we expect the following to be among the main areas of focus.
First, as in so many other areas of endeavour, the covid-19 pandemic raises new
challenges for transfer pricing, and may in some cases invert the ‘normal’ argument between
taxpayers and tax authorities. For example, will tax authorities which have previously argued
that a company is not a routine service provider, and should be rewarded through a profit split,
now accept that the company therefore needs to bear a share of the group’s covid-19 losses?
Looking further forward, the experience from the 2008 financial crisis suggests that, in the
medium term, the need for tax revenues is likely to push tax authorities towards a more
assertive approach in transfer pricing cases.
Second, a number of countries may see disputes over the extent to which transfer
pricing can be used to recharacterise transactions, rather than merely to adjust the pricing
of transactions. For example, the German courts held last year that transfer pricing rules are
not limited to pricing adjustments alone; and Ireland introduced rules that enable the Irish
Revenue to impose a ‘substance over form’ principle.
Third, the long-awaited OECD Transfer Pricing Guidance on Financial Transactions
was published in February 2020. Although its immediate impact has been rather overshadowed
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by the covid-19 situation, many taxpayers, and tax authorities, will need to get to grips with
the potential impact of this guidance on them.
Finally, the OECD/G20 project to address the tax consequences of digitalisation
continues to work towards its target of presenting an agreed solution by the end of 2020.
The current Pillar One and Pillar Two proposals would, if enacted, be the most far-reaching
change to transfer pricing principles in close to 100 years, and would mark a significant
shift away from the arm’s-length principle. The desire to shore up tax revenues in light of
covid-19 may well encourage the countries that expect to be ‘winners’ from the proposals to
push for an agreed outcome. It is worth noting, however, that the reforms will not be a silver
bullet for public finances. The OECD expects the reform to increase corporate tax revenues
by 4 per cent; in the UK, for example, that would raise enough money to fund the National
Health Service for only one week.
We would like to thank the authors of all of the country chapters for their comprehensive
and illuminating analysis of each country’s transfer pricing rules; and the publishing team at
Law Business Research for their diligence and enthusiasm in commissioning, coordinating
and compiling this Review.
Steve Edge and Dominic Robertson
Slaughter and May
London
June 2020
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Chapter 23

UNITED STATES
Edward Froelich and Jessica Stern 1

I

OVERVIEW

Transfer pricing generally
Given the historically high corporate tax rate in the United States, transfer pricing has been
an area of particular concern to the Internal Revenue Service (IRS).2 Accordingly, the United
States has developed a comprehensive regulatory regime to ensure that related taxpayers
engaging in cross-border transactions do so at arm’s length.
Section 482 of the Internal Revenue Code (the Code or IRC) is the main statutory
tool provided to the IRS to combat inappropriate transfer pricing. This statute gives the IRS
broad authority to allocate gross income, deductions, credits and other allowances between
two or more organisations, trades or businesses owned or controlled by the same interests
whenever ‘necessary in order to prevent evasion of taxes or clearly to reflect the income of
any of such organizations, trades, or businesses’.3 The objective of Section 482 is to place ‘a
controlled taxpayer on a tax parity with an uncontrolled taxpayer by determining the true
taxable income of the controlled taxpayer’.4 True taxable income is determined by judging
transactions between controlled taxpayers against comparable transactions between unrelated
persons dealing at arm’s length.5 In the case of any transfer or licence of intangible property,
Section 482 specifically provides that ‘the income with respect to such transfer or licence shall
be commensurate with the income attributable to the intangible’.6
Section 482 and its implied arm’s-length standard was first codified in Section 482 of
the Code in 1934. However, it was not until 1968 that the IRS promulgated regulations
concerning specific methods for applying the arm’s-length standard. These original
methods – the comparable uncontrolled price (CUP) method, the resale price method,
and the cost-plus method – have remained largely unchanged to the present day. As part of

1
2

3
4
5
6

Edward Froelich is of counsel and Jessica Stern is an associate at Morrison & Foerster LLP.
Profit shifting between multinational companies has cost the US government between US$77 billion
and US$111 billion in corporate tax revenue between 1987 and 2012. Kimberly A Clausing, ‘The Effects
of Profit Shifting on the Corporate Tax Base in the United States and Beyond’, 69 National Tax J. 905
(17 June 2016). Not all of this profit shifting arises from transfer pricing abuses, but a significant portion
may. However, with the enactment of substantial corporate tax rate cuts and certain cross-border tax
legislation effective 1 January 2018, there may be less incentive for multinational US companies to engage
in transfer pricing as a tax avoidance vehicle.
IRC Section 482.
Treas. Reg. Section 1.482-1(a)(1).
Treas. Reg. Section 1.482-1(b)(1).
IRC Section 482.
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the Tax Reform Act of 1986, Congress amended Section 482 by adding the commensurate
with income standard for the transfer of intangible property. At the same time, Congress
directed the IRS to undertake a study of the operation of transfer pricing mechanisms,
particularly with respect to the exploitation of intangible property, which resulted in the
issuance of the Section 482 White Paper in 1988.7 The Section 482 White Paper led to a
series of proposed regulations that were amended repeatedly before being issued in final
form in 1994 through 1996. These regulations implemented the commensurate with
income standard and introduced new procedural rules and pricing methods for intangible
property. They also included new rules for cost-sharing arrangements. In 2009, the IRS
proposed an entirely new set of regulations on cost-sharing arrangements, effective for
transactions after 4 January 2009, which were adopted in final form in 2012.8
Statutory requirements of Section 482
There are three prerequisites for a reallocation under Section 482. First, there must be ‘two
or more organizations, trades, or businesses’. Second, these organisations must be ‘owned or
controlled directly or indirectly by the same interests’. Finally, the IRS must have determined
that reallocation is ‘necessary in order to prevent evasion of taxes or clearly to reflect the
income of any of such organizations, trades, or businesses’.9 The regulations interpret these
requirements in the broadest possible sense.
For the purpose of Section 482, an organisation is defined to include any corporation,
partnership, trust, estate, association or sole proprietorship, regardless of where it is
organised, operated or carries on its business.10 For these purposes, it is irrelevant whether
the organisations are members of an affiliated group or whether that group files a return. In
addition to these types of organisations, Section 482 also applies to any trade or business
activity of any kind, regardless of the place of organisation or operation, the formalities of
organisation or the type of ownership.11 In some instances, shareholders in a corporation they
controlled have been found to be ‘organizations, trades, or businesses’ such that income of the
corporation could be reallocated to them under Section 482.12

7
8

9
10
11
12

IRS, ‘A Study of Intercompany Pricing under Section 482 of the Code’, IRS Notice 88-123, 1988-2 C.B.
458 (1988).
Treas. Reg. Section 1.482-7. Under the cost-sharing regulations previously in effect, intangible property
acquired through a ‘qualified cost-sharing arrangement’ was not subject to the general rule of Section 482.
Instead, the IRS was only permitted to make allocations so that each controlled participant’s share of costs
of development equalled its share of the reasonably anticipated benefits of the development. Treas. Reg.
Section 1.482-7A(a)(1). The prior regulations remain in effect for transactions occurring on or before
4 January 2009.
IRC Section 482.
Treas. Reg. Section 1.482-1(i)(1).
Treas. Reg. Section 1.482-1(i)(2).
See, e.g., Dolese v. Comm’r, 811 F.2d 543 (10th Cir. 1987) (partnership distributions reallocated among
partners, one of whom was the sole shareholder and an employee of the second partner); Rubin v. Comm’r,
460 F.2d 1216 (2d Cir. 1972) (management services income paid by one corporation to another reallocated
to a shareholder who performed the management services and controlled one of the corporations); Borge v.
Comm’r, 405 F.2d 673 (2d Cir. 1968), cert. denied, 395 US 933 (1969) (entertainment services performed
for a controlled corporation, which subcontracted services to third parties, producing profits offset by losses
from other activities reallocated to sole stockholder).
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The requirements for ownership or control are similarly broad. Ownership may be
direct or indirect. Control may be any kind of control, whether direct or indirect, legally
enforceable or not. Control for the purpose of Section 482 also exists where two or more
taxpayers are acting in concert or with a common goal or purpose.13 The regulations make
it clear that the reality of the control is what is ‘decisive, not its form or the mode of its
exercise’.14 An arbitrary shifting of income or deduction raises a presumption of control. This
broad definition of control allows Section 482 to be applied to enterprises owned by different
members of the same family or in different proportions by a group of persons.
The final requirement, namely that the IRS make a determination that the allocation
is necessary to prevent tax evasion or to clearly reflect the income of any member of the
controlled group, is practically meaningless as a prerequisite. If the IRS determines the
transfer price adopted by the group is erroneous then, by definition, certain group members’
income is not clearly reflected. Allocations affecting taxable income can be made to income,
deductions, credits and allowances. The courts have generally upheld a reallocation by the
IRS unless the taxpayer is able to prove that the IRS abused its discretion by engaging in
conduct that was arbitrary, capricious or unreasonable.15
II

FILING REQUIREMENTS

Neither the Code nor the Treasury regulations require a taxpayer to prepare documentation
supporting its transfer price. Nevertheless, well-advised taxpayers will prepare a supporting
analysis contemporaneously with the filing of the relevant income tax return. A complete
set of transfer pricing documentation will typically insulate a taxpayer from the assertion
of accuracy-related penalties by the IRS under Section 6662(e) of the Code. The Treasury
regulations provide specific descriptions for the principal documents that comprise adequate
transfer pricing documentation:
a
an overview of the taxpayer’s business, including an analysis of the legal and economic
factors affecting its pricing;
b
a description and chart of the organisational structure covering all relevant related
parties;
c
any documents explicitly required by regulations under Section 482 (for example,
Treasury Regulation Section 1.482-7(k) requires that cost-sharing agreements between
controlled parties be recorded in writing in a contemporaneous contract);
d
a description of the pricing method selected and reasons why the method was selected
(i.e., a best-method analysis);16
e
an explanation why alternative methods were not selected;
f
a description of the controlled transactions and any internal data used to analyse them;
g
a description of the comparables used, how comparability was evaluated and any
adjustments that were made;
h
an explanation of the economic analysis and projections used to develop the pricing
method;

13
14
15
16

Treas. Reg. Section 1.482-1(i)(4).
id.
See, e.g., Liberty Loan Corp v. US, 498 F.2d 225, 229 (8th Cir. 1974); H Group Holding, Inc v. Comm’r.,
T.C. Memo. 1999-334, 21; Kenco Restaurants Inc v. Comm’r, 206 F.3d 588, 593-94 (6th Cir. 2000).
In general, the best method is the method that provides the most reliable measure of an arm’s-length result.
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j

a description or summary of any relevant data obtained after the close of the tax year
but before filing the tax return; and
a general index of the principal and background documents and a description of the
record-keeping system for such documents.

Controlled parties who enter into a CSA are obliged to update and maintain the CSA
documentation.17
Where controlled parties enter into a CSA to determine their transfer pricing, each
controlled participant in the agreement must file a statement with the IRS under Treasury
Regulation Section 1.482-7(k)(4) (describing contents and time and manner of filing of the
CSA statement). There is an annual requirement for each taxable year in which the CSA is
effective for each controlled participant to file the original CSA statement with its US tax
return and to provide updated information if any.18
A taxpayer must provide its transfer pricing documentation to the IRS within 30 days
of the IRS’s formal request for such documentation during the audit. It is typical for the IRS
to make this request with reference to Section 6662(e) (the relevant penalty provision) at the
outset of the audit.
If a taxpayer has not prepared the documentation at the time of the return filing, there
is no general requirement to prepare any such documentation during an IRS examination.
However, during the examination the IRS will request support for the transfer pricing
adopted by the taxpayer. If the taxpayer does not provide any support, the IRS will evaluate
the appropriate transfer price based on its own economic analysis, and, if that analysis results
in a price supporting a tax deficiency, the IRS will assert accuracy-related penalties under
Section 6662(e).
III

PRESENTING THE CASE

i

Pricing methods

Acceptable methods vary according to the nature of the transferred item (i.e., tangible or
intangible property, or services). What is key is that the method ultimately employed by the
taxpayer should be the result of a comparison between methods that determines the best
method (known as ‘the best-method rule’).19 In general, for tangible property, the CUP, resale
price, cost-plus, comparable profits method (CPM), profit split and unspecified methods
are all acceptable. For intangible property, the IRS accepts the comparable uncontrolled
transaction (CUT), CPM, profit split and unspecified methods. With respect to services, the
IRS accepts the services cost, comparable uncontrolled services price, gross services margin,
cost of services plus, CPM, profit split and unspecified methods. For CSA buy-ins, technically
called platform contribution transactions or PCTs, the IRS accepts the CUT, income,
acquisition price, market capitalisation, residual profit split and unspecified methods. The
IRS has shown a clear preference for the income method in determining an appropriate
buy-in valuation.

17
18

19

Treas. Reg. Section 1.482-7(k)(2).
Treas. Reg. Section 1.482-7(k)(4)(iii)(B). If a controlled participant does not file a US income tax return
that participant must ensure that the same information is attached to Schedule M of any Form 5471
‘Information Return of a Foreign Owned Corporation’ or the equivalent foreign partnership form.
Treas. Reg. Section 1.482-1(c).
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Authority scrutiny and evidence gathering

In scrutinising a taxpayer’s return position, the IRS may request to interview key personnel.
The IRS has broad authority under Section 7602 of the Code to examine the books and
records of the taxpayer and this can include interviews. Section 7603 empowers the IRS to
issue an administrative summons to require a taxpayer to provide information and to submit
to an interview; however, a taxpayer can oppose such a summons in court on various grounds
such as privilege or administrative defects in the issuance of the summons. Further, the IRS
is not limited to seeking information from the taxpayer. The IRS can and does seek relevant
information from third parties such as accounting firms who may have advised the taxpayer,
outside financial auditors, banks or other parties. Section 7609 of the Code authorises the
IRS to issues summons to third parties. In no event is a taxpayer required to create new
documentation as the authority of the IRS is limited to an examination of the books and
records supporting the filing position.
Interviews are not a routine audit practice. For the most part, a taxpayer will satisfy
the IRS information needs through a combination of documents and written responses to
questions, called information document requests or IDRs. It can also be helpful to both the
IRS examiner and the taxpayer for the taxpayer to make a presentation to the IRS regarding
the transfer pricing transactions and supporting economic analysis. Such presentations can
feature the key taxpayer personnel who took part in the implementation of the transactions.
Apart from information exchange agreements and treaty provisions, the IRS is generally
limited in its authority to obtain information outside the jurisdiction of the United States.
On 30 June 2016 the Treasury Department published final country-by-country
reporting rules.20 The Treasury explained the reasons for adopting these rules in the preamble:
U.S. MNE groups will be subject to CbC filing obligations in other countries in which they do
business if the United States does not implement CbC reporting. Thus, a decision by the Treasury
Department and the IRS not to implement CbC reporting will result in no compliance cost savings
to U.S. MNE groups. In fact, failure to adopt CbC reporting requirements in the United States may
increase compliance costs because U.S. MNE groups may be subject to CbC filing obligations in
multiple foreign tax jurisdictions.
In addition, CbC reports filed with the IRS and exchanged pursuant to a competent authority
arrangement benefit from the confidentiality requirements, data safeguards, and appropriate use
restrictions in the competent authority arrangement. If a foreign tax jurisdiction fails to meet the
confidentiality requirements, data safeguards, and appropriate use restrictions set forth in the
competent authority arrangement, the United States will pause exchanges of all reports with that tax
jurisdiction. Moreover, if such tax jurisdiction has adopted CbC reporting rules that are consistent
with the 2015 Final Report for Action 13 (Transfer Pricing Documentation and Country-byCountry Reporting) of the Organization for Economic Co-operation and Development (OECD)
and Group of Twenty (G20) Base Erosion and Profit Shifting (BEPS) Project (Final BEPS Report),
the tax jurisdiction will not be able to require any constituent entity of the U.S. MNE group in the
tax jurisdiction to file a CbC report. The ability of the United States to pause exchange creates an
additional incentive for foreign tax jurisdictions to uphold the confidentiality requirements, data
safeguards, and appropriate use restrictions in the competent authority arrangement.

20

Treas. Reg. Section 1.6038-4.
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The IRS and 32 foreign tax agencies have entered into competent-authority agreements
to exchange taxpayers’ global tax and profit reports with foreign jurisdictions. Nine more
foreign agencies are in negotiations with the IRS to execute such agreements.
These bilateral agreements would allow US multinationals to file their global tax and
profit reports with the IRS instead of with foreign jurisdictions.
IV

INTANGIBLE ASSETS

The Treasury regulations define the term ‘intangible’ to include all property that both has
‘substantial value independent of the services of any individual’ and fits within any of six
classes:
a
patents, inventions, formulae, processes, designs, patterns or know-how;
b
copyrights and literary, musical or artistic compositions;
c
trademarks, trade names or brand names;
d
franchises, licences or contracts;
e
methods, programmes, systems, procedures, campaigns, surveys, studies, forecasts, estimates,
customer lists or technical data; and
f
other similar items.
For the purposes of Section 482, an item is considered similar to those listed in Paragraph
(b)(1) to (5) of this Section (corresponding to the items at (a) to (f ) above) if it derives its
value not from its physical attributes but from its intellectual content or other intangible
properties.21
Section 482 provides special rules for controlled transfers of intangible property. A
controlled transfer of an intangible may be either a sale or other transfer of ownership, or a
licence. The IRS normally respects the form chosen by controlled taxpayers if it conforms
to the economic substance of the transaction.22 However, even if the IRS respects the
taxpayer’s chosen form, alternatives to that form may be considered in assessing whether
the consideration is at arm’s length if persons dealing at arm’s length would use one or more
of the alternatives.23 For example, in deciding whether a royalty is at arm’s length, the IRS
may attempt to consider the profits that would have been realised by the licensor if, instead
of licensing the intangible, it had itself carried on the controlled licensee’s activities (e.g.,
producing and selling goods under the licensed intangible).24 Additionally, because of the
language in Section 482 requiring that in the case of any transfer or licence of intangible
property, ‘the income with respect to such transfer or licence shall be commensurate with
the income attributable to the intangible’, the transfer or licence should be periodically
re-examined and potentially adjusted, even if the licence or other agreement provides for no
such adjustment.25
21

22
23
24
25

Treas. Reg. Section 1.482-4(b). The 2018 tax reform legislation changed the definition of intangible to
include ‘goodwill, going concern, workforce in place, and any other item the value or potential value of
which is not attributable to tangible property or the services of any individual’. As noted in the Amazon
case, this may have a substantial impact on the determination of CSA valuations going forward.
Treas. Reg. Section 1.482-1(f )(2)(ii)(A).
Treas. Reg. Section 1.482-1(d)(3)(iv).
We discuss the Amazon case in which the realistic alternative approach was rejected where the taxpayer
appropriately applied and followed the CSA regulations.
Treas. Reg. Section 1.482-4(f )(2).
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Controlled transfers of intangibles are generally tested under arm’s-length principles,
similar to other types of controlled transactions. The arm’s-length standard for transfers of
intangibles is not necessarily satisfied by a royalty rate equal to the prevailing rate within the
same or similar industry or the rate under an uncontrolled transfer that is not comparable to
the controlled transfer.26 There is one method that is unique to determining transfer pricing
for licences and other transfers of intangible property – the CUT method.27 As in the case
of the determination of tangible property transfer pricing, the CPM and profit split method
may be used for intangible property transfers.28 Also, some other reasonable method may
be devised for an intangible transfer if it can be shown to be the best method under the
circumstances.29 Each of the first three methods must be considered in determining the best
method under Section 482 and its regulations.
V

SETTLEMENTS

Settlements of transfer pricing disputes with the IRS can be accomplished in several ways. The
ordinary settlement method is through the IRS Independent Office of Appeals. IRS Appeals
is engaged only after the taxpayer and the IRS examiners cannot agree on an adjustment.30
Another avenue for settlement is after the taxpayer brings a dispute to federal court. Indeed
one of the largest transfer pricing disputes in the IRS’s history was settled after extensive
litigation in the US Tax Court.31 A third method of settlement is through the competent
authority process. The competent authority process can be initiated during the examination
phase or after an initial settlement conference with IRS Appeals.
Appeals is the official settlement arm of the IRS for disputes arising from audits.32 It
is staffed by appeals officers located in various offices throughout the country. The Chief
of Appeals, located in the IRS National Office in Washington, DC, is the top IRS appeals
executive, and is assisted by the Deputy Chief of Appeals in his or her duties. An appeals
officer is charged with making an objective evaluation of the taxpayer’s case based on the
hazards of litigation. Importantly, the Appeals Office is independent from the IRS audit

26
27
28
29
30

31

32

Treas. Reg. Section 1.482-4(f )(5).
Treas. Reg. Section 1.482-4(a).
id.
Treas. Reg. Section 1.482-4(d).
IRS examiners do not have authority to settle cases based on litigation hazards. However, if the examiners
and the taxpayers can agree on a particular valuation, for example by agreeing to a discount rate, a transfer
pricing dispute can be resolved at the examination level. Examiners will need to have a non-hazards basis
on which to agree to such a resolution.
In 2006, the Internal Revenue Service settled its transfer pricing dispute with Glaxo SmithKline Holdings
(Americas) Inc & Subsidiaries (GSK). At the time this case was being litigated in the US Tax Court it
was the largest tax dispute on record. Under the settlement agreement, GSK paid the IRS approximately
US$3.4 billion, and abandoned its claim to a refund of US$1.8 billion in overpaid income taxes. The Tax
Court dispute involved intercompany transactions between GSK and certain of its foreign affiliates relating
to various GSK ‘heritage’ pharmaceutical products. The IRS questioned the amount of US profits reported
by GSK after making intercompany payments that took into account product intangibles developed by and
trademarks owned by its UK parent, and other activities outside the United States, and the value of GSK’s
marketing and other contributions in the United States.
For disputes with the IRS that have been filed in court, Appeals has no official settlement role (apart from
Tax Court cases that have not previously been before Appeals, which are immediately referred to Appeals
after the petition is filed in the Tax Court).
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team that has proposed the adjustments. An appeals officer learns of the taxpayer’s position
regarding the proposed adjustments primarily through the taxpayer’s protest letter. The
protest letter is addressed to the IRS audit team supervisor. In some instances, a taxpayer
may supplement its original transfer pricing analysis with an independent economist analysis
and provide this analysis with its protest. The IRS audit team then forwards the protest letter
to the appropriate appeals office, along with the audit team’s written rebuttal to the protest
letter. It is possible that the IRS audit team, upon review of the protest letter, may change its
legal analysis to respond to the taxpayer’s argument, or may in fact be persuaded to concede.
Appeals’ review is an informal consideration of the contrasting positions. There is no
testimony or formal hearing process. Instead, the appeals officer will convene a series of
meetings to assist the officer in evaluating the litigation risks for both sides. It is typical for
Appeals to include transfer pricing experts on its team in dealing with these disputes. They
may also consult with a staff economist. The first (pre-conference) meeting allows the IRS
audit team to explain its position on the various adjustments that it proposes. IRS legal
counsel is likely to assist in that presentation. Because an appeals officer may not have ex parte
communications with the audit team, a taxpayer must be allowed to attend this meeting.
If, after settlement discussions, the taxpayer and the appeals officer agree on a resolution,
Appeals will prepare an internal memorandum to record the analysis of the case, and for
approval by his or her supervisor. The appeals officer will then prepare either a Form 870-AD
or a closing agreement for the taxpayer that contractually binds the taxpayer and the IRS
to the terms of the settlement.33 If no settlement is reached, the appeals officer will prepare
either a statutory notice of deficiency, giving the taxpayer the opportunity to seek relief in
the US Tax Court, or a Form 870, which obtains the taxpayer’s consent to the immediate
assessment and collection of any tax due. Most taxpayers will elect to receive a statutory
notice of deficiency. However, some may wish to pursue their case in court after payment of
taxes, and so will request a Form 870, pay the tax due and begin proceedings for filing a tax
refund action in federal district court or the US Court of Federal Claims.
VI

INVESTIGATIONS

As with any IRS examination, the first step of an audit is the delivery of a notice of audit
letter, sometimes called an appointment letter. This is a standardised letter that is sent to the
taxpayer’s address on file and, along with identifying the year or years under audit, includes
a request for certain general business information and proposes a time for a meeting. What
precedes the selection of a taxpayer for audit is a process of risk analysis. The IRS reviews
income tax returns and, through a combination of algorithms and review of disclosure
forms, decides which taxpayers present the highest compliance risk. Schedule UTP34 is one
such disclosure form. In that form, businesses having assets of US$10 million or more must
identify return positions for which they either recorded a reserve on their financial statements
or for which they did not record a reserve but expect to litigate. Transfer pricing positions can
present uncertainty and will be reflected on a business’s Schedule UTP in that circumstance.
Moreover, the IRS Large Business and International Operating Division or LBI has recently
modified its audit methods to focus on high-risk areas. It has adopted what is called a

33
34

Form 906, ‘Closing Agreement on Final Determination Covering Specific Matters’, will bind the IRS and
the taxpayer except where there has been fraud, malfeasance or misrepresentation of material facts.
Uncertain Tax Position.
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‘campaign method’, whereby specific issues are targeted in an integrated manner. Campaign
issues typically are those that present a high risk of non-compliance in the view of the IRS. A
number of campaign issues have been announced by the IRS. Although to date only one is
specifically transfer pricing-related (inbound distributor pricing), IRS officials have indicated
that transfer pricing more broadly is an area of high concern.
Generally, the IRS must assess tax within three years of the time of filing of the return.
The IRS can request the taxpayer to agree to extend the assessment period. This is usually
in the taxpayer’s interest because otherwise the IRS will be forced to make a protective
assessment, which will always be an inflated amount.
VII LITIGATION
i

Procedure

If efforts to resolve an issue within the administrative apparatus of the IRS have failed, a
taxpayer has the option to file suit in federal court. A taxpayer thus is able to have its ‘day
in court’ on the tax issue that the IRS has raised. As a matter of jurisdiction, there are four
potential judicial venues in which to raise a federal tax claim: the US Tax Court, the US
Court of Federal Claims, a federal district court or a bankruptcy court.
With the exception of the Tax Court, the above-mentioned courts hear tax cases just as
they hear any other dispute that comes before them. They follow the Federal Rules of Civil
Procedure (or similar versions of those rules) and apply the Federal Rules of Evidence at
trial. They allow for a full range of discovery of the IRS, dispositive motions, oral arguments,
motions in limine and trial, as well as all post-trial procedures, including appeal rights to a
federal appellate court, and thereafter the ability to petition the court of last resort, the US
Supreme Court.35
The Tax Court is a court of singular subject-matter jurisdiction (i.e., federal tax deficiency
cases), and has some different rules of litigation; however, for the most part it operates just
as the other courts with respect to discovery, motions and litigation. For some taxpayers, the
US Tax Court is not available simply because they are not seeking to avoid payment of tax
asserted to be due, but to force the IRS to repay tax they believe is overpaid. Thus, the only
courts available to these taxpayers are the ‘refund’ courts (i.e., federal district courts or the
US Court of Federal Claims). However, taxpayers who face proposed tax assessments after
audit can choose between the US Tax Court and the refund courts. There are several points
to consider when deciding which judicial venue is the best to hear a taxpayer’s case:
a
which forum has the most favourable precedent;
b
what the comparative cost differences are, other than the fact that payment of taxes
(and possibly interest and penalties) is required to obtain refund jurisdiction;
c
which forum offers the best opportunity to settle early and favourably;
d
where the taxpayer is most likely to prevail in trial; and
e
where the taxpayer is most likely to prevail upon appeal, if necessary.
The specific circumstances of the case and issues involved will, of course, affect the answer to
some of these questions. Thus, where the precedent gives a distinct advantage on the merits

35

While there is a right to appeal to the federal appellate court, there is no right of appeal to the US Supreme
Court for tax cases. The Supreme Court takes these cases at its sole discretion.
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of the issues, this will improve the chances of settlement in that forum and the chances of
prevailing in litigation. The US Tax Court may have more or less favourable case law than the
refund courts. On the other hand, the US Court of Federal Claims, a tribunal separate from
the federal district courts, may have the most beneficial case law. A taxpayer should retain
counsel to carefully analyse the applicable precedent in each forum, as this is one of the most
important factors to consider in the choice of forum.
ii

Recent cases

Several major companies are disputing proposed IRS adjustments, including Coca-Cola, Inc,
which is disputing in the Tax Court a US$9 billion proposed transfer pricing adjustment,
Facebook, Inc, Western Digital Corp, Microsoft Corp, and the 3M Company. Recent
court decisions include Amazon v. Commissioner, Medtronic v. Commissioner, and Altera v.
Commissioner.
Amazon
Amazon’s dispute is indicative of current IRS enforcement practices in the transfer pricing area.
Like many multinational companies, Amazon entered into cost-sharing agreements with its
foreign subsidiaries. Pursuant to the applicable Treasury regulations, those subsidiaries were
required to make ‘buy-in’ payments to reflect the value of pre-existing intangibles provided
by Amazon for the development of the operations of its foreign subsidiaries. Among other
issues, the IRS in audit focused on the value of the buy-in payment. To that end, the IRS
audit team engaged outside economists to analyse and opine on the value of the pre-existing
intangibles. The economists issued a report that concluded that the value of the intangibles
was more than 10 times higher than the value used to determine the buy-in payment. The
economists used a specific valuation method, the discounted cash-flow method and collected
three sets of data (future cash-flow estimates, cash-flow timing and a discount rate) in the
application of that method. In its petition to the Tax Court, Amazon attacked the discounted
cash-flow method and compared it to the method used by the IRS in Veritas Software v.
Commissioner, in which the Tax Court found that the IRS’s determination was arbitrary,
capricious and unreasonable.36 Amazon prevailed in the Tax Court. On 23 March 2017, in a
reviewed decision of the Tax Court, Judge Lauber rejected the IRS’s US$3 billion proposed
transfer pricing adjustment against the online retail giant. Because of the IRS’s unreasonable
disregard of certain critical facts, the Tax Court determined that the IRS had abused its
discretion and threw out the proposed deficiency. The Tax Court then considered Amazon’s
specific transfer pricing determinations and agreed with some and disagreed with others and
came to a final ruling largely upholding Amazon’s tax return position. The Ninth Circuit
affirmed the Tax Court on the sole ground that the IRS erroneously interpreted the regulatory
definition of intangibles to include ‘residual business assets’ such as going concern value and
goodwill and thereby erroneously inflated the value of the intangibles that were transferred
by Amazon to its foreign subsidiaries.37

36
37

Veritas Software Corp v. Commissioner, 133 TC.297 (2009).
Amazon.com, Inc & Subsids v. Commissioner, 934 F.3d 976 (9th Cir. 2019). The Ninth Circuit did note
that the expanded definition of intangibles introduced by the 2018 tax reform legislation includes such
residual assets, however that definition did not apply to the tax years at issue in the case. Moreover, it is still
a question whether, where a transfer would not, at arm’s length, include such residual assets, the IRS can
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Medtronic
In August 2018, the US Court of Appeals for the Eighth Circuit vacated and remanded a
2016 decision of the US Tax Court. The US Tax Court had ruled that the IRS had abused
its discretion in determining its proposed transfer pricing adjustment, but also did not
completely accept the taxpayer’s methodology. Instead, the Tax Court fashioned its own
solution in the US$1.36 billion tax dispute. Medtronic, a Minnesota corporation, is a leading
medical technology company, servicing clients around the world. Medtronic has an affiliate
in Puerto Rico called MPROC that manufactures cardiac rhythm disease management and
neurological devices and leads. In 2002, the IRS audited Medtronic. The Commissioner was
concerned that Medtronic was shifting too much money to its affiliate, MPROC. Medtronic,
in turn, agreed to lower the amount being shifted to the Puerto Rican affiliate. The agreement
specified that the royalty rates for MPROC would be 44 per cent for devices and 26 per cent
for leads. This agreement was memorialised in a memorandum of understanding (MOU).
The Commissioner reviewed Medtronic’s tax returns for 2003 and 2004 and agreed with how
the MOU was being applied.
In 2007, the IRS again audited Medtronic and determined that Medtronic owed an
additional US$84 million because of a revision under the MOU. In 2009, the Commissioner
determined that MPROC’s royalty payments should be increased by another US$455
million. Medtronic appealed this and in 2010, it was sent back to the Commissioner for
re-examination at his request. In December 2010, after consulting with an expert, the
Commissioner issued Medtronic a notice of deficiency for approximately US$1 billion for
2005 and 2006. In July 2014, the Commissioner adjusted the deficiencies up to US$1.36
billion.
The Tax Court had to determine whether the IRS had abused its discretion in
proposing the deficiency. In its analysis there were two main considerations: whether the
Commissioner abandoned a prior position; and whether the Commissioner’s adjustments
were unreasonable because they did not give enough credit to the work MPROC does. The
Court found that because the Commissioner was not bound by positions taken in a previous
year, the Commissioner had not abandoned the position taken. However, the Court sided
with Medtronic in finding that the Commissioner’s allocations were arbitrary, capricious
and unreasonable, because the expert report that the Commissioner relied on to determine
the allocations did not give the appropriate weight to MPROC’s role in the production
process. The IRS had determined that MPROC was merely a routine manufacturer and thus
shifted 90 per cent of the income back to Medtronic. On the contrary, the Court determined
that MPROC had significant independent responsibility, particularly with regard to quality
control. This was especially important considering that the products being manufactured
were medical technologies used in life or death situations. Thus, concluded the Tax Court,
MPROC was far from an average manufacturer and the profits should not be allocated to
the US parent as asserted by the IRS. However, the Tax Court did not accept the taxpayer’s
transfer pricing methodology and proceeded to evaluate the evidence before it to determine
a different transfer price. Among other things, the Tax Court looked to the pricing of similar
medical devices that the taxpayer and a third party agreed to in settlement of litigation.

require valuation of such transfers to include a valuation of residual business assets. See ‘Amazon Prevails in
Ninth Circuit – Government Opportunism Rejected’, by Edward L Froelich, 16 September 2019, at www.
mofo.com/resources/insights/190916-amazon-prevails-ninth-circuit.html.
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The Court of Appeals vacated and remanded the case to the Tax Court. It held that
the Tax Court did not adequately support its adoption of its methodology in light of the
applicable Treasury regulations. It instructed the Tax Court to apply specific regulations,
such as Treasury Regulation Section 1.482-1(d)(3)(ii)(A)(1), which requires a determination
of comparability between the transaction at issue and the proposed comparable uncontrolled
transaction. On remand, the Tax Court has considered retaining its own expert to assist it in
developing its analysis and the parties are preparing for trial.
Altera
In this case, the US Tax Court invalidated final cost-sharing regulations which required
parties to include stock-based compensation costs as costs to be shared in a CSA. In 2019, the
Ninth Circuit, in a 2–1 panel decision, ultimately determined that the regulations were valid
and satisfied certain statutory procedural requirements. While the issue was settled in the
Ninth Circuit (barring a reversal by the Supreme Court), taxpayers residing in other circuits
can continue to rely upon the Tax Court decision. The matter is currently pending before the
Supreme Court, where the taxpayer has filed a petition for certiorari.
VIII SECONDARY ADJUSTMENT AND PENALTIES
As noted, the IRS is entitled to impose special transfer pricing penalties under Section 6662(e)
of the Code. As with any other assertion of a tax liability, a taxpayer can seek a review of IRS
appeals and settlement of any such penalty and can also dispute penalties in court.
IX

BROADER TAXATION ISSUES

i

Diverted profits tax and other supplementary measures

The United States does not impose a diverted profits tax (DPT). It is unclear whether
payment of such a tax could support a foreign tax credit against any US tax liability of any
taxpayer subject to a DPT because creditable tax must be in the nature of an income tax in
the foreign jurisdiction.
Other measures have been adopted that could substantially affect transfer pricing
structures, specifically significant tax-reform legislation effective on 1 January 2018. The
legislation reduced the corporate tax rate from 35 per cent to 21 per cent. This reduction
alone will cause many US multinationals to reassess their foreign structures and their transfer
pricing arrangements. Given the competitive US rate, some multinationals may seek to
locate income in the US by way of revised transfer pricing agreements. In addition to the
rate reduction, the legislation introduced two new cross-border taxes: the base erosion and
anti-abuse tax (BEAT) and the global intangible low-taxed income tax (GILTI). Both were
created to combat base erosion conduct of US multinationals. In light of these taxes, US
taxpayers will re-evaluate their foreign structures and intercompany agreements to minimise
their exposure. Finally, a taxpayer-favourable tax change, the foreign-derived intangible
income (FDII) provision encourages US taxpayers to keep IP in the United States. FDII
reduces the tax rate on export income involving IP owned by the US corporation.
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ii

Double taxation

Taxpayers can request the assistance of the US competent authority when the taxpayer
believes that the actions of the United States or a treaty country result or will result in
taxation in violation of treaty provisions. The US competent authority can assist taxpayers
under the mutual agreement procedure articles of US tax treaties through consultations
with the applicable foreign competent authorities but may also unilaterally act. The grant
of the authority by the mutual agreement procedure articles of US tax treaties is separate
from and in addition to the authority under the mutual agreement procedure articles for the
US competent authority to consult generally with foreign competent authorities to resolve
difficulties or doubts regarding treaty interpretation or application, irrespective of whether
the consultation relates to a current matter involving a specific taxpayer.
There are two offices within the US competent authority: the Advance Pricing and
Mutual Agreement (APMA) programme office, and the Treaty Assistance and Interpretation
Team (TAIT) office. APMA handles issues relating to the business profits and associated
enterprises articles of US tax treaties and will handle double taxation issues that arise as a
result of an allocation made by the IRS under Section 482 or by a foreign tax authority under
its own version of Section 482. TAIT handles issues arising under other articles of US tax
treaties.
iii

Consequential impact for other taxes

The United States does not impose value added tax or goods and services tax.
Transfer pricing adjustments proposed by the IRS typically propose a decrease in the
value of the imported goods (which would result in a refund of duties to the importer). This
is the opposite of what the customs agency, US Customs and Border Protection (CPB),
typically proposes (i.e., higher import prices and therefore duties). In general, CPB will
accept adjustments resulting in a refund of duties to the importer if certain criteria are met;
for example, that a written transfer pricing determination policy has been adopted prior to
importation and the policy takes into account Section 482 of the Code. CPB also encourages
importers to report adjustments using its reconciliation programme, which allows for initial
pricing to be provided to CPB with the understanding that it may be subject to change.
X

OUTLOOK AND CONCLUSIONS

Cross-border transactions in general will remain a high priority for scrutiny and tax
enforcement in the United States. Transfer pricing is probably the highest-priority issue
within this general category of transactions. The IRS has already identified one type of transfer
pricing transaction (inbound distributors) as a formal campaign audit issue but has also
indicated that transfer pricing generally is a top enforcement issue.38 The IRS Commissioner
has publicly stated his desire to keep fighting taxpayers in what the IRS perceives to be
abusive transfer pricing cases.

38

As further evidence of this, on 12 January 2018, the Commissioner of the IRS Large Business and
International Division (LB&I) issued memoranda with instructions on transfer pricing selection, including
instructing examiners to suspend examination of new stock-based compensation issues in cost sharing
arrangements and to obtain supervisory approval before changing taxpayers’ selection of best transfer
pricing method. The IRS is clearly focused on ensuring appropriate cases are brought to court.
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Efforts by the Treasury and the IRS to curb what they perceive to be aggressive transfer
pricing practices will continue to include guidance and audit and litigation. The latest priority
guidance plan of the IRS, for example, lists guidance under Section 482 to implement tax
reform. Further, guidance to IRS examining agents shows that the IRS plans to increase
imposition of transfer pricing penalties under Section 6662(e).39 Also, the US participation
in the BEPS project will continue to form the landscape for transfer pricing, though the US
has noted opposition to proposed digital taxation schemes.

39

IRS Directive LB&I-04-0118-003, ‘Instructions for Examiners on Transfer Pricing Issue Examination
Scope – Appropriate Application of IRC Section 6662(e) Penalties’, instructs examining agents to actively
consider imposing the penalty where the taxpayer has failed to provide adequate, contemporaneous
documentation on time.
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