
AUGUST 2003 TODAY’S CHEMIST AT WORK 15©2003 AMERICAN CHEMICAL SOCIETY

In the course of a typical business day,
goods, services, and intellectual prop-
erty pass back and forth not only

among different companies, but also among
divisions and subsidiaries of the same parent
company—and the tax collector is watch-
ing. Among the other pressures they face,
multinational corporations must pay close
attention to royalties and other fees that
one division or company charges another
entity owned by the same parent compa-
ny. Tax authorities frequently claim that
intracompany charges are used solely to
reduce taxable income in particular coun-
tries. Companies that do not document the
internal prices they use for tax purposes
risk significant penalties.

Intracompany pricing includes the trans-
fer of tangible property (goods), services,
and intangible property such as name
brands, patents, goodwill, royalties, and
proprietary know-how. For multinational
chemical firms, which often depend heav-
ily on patents and other proprietary tech-
nology rights, the accurate pricing of intan-
gible property is crucial. In fact, tax
authorities, particularly in the United States,
are giving great attention to the question
of whether owners of intangibles are receiv-
ing adequate royalties when their tech-
nology is used outside the country.

The issues surrounding the intragroup
pricing of technology and other “transfer
pricing” matters are complex. Taxing author-
ities are concerned about accurate state-
ments of the cost of materials and servic-
es obtained from related parties, and each
taxing authority wants its piece of the pie. 

The Arm’s-Length Principle
At present, the “arm’s-length principle” is
used to credit a multinational corporation’s
income among its various subsidiaries. This
principle states that the recorded price at
which transactions between related parties
should take place is the price that would
have prevailed had the related entities
transacted as unrelated parties. In other

words, all intracompany transfers should
be priced as if the related parties were at
“arm’s length”. 

U.S. tax regulations permit various
approaches to be taken in attempting to
establish the “best prices” for goods, tangi-
ble property, fees (services), or royalty
payments (intangible property) obtained

from related parties. Often, the regulations
require detailed economic analyses to be
performed, and difficult judgments can
be required. According to Michael C. Durst,
a partner with the law firm of King & Spald-
ing LLP (www.kslaw.com), this is particu-
larly true for patents and other technolo-
gy rights because of their typically high
value and because tax authorities tend to
examine them carefully. 

IRS regulations issued in 1994 require
the use of the “best method” for arm’s-
length transfer pricing and introduce the
concept of an “acceptable range” and the
use of the Comparable Profits Method (CPM).
To use these techniques properly, Durst
believes that multinational chemical compa-
nies must chart a clear course of action,
obtain the financial resources required to
implement the plan, and follow the plan
religiously. “Unfortunately,” says Durst,
“you can’t cookbook it. Each company has
a unique set of requirements that must
be clearly understood.”

Consistent Policy
Many multinational companies, says Durst,
make the mistake of tackling transfer pric-
ing issues on an ad hoc basis rather than
establishing a consistent policy for the
entire company. Durst states, “You must
have a consistent policy and be able to
articulate it in order to price your trans-
actions accurately and avoid problems with
the IRS. This is particularly true when pric-
ing patents and royalty income.” Durst
notes that one of the first things an IRS
auditor looks for is inconsistency in a multi-
national firm’s transfer pricing determi-
nations. “If you use one approach for one
set of transactions and another approach
for a different set of transactions,” says
Durst, “your position, if you are audited,
becomes untenable.”

The Omnibus Budget Reconciliation Act
of 1993 gave the IRS more ammunition in
transfer pricing cases. The law provides for
penalties in several situations, including
substantial valuation misstatements caused
by transfer price adjustments. Regula-
tions give the IRS the authority to allo-
cate taxable income across entities under
common control to clearly reflect the
income of the entities.

Importantly, the rules typically protect
companies from penalties (but not from
adjustments, if the IRS believes that trans-
fer prices were incorrect), if the company
maintains “contemporaneous documenta-
tion” of its transfer pricing. Such docu-
mentation generally consists of a written
explanation of how prices were determined,
along with an economic analysis. 

Recently, IRS officials have reminded
their agents around the country that
they should check whether or not compa-
nies have maintained transfer pricing docu-
mentation. Companies that have not yet
addressed transfer pricing issues should do
so promptly. The regulations provide exten-
sive guidance on the items that should
be included in documentation.

Recognizing their related interests, many
countries have tax treaties with the Unit-
ed States that are designed to facilitate
accurate transfer pricing. Despite that, indi-
vidual companies continue to struggle with
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transfer pricing, fearing that they could
wind up being double-taxed by the process.
Durst strongly advises multinational compa-
nies to keep fully abreast of all transfer
pricing rules and regulations to minimize
conflicts with revenue authorities. He
recommends keeping on top of not only
U.S. enforcement rules and penalties, but
also the enforcement rules and penalties
of the countries where subsidiaries are
located. “At least then,” says Durst, “there
will be few surprises.” 

International Documentation 
Ultimately, transfer pricing is a zero-sum
game. For example, if a multinational chem-
ical company based in the United States
buys raw materials at a high cost from a
related-party affiliate in Belgium, the cost
of these raw materials reduces the U.S.
parent company’s profits (and tax liability)
and increases the Belgian company’s prof-
its. To determine whether their transfer
pricing conforms to the “arm’s-length” crite-
rion, both parties must maintain adequate
documentation to satisfy the requirements
of both the U.S. and Belgian taxing author-
ities. Good documentation facilitates efforts
by taxing authorities to examine compa-
ny books and determine whether transfer
prices are properly stated.

In 1995, the Organization for Econom-
ic Cooperation and Development (OECD)
issued transfer pricing guidelines, and
member countries have responded by enact-
ing transfer pricing laws based on these
guidelines. The guidelines call for multina-
tional companies to maintain documenta-
tion that will enable taxing authorities to
assess a company’s transfer pricing policies
accurately. Great care has been taken to
avoid imposing an additional layer of docu-
mentation upon existing documentation
and accounting practices. In addition, sever-
al countries, including Canada, Australia,
and Japan, have enacted laws requiring
companies to provide information on their
transfer pricing policies as part of their
normal tax return submission process. This
facilitates the review of these returns by
taxing authorities without necessarily requir-
ing information that is more complete.
Not all countries interpret the arm’s-
length principle in the same way, however.
What might be acceptable in one country
might not be acceptable in another.

Variations among Countries
OECD guidelines, which are not binding
on members, generally conform to IRS trans-

fer pricing regulations. Often, member coun-
tries develop transfer pricing regulations
that are in harmony with the spirit but not
the letter of the OECD regulations. Customs
and practices of member countries vary,
and each country wants to protect its own
interests. For example, Canada is less like-
ly than the United States to accept trans-
fer pricing methods that rely on measur-
ing the net income results of affiliates in
different countries. Brazil has established
acceptable profit margins for various goods
and services, which in some ways differ
from the norms used in many OECD coun-
tries. If a transfer price that is produced
using generally accepted approaches
conflicts with Brazil’s legislatively imposed
price, a company will have problems with
Brazil’s taxing authorities even though the
transfer pricing method it used was consis-
tent with IRS and OECD regulations.

Increased enforcement of transfer pric-
ing laws by various countries can increase
the exposure of multinational companies
to double taxation—an upward revision
by a taxing authority of a company’s trans-
fer prices that cannot be offset by a down-
ward revision in the parent company’s coun-
try of origin. Where the United States
and its trading partners have entered into
tax treaties, the likelihood of double taxa-
tion is reduced.

Resolving Disputes
Treaty provisions usually provide a mutu-
ally agreed-to “competent authority”
that serves as the arbitrator of conflicting
transfer pricing determinations. IRS rules
spell out how U.S. multinational compa-
nies can obtain competent-authority reso-
lution of transfer pricing discrepancies.
Companies request assistance from the IRS,
which then makes contact with its coun-
terpart in the other country. The two taxing
authorities negotiate and resolve the
discrepancies, and the multinational compa-
ny must abide by the outcome. Unfortu-
nately, the process is time-consuming. Reso-

lution can take years, not days. Until a
resolution is reached, the multinational
company might be compelled to overpay
its true tax liability, because competent-
authority procedures use an after-the-
fact approach to resolve transfer pricing
disputes. A refund issued later will not
compensate for the “opportunity cost” of
the overpayment. In addition, the IRS isn’t
looking out for the interests of the U.S.
company. Consequently, the outcome of
competent-authority negotiations might
please the IRS but not the taxpayer.
Although the goal of competent-authori-
ty negotiations is to avoid double taxa-
tion, this outcome is not guaranteed. 

To achieve prospective relief (occurring
before the fact), a multinational company
has the option of entering into an Advance
Pricing Agreement (APA), a written contract
between a multinational company and the
IRS that stipulates in advance the transfer
pricing methods that will be used. Once an
APA is agreed to and signed by all parties,
the multinational company can rest assured
that for the duration of the APA, typically
3–5 years, there will be no double taxation
or problems with the IRS or foreign taxing
authorities. Of course, Durst notes, an APA
might not necessarily produce the tax relief
a company is seeking. However, an APA
enables company financial officials to plan
strategies with less uncertainty surround-
ing their tax implications. For small busi-
nesses (those with a gross income of less
than $100 million), the IRS has developed
a fast-track process for obtaining an APA.

A bilateral APA also includes a foreign
taxing authority. Although bilateral APAs
are desirable, they are not always achiev-
able. Some countries, such as Brazil, do
not have tax treaties with the United States
and might not consider APAs to be in their
economic interest. In such cases, the best
a multinational U.S. company can do is
to enter into a unilateral APA with the IRS
to ensure some measure of protection from
double taxation. 

Ultimately, companies considering
entering into APAs with the IRS must ask
themselves if they are better off being
“in bed with” the IRS or keeping the agency
“at arm’s length”.

Milton Zall is a freelance writer in Silver
Spring, MD. He is a certified internal audi-
tor and a registered investment adviser.
Send your comments or questions about this
article to tcaw@acs.org or to the Editorial
Office address on page 3. ◆
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