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Tax authorities are 
looking for their “fair” 
share from transfer 
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 Series Overview 
With the downturn in the global economy and companies’ increasing use of profit-shifting to 
low-tax jurisdictions, competing tax authorities are hungry for tax revenues and aggressively 
pursuing audits to collect their “fair” share.  
 
The rising volume and variety of intercompany transactions is being accompanied by an 
increase in tax authority compliance audits. In the United States, audit pressure began heating 
up in 2009 when the Internal Revenue Service (IRS) established a transfer pricing specialty 
group and increased the number of economists working on transfer pricing issues by 50 
percent. In February 2014, the IRS released a new transfer pricing audit roadmap, further 
turning up the heat on transfer pricing issues. Internationally, the Organization for Economic 
Cooperation and Development (OECD) at the request of the G20 has initiated the so-called Base 
Erosion and Profit Shifting (BEPS) project aimed at reducing perceived global tax evasion with 
transfer pricing being one of their primary focuses.  
 
Transfer prices charged on cross-border transactions affect global taxable income. United 
States companies are permitted to defer tax payments on overseas income indefinitely if those 
proceeds are not brought back to the U.S.  Multinational businesses must accurately split 
profits among related parties based on who provides the most value in a transaction and is, 
therefore, entitled to a larger amount of profits. Companies that allocate profits across global 
operations must understand the economic “substance” and valid business rationale necessary 
to support each allocation. When proceeds are globally misallocated, companies are exposed to 
audit and tax risk, potentially resulting in: 

• Transfer pricing adjustments;  

• Increase in taxes and in some cases, double-taxation since a number of countries 
preclude a company from filing amended tax returns for transfer pricing adjustments; 

• Onerous noncompliance penalty payments and administrative costs;  

• Disclosure of uncertain tax positions under ASC 740, Accounting for Income Taxes;  

• Problematic financial statement audits; and  

• Financial restatements. 
 

All companies that operate across international borders must comply with transfer pricing rules 
that vary by jurisdiction. Setting transfer prices can be challenging because of the subjectivity in 
identifying who and where various functions, risks and assets reside, and the value of each. This 
3-part series is designed to provide you with a better understanding overall of the tax planning, 
risk mitigation, and operational tools available to help your business comply with transfer 
pricing rules. 

• Part I: Practical Issues for Global Players 

• Part II: Mastering the Basics 

• Part III: Preparing for Compliance 
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Frequently Asked Questions 

In this installment of the series, we address FAQs related to hard-to-crack, practical issues that 
go beyond the basic understanding of compliance with transfer pricing requirements. 

 

We have losses in the U.S. parent. Why 

would the foreign operations need to 

have a profit when the business as 

whole incurs a loss? 

Just because there are losses in the overall business does not 
mean that all operations in the business should be incurring a loss. If all members of the 
business are entrepreneurs or there is a down-turn in the economic environment of all 
members of the group, it could be possible that all members sustain losses. It is more likely, 
though, that only one or two members of the group are entrepreneurs, and other members are 
merely performing low-risk routine functions. In this case, the member performing the routine 
function should still earn a profit.   
 

A U.S.-based technology start-up has a foreign subsidiary doing research and 
development (R&D). The company has structured the arrangement such that 
the U.S. parent owns any economic rights in the intangible property being 

developed by the foreign subsidiary. The U.S. parent bears full risk of loss if the research efforts 
of the foreign subsidiary do not bear fruit. In this example, the U.S. parent is the entrepreneur 
and the foreign R&D is performing a routine function and has no economic up-side. It would be 
appropriate for the subsidiary to earn a routine profit regardless of the fact that the overall 
operation is incurring losses. 
 
 

My company is a services company and doesn’t sell goods 
across borders. Do I still need to worry about transfer pricing? 

Transfer pricing rules apply to more than just the transfer of goods. They also apply to the: 
 

• Provision of services; 

• Exploitation of intangible property; 

• Lease or rental of property; 

• Loans between related parties; and 

• Guarantees of related party indebtedness.   

For 

Example 
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The most overlooked transfer pricing issues relate to cross-border transactions that aren’t 
readily recognizable.  
 

If management is employed in one company and another related company is 
benefiting from management’s activities, there should be a charge for the value 
of activities rendered by the management company to the company receiving 

the benefit of those activities. In the case where intangible assets such as marketing 
intangibles, brand names, and knowledge are owned by one company and exploited by a 
related company, the company exploiting the intangible asset should compensate the company 
owning the intangible via a royalty payment.   
 
 

Both companies in our supply chain are in countries that have 
similar tax rates so we are not shifting profits to a tax haven. 
Do I still need to worry about transfer pricing? 
 
Yes. Tax authorities want taxable income appropriately allocated to their tax jurisdiction, 
regardless of whether they have a lower or higher tax rate than the other tax jurisdiction in 
question. 
 
 

Our foreign operations are operated through registered 
branches. We have no legal entities abroad and all profits 
flow-through to the U.S. Why would the U.S. care about our 
transfer pricing program?  

When operating branches in a foreign jurisdiction, the foreign tax authority will care about 
transfer pricing, regardless of whether the U.S. company’s business abroad is structured as an 
entity or a registered branch. The amount of taxable income or loss of the branch must be 
calculated using transfer pricing principles.  
 
Despite flow-through profits to the U.S., the IRS also cares because foreign taxes can be 
credited against U.S. taxes via the U.S. foreign credit tax system. If an inappropriate transfer 
pricing program is allocating too much profit to the foreign operation, the foreign operation will 
incur a larger amount of foreign tax than it should. In theory, the excessive foreign tax is 
creditable against the U.S. tax on the foreign income, thereby reducing U.S. tax and resulting in 
an improper allocation of profits. 
 

For 

Example 



   

 
Transfer Pricing FAQs 

Page 4 of 8 
 

Our U.S. parent makes a profit in the U.S. and breaks even or 
has a small loss everywhere else. As a U.S.-based company in 
global expansion mode, isn’t the fact that all of our profits are 
in the U.S. enough to keep tax authorities off our case? 

While this arrangement will not draw the ire of the IRS 
related to the U.S. side of transfer pricing, it is likely to attract 
attention from foreign markets where the company is paying 
no tax. Just because the company is still expanding in foreign 
markets does not necessarily mean that breaking even and 
losses are an appropriate transfer pricing policy.  
 

The appropriate profitability of the foreign 
operation depends on the level of functions 
and risks assumed and assets used by the 

foreign operation. If the foreign operation is limited in its functions and risks, and owns limited 
assets, it may be appropriate for it to earn a profit earlier in the expansion cycle since it is not 
acting in an entrepreneurial capacity. In this example, the U.S. parent would be performing the 
majority of the functions and assuming more risk. Therefore, it should be bearing more costs 
associated with expanding into foreign markets.  
 
Once the foreign business matures, the profits in the foreign operation would be limited while 
the U.S. parent would be entitled to more upside since it is the entrepreneur. Contrast this with 
a foreign operation that is an entrepreneur, bearing the majority of risks, performing the most 
functions, and using more assets in its business.  This foreign operation would be expected to 
incur losses for a more extended start-up period but also be expected to earn greater profits 
during maturity. 
 
 

What are the risks of not having transfer pricing 
documentation in place? 

A company without a written policy, written documentation justifying pricing policies and 
intercompany agreements may have difficulty defending their transfer pricing practices to 
financial statement auditors and tax authorities. Financial statement auditors that find the 
transfer pricing practices and documentation of a company to be inappropriate may require the 
company to: 
  

• Record a reserve on its financial statements for an undisclosed tax liability; and 

• Disclose a significant deficiency or material weakness in internal controls.  

For 

Example 
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Tax authority audits that result in transfer pricing adjustments may also: 
 

• Trigger adjustments to filed tax returns, potentially increasing tax, interest, and penalty 
payments; and 

• Result in double taxation since a number of countries preclude a company from filing 
amended tax returns for transfer pricing adjustments.  

 
A procedure known as competent authority is a request made by a company that two tax 
authorities work together to resolve a transfer pricing dispute. This procedure, however, is 
expensive and time consuming, and therefore, to be avoided.      
 
 

We are a not a Fortune 500 multinational company and we 
have a limited budget devoted to tax administration. How can 
we manage our risks and costs of compliance in this area 
without spending a fortune? 

Today companies start to do business globally much earlier in their life cycle than in the past. 
Because of this, they run into complicated international tax and transfer pricing issues before 
they have grown enough to afford the costs to comply with the daunting rules.  
 
In these cases, companies should take a pragmatic approach to addressing transfer pricing 
issues. First, the company should take an inventory of its intercompany transactions and 
analyze each transaction to determine the potential exposure for transfer pricing adjustments 
and penalties based on the magnitude of the dollars involved.  
 

A company may be able to get comfortable that some portion of its transfer 
pricing exposure is low enough to be dealt with in a simple manner with less 
robust analysis rather than doing a full transfer pricing report.  An analysis of 

functions, risks, and assets along with a limited search of comparable transactions could be 
performed and a summary report produced.  In this case, the company would not be protected 
from penalty exposure but that exposure might be too low to warrant further work. The 
company can invest the time and money saved on more robust work for the portion of its 
transfer pricing issues that have a larger magnitude of exposure. 
 
    

  

For 

Example 
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Can we do our own transfer pricing study in-house? 

Large, Fortune 500 multinational companies typically have internal transfer pricing 
departments equipped with economic experts and the required software tools and databases 
to be able to develop their own transfer pricing policies and produce their own transfer pricing 
studies. Small and mid-size companies generally do not have the internal resources, both 
human and technological, to be able to prepare their own transfer pricing analyses. Software 
and database licenses for transfer pricing are expensive and the expertise required is rarely 
found in smaller tax departments. In these cases, it may be more cost efficient and effective for 
companies to outsource their transfer pricing needs. 
 
 

How would the IRS even find out that my company has 
transfer pricing exposures? 

The IRS has several reporting requirements that help them identify transfer pricing issues. 
Certain schedules within IRS Forms 926, 5471, 5472, 8858, and 8865 require the taxpayer to list 
intercompany transactions as well as the profitability of different members within the group.   
IRS analysis of this information helps determine whether the agency will conduct an audit 
based on profitability in the U.S. compared to foreign jurisdictions. There are significant 
penalties ($10,000 per infraction) for not filing these forms as required. Other countries have 
devised similar forms to help them identify intercompany transactions and transfer pricing 
exposures. 
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About TaxOps 
TaxOps is an award-winning business tax 
specialty and advisory firm. Business tax is 
all we do. This specialization deepens our 
teams’ know-how in solving complex tax 
issues at dynamic businesses worldwide. 
From one-off studies to full-service tax 
outsourcing, we deliver small-firm attention 
with big-firm expertise in the areas of 
federal, state and local, international, tax 
minimization, and M&A transaction tax.  
 
Visit TaxOps.com and connect with us. 
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