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I. Issue One

D oes your tax administration have a published
strategy on the conduct of transfer pricing
enquiries/audits (steps, timetable etc.), and if

so what is it?
In connection with the Internal Revenue Service’s

(the ‘‘IRS’’) increasing focus on international tax
issues, the agency has made transfer pricing a priority
in its audits of large and medium-sized companies.
Reflecting this prioritisation, the IRS recently restruc-
tured its former Large and Mid-Size Business division
into the newly formed Large Business and Interna-
tional (LB&I) division. 1 As part of this restructuring,
LB&I brought together nearly 1,500 IRS employees
specialising in international tax examinations, includ-
ing international examiners, economists, and attor-
neys. The restructuring also created two new transfer
pricing related positions in LB&I: an executive-level
Transfer Pricing Director and an IRS Chief Econo-
mist. In a speech earlier this year, the Deputy Com-
missioner of LB&I named transfer pricing as a ‘‘key
area’’ for strategic focus by his staff.2

Notwithstanding the priority placed by the IRS on
transfer pricing, the agency has not published its
transfer pricing audit strategy in a single source.
Rather, the IRS’ strategy is contained in a variety of in-
formal published pieces of IRS guidance, as well as
the Internal Revenue Manual — an employee hand-
book of sorts that guides IRS examiners in all of their
audits.

Many taxpayers unaccustomed to U.S. tax laws are
surprised to learn that the IRS’ starting point in con-
ducting a transfer pricing audit is the taxpayer’s own
transfer pricing study. In fact, IRS examination teams
must request a taxpayer’s study at the opening confer-
ence of any large business audit. 3Further, the Internal
Revenue Code provides various incentives and penal-
ties that are intended to induce a taxpayer into creat-
ing and producing a transfer pricing study. For
instance, although the Code generally imposes a pen-
alty on ‘‘net transfer pricing adjustments’’ in excess of
certain thresholds, these penalties do not apply if the
taxpayer (i) establishes that it conducted a contempo-
raneous transfer pricing study in accordance with
U.S. tax principles and (ii) provides the study to the
IRS within 30 days of the IRS’ request.4

Additionally, various procedural penalties may
befall a taxpayer who refuses to comply with an IRS
request for the taxpayer’s transfer pricing study. First,
any taxpayer who fails to produce documents after re-
ceiving a formal document request may not later rely

on those documents in any subsequent court proceed-
ing.5 Further in the case of a U.S. entity owned by a
foreign corporation, the IRS may also obtain the for-
eign parent’s financial records by issuing a summons
to the U.S. entity, even if the foreign parent owns as
little as 25 percent of the U.S. entity. If the U.S. entity
does not comply with the summons, the Code grants
the IRS broad discretion to determine the relevant tax
liability based upon whatever information is known to
the IRS.6 Finally, each U.S. tax treaty includes a Tax
Information Exchange Article that enables the U.S.
competent authority to obtain information available
to the competent authority of the foreign parent’s
home country. As a result, a taxpayer who believes
that its position will benefit by stonewalling the IRS
from obtaining information necessary to conduct an
audit will be surprised to learn that such tactics may
cause more harm than good and are often futile.

After examining the taxpayer’s transfer pricing
study, an international tax examiner will typically re-
quest and examine a variety of resources to gain an
understanding of the taxpayer’s industry and opera-
tions. These resources often include the taxpayer’s
securities-law filings, corporate governance docu-
ments, books and records, and correspondence be-
tween the U.S. entity and foreign entities.7 To better
understand the taxpayer’s industry and ascertain ap-
propriate comparable transactions, international ex-
aminers also frequently consult other publicly
available sources, such as news articles, press re-
leases, and industry reports. During this process, the
taxpayer should expect to receive focused Informa-
tion Document Requests (‘‘IDRs’’) soliciting addi-
tional facts and explanations.

The international examiner may also supplement
her documentary investigation with interviews of cur-
rent and former employees, third-party vendors, and
other individuals whom the examiner believes may
have relevant information. Although the IRS is re-
quired to inform the taxpayer of any third-party con-
tacts that it makes regarding the taxpayer’s audit,8 the
IRS typically takes the position that it is not required
to identify the third parties until after contact is made.
It is increasingly common for the examiner to conduct
in-person interviews and to bring a court reporter to
the interview to secure a complete record of the re-
sponses to her questions. In the case of individuals lo-
cated outside the United States, such interviews are
more commonly conducted via video conference.

Meanwhile, in analysing the taxpayer’s transfer
pricing study, the international tax examiner is re-
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quired to request the input of an IRS economist.9 The
IRS economist evaluates the transfer pricing method
and choice of comparables in the taxpayer’s transfer
pricing study and may prepare his own report analys-
ing the audited transactions. The analysis set forth in
the economist’s report will often form the lynchpin of
the IRS’ eventual adjustment. Therefore, it behoves a
taxpayer to work with the IRS economist to correct
any analytical or factual errors that the economist
may make. In audits involving complex transactions,
the IRS will often supplement its internal resources by
engaging external economic consultants to work with
the examination team’s economist. These consultants
will frequently participate in the preparation of the ex-
amination team’s transfer pricing IDRs and may also
participate in the international examiner’s interviews.

If the IRS determines that the facts warrant an ad-
justment to the taxpayer’s taxable income, it will issue
the taxpayer a Notice of Proposed Adjustment (a
‘‘NOPA’’). The NOPA sets forth the examination team’s
version of the relevant facts and legal theories under
which the examination team determines a tax adjust-
ment should be made. After receipt of the NOPA, the
taxpayer may informally discuss the proposed adjust-
ment with the examination team to correct any mis-
understandings of fact or legal errors. Receipt of the
NOPA also triggers the taxpayer’s right to request
Competent Authority Assistance, discussed in re-
sponse to Issue Six, below.

If, at any time during the audit process, a taxpayer
may apply to enter into an Advance Pricing Agree-
ment (‘‘APA’’). Under an APA, the taxpayer agrees to
utilise a particular transfer pricing methodology for a
certain period of time. In exchange, the IRS will not
audit the taxpayer with respect to the agreed-upon
transfer pricing issues. Although an APA is more often
obtained prior to a taxpayer’s filing a relevant tax
return, taxpayers may apply for a so-called ‘‘rollback’’
APA during an audit that governs the years at issue as
well as a predetermined number of years in the future.
The procedures governing APA applications are set
forth in Revenue Procedure 2006–9 and Revenue Pro-
cedure 2008–31. 10

The main advantage of an APA is the certainty it
provides. However, obtaining an APA can be a slow
and expensive process, and the IRS requires a tax-
payer seeking an APA to voluntarily disclose volumi-
nous facts and data about the taxpayer’s finances and
operations — even more data than is generally asked
for by an examination team during an audit. If the tax-
payer had sought an APA prior to being examined, the
voluminous information disclosed as part of the APA
program is often shared with the examination team
and may be used to justify an adjustment to the tax-
payer’s transfer pricing.

II. Issue Two

What is the appeals process against a transfer pricing
adjustment? What is the subsequent litigation process
(in terms of the sequence of courts)?

At the completion of an audit, the IRS will send a
taxpayer a ‘‘30-day letter’’ setting forth any adjust-
ments that the examination team determines should
be made to the taxpayer’s tax liability. The 30-day
letter includes a report by the examination team that

describes the rationale for making the adjustment.
After discussion, the taxpayer and the examination
team may agree to a smaller adjustment than the one
proposed in the 30-day letter. While examination
teams are forbidden from settling adjustments on the
basis of ‘‘hazards of litigation’’ (i.e. the possibility that
the IRS’ adjustment might not be sustained by a
court), 11 they are permitted to resolve adjustments
for lesser amounts if the taxpayer and the examina-
tion team can agree upon facts that support such a
lesser adjustment. As with a taxpayer’s agreement to a
proposed adjustment, the taxpayer should consider
whether to file for Competent Authority Assistance to
avoid the risk of double taxation.

If the taxpayer and the examination team are
unable to resolve the proposed adjustment at the audit
stage, a taxpayer may file a formal protest with the
IRS Office of Appeals (‘‘Appeals’’), an independent
office within the IRS designed to settle tax controver-
sies impartially and without litigation. A protest is
very similar to a brief that would be filed with a court;
the protest identifies the relevant facts and legal au-
thorities and attempts to persuade the Appeals Offic-
ers of the merits of the taxpayer’s position. Unlike the
examination team, Appeals Officers have not invested
significant time investigating and developing the facts
supporting the IRS’ position. As a result, Appeals Of-
ficers are generally more impartial and their positions
tend to be less entrenched than positions developed by
the examination team.

While an appeal remains pending, a taxpayer may
continue to defer payment of the asserted tax. Also,
pursuit of settlement through appeals is relatively in-
expensive compared to pursuing formal litigation.
Nonetheless, the Appeals process does have its costs,
including the accrual of interest through the process
on the tax underpayment resulting from the adjust-
ment. The interest rate may be material. For example,
if the taxpayer is a corporation (for U.S. tax purposes)
facing an adjustment in excess of $100,000, after the
taxpayer receives its 30-day letter, the interest rate on
the attributable tax underpayment increases from
three percentage points above the Federal short-term
rate to five percentage points above the Federal short-
term rate. 12

If a taxpayer files a protest with Appeals, the exami-
nation team is given an opportunity to respond to the
taxpayer’s protest. After the taxpayer’s protest and the
examination team’s response have been received by
Appeals, an Appeals conference will eventually be
scheduled. At the conference, the examination team
first presents its position to the Appeals Officers and
answers any questions from the Appeals Officers.
Then, the taxpayer presents its position and likewise
answers questions. When the process is complete, Ap-
peals will (i) uphold the examination team’s adjust-
ment, (ii) concede the proposed adjustment, or (iii)
agree to settle the adjustment for a lesser amount.

Settling an adjustment for a lesser amount is one of
the primary advantages of fighting an adjustment at
Appeals. Unlike the examination team, Appeals Offic-
ers may consider the hazards of litigation of the IRS
pursuing an unfavourable case. An Appeals Officer
may also consider the broader risk that the IRS’ pur-
suit of a transfer pricing controversy could lead to an
adverse judicial opinion, which could have negative
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consequences for the IRS beyond the immediate con-
troversy considered by the examination team. As a
result, Appeals Officers can settle a dispute more
easily than an examination team, making Appeals a
flexible, and generally more efficient, alternative to
litigation.

If a tax controversy is not resolved in Appeals, or if
the taxpayer chooses to forgo Appeals, the taxpayer
receives a Statutory Notice of Deficiency (a ‘‘90-day
letter’’) setting forth the amount of tax and any under-
statement penalties that the IRS determines are owed
by the taxpayer. At that point, the taxpayer generally
has two choices. First, within 90 days of receiving the
90-day letter, the taxpayer may file a petition to the
United States Tax Court to challenge the asserted defi-
ciency. The Tax Court is the only prepayment forum
available to the taxpayer, meaning that the taxpayer
need not (indeed, cannot, for jurisdictional purposes)
pay the asserted taxes before bringing the matter to
the Court. Alternatively, the taxpayer may choose to
pay the asserted taxes (and any penalties) in full and
sue for a refund of the amounts so paid in one of the
two refund forums: the United States Court of Federal
Claims or the United States District Court for the judi-
cial district in which the taxpayer is located.

The United States is a common law jurisdiction that
follows a stare decisis principle, which requires a court
to follow the case law established by its prior deci-
sions. Thus, the main factor that may influence a tax-
payer to litigate in one forum versus another may be
whether the forum has decided any favourable or un-
favourable precedent. Besides potentially differing
precedent, each litigating forum has its own unique
procedural rules, advantages, and disadvantages. As
noted above, the Tax Court is the lone prepayment
forum, whereas the Court of Federal Claims and Dis-
trict Courts require the taxpayer to first pay the as-
sessed tax and sue for a refund. On the other hand, the
Court of Federal Claims and district courts provide
more robust discovery devices, which allow a taxpayer
to learn more about the government’s factual and legal
position prior to trial. The availability of robust dis-
covery can be particularly important if a taxpayer
wishes to learn about the government’s economics
expert witness. Finally, trial by jury is available only in
the district courts; the two other tax litigation forums
provide only for trials by judges (also known as bench
trials).

After a decision by one of the trial-level courts dis-
cussed above, the unsuccessful party (either the tax-
payer or the government) may appeal the case to the
relevant United States Court of Appeals, which are
generally divided on the basis of geographic regions.
After a decision by an appeals court, either party may
request the United States Supreme Court to review
the decision by filing a writ of certiorari. However, the
Supreme Court has discretion whether to accept any
appeal, and it accepts very few tax cases. Although the
vast majority of tax disputes (including transfer pric-
ing disputes) are resolved within the administrative
apparatus of the IRS, some cases that impact many
taxpayers will occasionally advance through these
multiple levels of the court system and reach the Su-
preme Court for final adjudication.

III. Issue Three

What can taxpayers expect in terms of the process of
preparation for, and participation in, a transfer pricing
hearing?

Taxpayer preparations for transfer pricing contro-
versies can vary substantially depending on the stage
of, and circumstances giving rise to, the controversy.
For instance, a taxpayer who has requested Compe-
tent Authority Assistance will have little involvement
in the negotiation among the authorities, whereas a
taxpayer facing a transfer pricing audit will likely have
plenty of work to do in compiling and preparing re-
sponses to IDRs and working with the examination
team. Likewise, a taxpayer who utilises the Fast Track
Settlement program (discussed further in response to
Issue Five) to resolve a relatively discrete, common-
place transfer pricing issue may resolve a tax contro-
versy in less than one year. In contrast a taxpayer with
the unfortunate experience of having a transfer pric-
ing issue designated by the IRS for litigation may wait
multiple years to resolve the controversy.

In preparation for an IRS transfer pricing audit,
taxpayers and their attorneys will typically gather sup-
porting documentation, identify and prepare poten-
tial interviewees, and proactively assess the strengths
and weaknesses of the taxpayers’ transfer pricing po-
sitions. The attorney’s analysis and advice are gener-
ally protected from disclosure to the IRS by the so-
called ‘‘work product’’ and ‘‘attorney client’’ privileges,
but without taking certain precautions, advice ren-
dered by other advisors — particularly economic con-
sultants — is not privileged. These precautions consist
of entering into so-called Kovel arrangements, in
which the economic consultants work directly for the
taxpayer’s attorney, offering technical knowledge that
helps the attorney render advice and advocate for the
taxpayer’s position. The benefit of a Kovel engagement
is that the scope of the disclosure privileges is ex-
panded to encompass communications between the
attorney and the economic consultant.13

During the audit process, the taxpayer and its advi-
sors work together in responding to IDRs that are
issued by the examination team. Ideally, the taxpayer
and its advisors will draft responses to the IDRs that
will not only answer the questions being posed but
will also reflect consideration of how the responses
might later be used against the taxpayer, during the
audit and Appeals processes and in subsequent court
proceedings. Thus, some taxpayers find significant
value in having their litigation advisors participate in
drafting responses to IDRs and attend any interviews
of the taxpayer’s personnel.

IV. Issue Four

Does your tax administration have a published strategy
on transfer pricing litigation (in the sense of which
cases to take forward and when to settle) and if so what
is it?

The IRS does not publish a formal strategy regard-
ing which transfer pricing cases to litigate. Nonethe-
less, as noted by Deputy Commissioner
(International) Danilack, the IRS restructured its in-
ternational examination functions to permit better co-
ordination among its personnel and allow them to
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focus on a number of identified cases that the IRS
considers to be ‘‘of strategic importance.’’ As a result,
the IRS’ current litigation strategy can be gleaned
from the types of cases that it has vigorously litigated
in the last few years and the comments of the govern-
ment officials that run its transfer pricing division.

Since 2007, a transfer pricing priority of the IRS has
been the transfer of intangibles and cost-sharing ar-
rangements (‘‘CSAs’’) related to developing intangibles
(e.g. software). Recently, however, the IRS lost two
high-profile transfer pricing cases involving CSAs.14

After each of these losses, the IRS announced that it
would not acquiesce to either court’s reasoning, sug-
gesting that CSAs will continue to be a focus of large
transfer pricing cases for the foreseeable future.15 On
the other hand, the recently appointed IRS Director of
Transfer Pricing announced in July 2011 that the IRS’
two court losses may cause it to re-evaluate whether,
and which types, of CSA cases are worth pursuing.16

Even in that case, the Director has also said that he
will focus the resources of his office on ‘‘difficult
cases,’’ such as outbound transfers of intangibles.17

Given the increasing focus of the U.S. economy on the
development of software, business know-how, and
other intangibles, it seems likely that these burgeon-
ing areas will continue to be an area of focus for the
IRS for the foreseeable future. Anecdotally, examina-
tion teams have also targeted financial products and
services during recent years. As a result, it seems likely
that some of these audits will soon reach litigation
and result in reported decisions.

V. Issue Five

What is your tax administration’s position on alterna-
tive transfer pricing dispute resolution techniques such
as mediation?

Over the last decade, the IRS has aggressively pro-
moted several alternative dispute resolution (‘‘ADR’’)
programs to resolve tax controversies, including
transfer pricing controversies. A primary advantage of
these ADR programs is that they grant a taxpayer re-
peated opportunities to settle a controversy at Appeals
before the controversy proceeds to costly litigation.
Nonetheless, some tax practitioners have not given
positive reviews of the programs.18 Additionally, a tax-
payer should be mindful that participating in any of
the ADR programs may limit the taxpayer’s ability to
request Competent Authority Assistance, which is fur-
ther described in Issue Six, below. The IRS has de-
signed various ADR programs, the most relevant of
which are:

s Fast Track Settlement Program.19 This program
allows taxpayers and the IRS examination team to
request jointly the expedited consideration of a
narrow issue by Appeals. A tax controversy is eli-
gible for Fast Track after the examination team
issues a NOPA and the taxpayer provides a written
response. The main advantage of Fast Track is that
it is designed to settle tax controversies quickly,
within 120 days of Appeals’ acceptance into the pro-
gram. Fast Track proceeds as mediation, not bind-
ing arbitration, and the taxpayer may choose to
reject any settlement offer made in Fast Track and
pursue any other dispute resolution alternatives.

s Post-Appeals ADR.20 Under this program, a tax
controversy not resolved by Appeals may be submit-
ted by the taxpayer to a separate Appeals Officer
who serves as a trained mediator. To apply, a tax-
payer need only file a written request with the Ap-
peals Officer assigned to the taxpayer’s case. To
lessen the perception of IRS bias, the program also
allows the taxpayer to pay to hire a co-mediator not
employed by the IRS. Although the taxpayer bears
the costs of hiring the co-mediator, the program
dictates that the IRS still chooses the co-mediator.
Nonetheless, Post-Appeals ADR provides the tax-
payer a unique opportunity — the chance to have a
non-IRS employee take a fresh look at a controversy
while it remains at the administrative phase and
before it proceeds to litigation.

VI. Issue Six

What is the Mutual Agreement Procedure in your
jurisdiction? What is the arbitration procedure?

The Mutual Agreement Procedure contained in
every U.S. tax treaty allows a taxpayer to contact the
relevant countries’ designated competent authority
any time that the spectre of double taxation arises. For
instance, if the IRS successfully increases a taxpayer’s
U.S. taxable income as the result of a transfer pricing
adjustment, there is a risk that both the United States
and the foreign party’s country may attempt to impose
tax in respect of the adjusted item. Therefore, the
United States competent authority is empowered to
negotiate with the foreign country’s competent au-
thority and, based on economic and legal principles,
jointly determine regarding which country may tax
the relevant income.

In the United States, the Deputy Commissioner (In-
ternational) of LB&I acts as Competent Authority. A
taxpayer subject to a U.S. transfer pricing audit is eli-
gible to file for Competent Authority Assistance
(‘‘CAA’’) as soon as a NOPA is provided to the taxpayer
in writing.21 The process for requesting CAA is pro-
vided in Revenue Procedure 2006-54, subject to the
unique procedural requirements of any individual
treaty. The process is generally simple and requires
only sending a letter to the Deputy Commissioner re-
questing assistance and containing the information
required by the Revenue Procedure. A taxpayer who
requests CAA may choose to pursue, simultaneously,
resolution through Appeals, discussed below, or defer
subsequent proceedings while the respective compe-
tent authorities seek to resolve the issue.22

CAA has significant advantages. First, the respective
competent authority for each country — not the tax-
payer — negotiates for its country’s interests. Thus, by
initiating CAA after an IRS-initiated transfer pricing
adjustment, a taxpayer enlists the help of the other
country to persuade the IRS on the merits of the tax-
payer’s position. Second, because the negotiation
takes place between the competent authorities, the
taxpayer and its representatives have limited involve-
ment, thereby saving considerable expense compared
to pursuing its controversy through Appeals or litiga-
tion.

While taxpayers affirmatively invoke competent au-
thority to protect themselves from double taxation,
the IRS sometimes requires taxpayers to invoke the
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competent authority process when the taxpayer’s U.S.
tax liability might be reduced by actions of a foreign
government. For instance, a U.S. taxpayer subject to a
foreign-government initiated transfer pricing adjust-
ment should have a correlative increase in its foreign
tax credits. To demonstrate that such a taxpayer is en-
titled to the credit, the IRS often requires the taxpayer
to invoke the competent authority process to ensure
that the payment is not a voluntary payment and
therefore not creditable against the taxpayer’s U.S.
income tax liability.23

Although most U.S. treaties currently in force do
not provide for arbitration, significant exceptions in-
clude the U.S. treaties with Canada, France, Ireland,
Germany, Mexico, the Netherlands, and Switzerland.
Those treaties providing for arbitration generally re-
quire the consent of each competent authority and the
taxpayer to enter arbitration.24

VII. Issue Seven

What is the mechanism, if any, for avoiding the statute
of limitations for appeals or litigation when Competent
Authorities have failed to reach agreement after a long
period of negotiation?

IRS guidance provides that a request for CAA acts
as a protective claim for refund.25 Moreover, subject
to the unique rules of each individual treaty, U.S. tax
treaties generally provide the U.S. Competent Author-
ity broad power to override the Code’s various statutes
of limitations to implement an agreement negotiated
with a treaty partner.26 Finally, while the competent
authorities negotiate, the IRS will generally cooperate
in extending the statute of limitations to make assess-
ments and issue refunds by entering into an agree-
ment with the taxpayer to extend the amount of time
that a taxpayer has to claim a refund.27 (Note that
such an agreement also extends the amount of time
that the IRS has to assess additional taxes.) These pro-
cedures adequately protect a taxpayer in the event
that a controversy is not resolved by the competent
authority.
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