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BY THE COMPTROLLER GENERAL 
Report To The Chairman, 
House Committee 
On Ways And Means 
OF THE UNITED STATES 

IRS Could Better Protect U.S. Tax 
Interests In Determining The Income 
Of Multinational Corporations 
When multinational corporations price transactions with their 
subsidiaries, they often have the opportunity to take advan- 
tage of disparate corporate tax rates by shifting incove. 
Ideally, such prices are adjusted by IRS under Code Section 
482 to those for similar transactions between unrelated par- 
ties--the so-called “arm’s length standard.” However, IRS 
often has difficulty identifying a true arm’s length price on 
which to base adjustments. 

In its review of current IRS examination data on 519 U.S. 
multinationals, each having assets over $250 million and 
having engaged in transactions with its forei n subsidiaries, 
GAO found that only 3 
recommended section 48 5 

ercent (12 of 403 P of IRS’ total 
adjustments to reported income 

were based on a true arm’s length price. The remaining 
adjustments were based on estimated prices constructed by 
IRS using complex guidelines prescribed by the Department 
of the Treasury--guidelines which have caused administratjve 
burden and uncertainty both for IRS and taxpayers. 

i 

The number and volume of complex international intercor- 
porate transactions as well as the amounts of income In- 
volved continue to grow. So that IRS will be able to make 
more informed decisions in deploying its limited resources, 
GAO recommends ways for IRS to get a better .rt-!easure of 
corporate compliance re arding arm s length pricing. GA-0 
further recommends that 9T reasury begin a study to ascertaln 
whether the process of enforcing section 482 can be made 
easier to administer and more certain for all concerned. 
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COMPTROLLER GENERAL OF THE UNITED STATES 

WASHINGTON D.C. 20548 

B-202972 

The Honorable Dan Rostenkowski 
Chairman, Committee on Ways 

and Means 
House of Representatives 

Dear Mr. Chairman: 

This report, the first of a series in response to the prior 
Chairman's request, deals with the Internal Revenue Service's 
administration of Internal Revenue Code Section 482 when auditing 
multinational corporations. It discusses specific changes which 
would improve the Service's enforcement of the existing section 
482 regulations. It also explores the larger question of whether 
more fundamental changes in the section 482 regulations together 
with additional approaches to taxation of multinational corpora- 
tions could alleviate some of the uncertainty and administrative 
burden presently experienced by the Service and corporate tax- 
payers. Roth the Service and the Department of the Treasury 
generally agreed with our recommendations for improving enforce- 
ment of the existing regulations. Both Treasury and IRS, however, 
expressed reservations concerning our recommendation that Treasury 
study the feasibility of alternatives to the existing regulations. 
In so doing, both agencies, we believe, minimized the seriousness 
of the difficulties which section 482 enforcement has presented 
and continues to present all affected parties. 

I I 

As arranged with your office, we are sending copies of 
this report to other Congressional committees; the Director, 
Office of Management and Budget: the Secretary of the Treasury: 
the Commissioner of Internal Revenue: and other interested 
parties. 

Sincerely yours, 

of the United States 





COMPTROLLER GENERAL'S 
REPORT TO THE HOUSE 
COMMITTEE ON WAYS AND 
MEANS 

IN DETERMINING THE INCOME OF 
MULTINATIONAL CORPORATIONS, 
IRS COULD BETTER PROTECT 
U.S. TAX INTERESTS 

DIGEST _-_--- 

Multinational corporations have both the in- 
centive and the opportunity to shift income 
between jurisdictions to take advantage of 
disparate corporate tax rates. One incentive 
is minimization of taxes. The opportunity 
lies in the pricing of interorganizational 
transactions. Obviously, possession of incen- 
tive and opportunity does not axiomatically 
lead to abuse-- but to tax administrators, Amer- 
ican and foreign, it represents a vulnerability 
to guard against. 

IRS, however, has not yet developed baseline 
information on the incidence and magnitude of 
multinational corporation noncompliance in 
terms of improper shifting of income. Thus, 
IRS has no sound basis for determining the 
amount of audit resources to be assigned to 
address the problem, nor for gauging the suc- 
cess of those resources that are applied to it. 

Further, IRS enforcement difficulties are 
compounded by the complexities involved in 
measuring the amount of income misallocated 
in those instances where this is believed to 
have occurred. Ideally, interorganizational 
pricing is to be adjusted to that for similar 
transactions between unrelated parties--the so- 
called "arm's length standard." 

However, in the modern economic system of mul- 
tinational corporate business, a true arm's 
length price can rarely be identified. When 
an arm's length price cannot be identified, 
Department of Treasury regulations for Inter- 
nal Revenue Code Section 482 provide both the 
corporate taxpayer and the IRS examiner some 
guidance for arriving at a constructed price. 
The regulations and the resulting enforcement 
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process, however, create an unacceptable level of 
uncertainty and a significant administrative bur- 
den both for corporate taxpayers and IRS examiners. 

For example, there is often no similar trans- 
action on which to establish an arm's length 
price. In these instances, the Treasury regu- 
lations do not provid.e corporate taxpayers with 
sufficient certainty for planning their finan- 
cial strategies and considering the tax conse- 
quences of their pricing of intercorporate 
transactions. IRS, faced with the same lack 
of certainty, must construct an estimated price 
for adjustment purposes. Both corporate tax- 
payers and IRS examiners have characterized the 
end result of the adjustment process as being 
unpredictable. 

The Chairman of the House Ways and Means Committee 
asked GAO to study section 482 enforcement. GAO 
reviewed current IRS examination data on 519 U.S. 
multinational corporations, each having assets 
over $250 million and each having engaged in 
transactions with their foreign subsidiaries. 
GAO found that only 3 percent (12 of 403) of IRS' 
total recommended section 482 adjustments to re- 
ported income for such transactions were based on 
a true arm's length price. These adjustments 
amounted to 3 percent ($7.4 million of a total 
$277.5 million increase) of the total income ad- 
justed for section 482 issues. The tax impact 
of the total $277.5 million in adjustments, while 
not known precisely, can be estimated using a cor- 
porate tax rate of 48 percent at roughly $133.2 
million. (See p. 29.) 

While IRS has only limited resources, the num- 
ber and volume of complex international inter- 
corporate transactions as well as the amounts 
of income involved continue to grow. In the 
short term, IRS and Treasury should, GAO be- 
lieves, make several specific improvements in 
the way they presently administer section 482. 
In addition, IRS should consider ways to get 
a measure of corporate noncompliance regarding 
arm's length pricing, and Treasury should begin 
a study to ascertain whether ways exist to make 
section 482 enforcement easier to administer, 
more certain, and more equitable for all con- 
cerned. (See pp. 24 and 53 to 54.) 

I 

ii 



IRS CAN IMPROVE ITS CURRENT 
SECTION 482 ENFORCEMENT ACTIVITIES 

IRS needs more management information than it 
now has to measure what it is doing to enforce 
section 482 against what needs to be done. 
Lacking such information, IRS cannot determine 
with reasonable assurance the impact of its 
current efforts nor adjust its strategy as may 
be necessary to make the best use of its lim- 
ited resources. 

Considerable information is available within 
IRS concerning IRS' enforcement activities and 
the operations of multinational corporations, 
but this information has not been analyzed to 
answer management's needs. The case-by-case 
results of IRS' section 482 enforcement activi- 
ties are documented in various reports prepared 
during the examination and appeals processes. 
Information on the operations of multinational 
corporations is also available to IRS from the 
Form 2952 which must be submitted by U.S. cor- 
porations for each foreign subsidiary they con- 
trol. (See pp. 9 to 11.) 

Other information IRS needs is not so readily 
available. For example, IRS needs a better 
idea of the extent of noncompliance with sec- 
tion 482 regulations that exists within the 
universe of multinational corporations. 

IRS has, in the past, shown that it can respond 
to similar problems in developing management 
strategies where unknown factors exist. IRS 
now needs to focus its expertise on ways to 
obtain a better measure of the total noncom- 
pliance with section 482 that exists in the 
multinational corporate universe. (See p. 11.1 

CRITICAL REPORTING REQUIRE- 
MENTS SHOULD BE EXTENDED 

IRS examiners use the form 2952 as their start- 
ing point for most examinations involving inter- 
national transactions. Data provided on this 
form is critical to the successful identifica- 
tion of many'section 482 adjustments. Section 
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6038 of the Internal Revenue Code authorizes IRS 
to require this information only from U.S. parent 
corporations, but similar information is also 
needed for U.S. subsidiaries of foreign parents. 
In 1974 there were 6,538 controlled U.S. corpor- 
ations with assets totaling more than $76 bil- 
lion. GAO believes that having similar information 
readily available for these types of corporations 
would enhance IRS' identification and examination 
of section 482 issues in international transactions 
between U.S. subsidiaries and their foreign parents. 
(See PP. 18 to 20.) 

TREASURY SHOULD ADJUST THE 
SAFE HAVEN RATE AS NECESSARY 
TO MORE CLOSELY REFLECT THE 
REAL COST OF BORROWING 

Another-needed change concerns the use of the 
safe haven interest rate, a fixed rate of in- 
terest which IRS examiners are permitted to use 
in lieu of an arm's length price in certain 
types of transactions as a basis for making in- 
come adjustments. The economic climate since 
1968 has produced rapidly changing interest 
rates on the open market. The safe haven in- 
terest rates established by Treasury have not 
kept pace. (See PP+ 15 to 16.) 

GAO's analysis showed that 83 of the 84 section 
482 adjustments involving loan or advance trhns- 
actions made between August 1972 and June 1975 
in its sample were based on a safe haven inter- 
est rate of 5 percent. During the period when 
these adjustments were made, the prime interest 
rate was always higher than the 5 percent rate, 
ranging from a low of 5.25 to a high of 12 per- 
cent. Treasury implemented a new, higher adjust- 
ment rate of 12 percent in July, 1981. This new 
rate has already been overtaken by the continuous 
rise in the cost of money which has seen the prime 
rate reach about 20 percent. (See p. 17.) 

Safe haven interest rates which are substan- 
tially lower than the open market rate can re- 
sult in U.S. corporations reporting less in- 
come for tax purposes. Further, such safe 
haven rates are unfair from the perspective of 
those U.S. corporations which cannot use them. 
Thus, GAO believes Treasury should adjust the 
safe haven rate as often as necessary to make 
the rate realistically reflect the cost of bor- 
rowing on the open market. (See pp. 23 to 24.) 

! 
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ADMINISTERING THE ARM'S LENGTH STANDARD 
UNDER CURRENT REGULATIONS IS UNCERTAIN 
AND BURDENSOME TO BOTH IRS AND TAXPAYERS 

Making income adjustments using the arm's 
length standards has posed administrative bur- 
dens on both IRS and corporate taxpayers. 
Because of the structure of the modern busi- 
ness world, IRS can seldom find an arm's 
length price on which to base adjustments 
but must instead construct a price. A con- 
structed price is at best an estimate. Be- 
cause Treasury regulations do not provide 
sufficient guidance, corporate taxpayers 
lack reasonable assurance concerning how 
income on intercorporate transactions that 
cross national borders will be adjusted and 
the enforcement process is difficult and 
time-consuming for both IRS and taxpayers. 

The current regulations provide some guidance 
for those instances in which an arm's length 
price cannot be identified but, too frequently, 
the examiner must use considerable judgment in 
dealing with data that does not directly relate 
to the specific situation at hand. Adjustments 
in which an examiner was able to identify an 
arm's length price resulted in only 3 percent 
($7.4 of $277.5 million) of total adjusted in- 
come and constituted only 3 percent (12 of 403) 
of all section 482 adjustments in GAO's sample. 
Adjustments for 87 percent of total adjusted in- 
come were based on the safe haven rules and var- 
ious alternative techniques permitted by the 
regulations. The remaining adjustments were ar- 
rived at by methods which could not be deter- 
mined from available documentation or were not 
applicable to the arm's length standard. (See 
p. 29.) 

Whether or not an arm's length price is obtain- 
able, administering the regulations is a com- 
plex process. An examiner must identify ques- 
tionable transactions, perform a functional 
analysis, and search for a comparable uncon- 
trolled price. If such a price is not identi- 
fiable, the examiner must construct one using 
alternative techniques. The process as a 
whole thus creates administrative burden and 
a degree of uncertainty that is unacceptable 
for both examiner and taxpayer. (See pp. 36 
to 40.) 
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SHOULD SECTION 482 ADJUSTMENTS BE 
MADE MORE CERTAIN AND LESS BURDENSOME? 
TREASURY SHOULD SEEK THE ANSWER 

For some time, parties affected by and 
knowledgeable about arm's length adjustments-- 
corporate taxpayers, courts, experts in the 
field, and officials at IRS--have criticized 
section 482 enforcement under the current 
regulations on the basis that (1) the ana- 
lytical approach to determining arm's length 
prices often leads to unreasonable results and 
(2) the examinations require extensive corpo- 
rate expense and labor. In addition, a sub- 
stantial body of expert opinion and several 
court decisions have also criticized the high 
degree of burden and uncertainty posed by the 
current regulations. (See pp. 43 to 47.) 

IRS examiners told GAO they believe that, under 
the current regulations, some potential section 
482 adjustments are not being developed. They 
stated that section 482 work is a "high risk 
venture" where much audit work can result in 
little additional tax. They pointed out that, 
because of this, some examiners might not de- 
velop a section 482 adjustment because of the 
difficulty involved in reaching an agreement 
on an arm's length price or on the basis for 
making the adjustment. IRS examiners attributed 
this situation to both the difficulties in the 
enforcement process and the time it takes to do 
the work. (See pp. 40 to 43.) 

GAO's statistics on the section 482 adjustments 
IRS made can be interpreted to lend some cre- 
dence to the examiners' comments. For example: 

--Only 200 of the 519 multinational corpora- 
tions in GAO's sample had section 482 adjust- 
ments involving their foreign subsidiaries. 

--The bulk of the total $277.5 million was con- 
centrated in only a few of the 403 total ad- 
justments. Eleven of the 403 adjustments 
accounted for over one-half of the $277.5 
million. 

--Adjustments involving the sale of tangible 
property, the category of intercorporate 
transaction where the largest amounts of rev- 
enue are at issue, were also concentrated. 

! 
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Thirty-five U.S. parents and 89 of their for- 
eign subsidiaries experienced adjustments on 
tangible property sales of $4.4 billion. The 
other 12,248 foreign subsidiaries of the 519 
U.S. parents experienced no adjustments to a 
total of $28.1 billion in intercorporate 
sales transactions. (See p. 42.) 

Neither GAO nor IRS knows how much noncompliance 
exists, nor how many more adjustments IRS should 
have made. However, given the difficulty inher- 
ent in administering section 482 through the cur- 
rent Treasury regulations, the examiners' state- 
ments, and the statistics on the adjustments 
IRS made, it can reasonably be concluded that 
the potential for greater enforcement exists. 

In the early 197Os, Treasury considered several 
regulation changes in response to criticism 
made at that time. The changes, however, were 
not implemented. Today the need is even greater 
for Treasury to consider revising the regulations 
than it was a decade ago. A 1981 study under- 
taken at the joint request of IRS, Treasury, and 
the Department of Justice has also recommended re- 
vising the regulations to reduce administrative 
burden and increase certainty, thus lending sup- 
port to GAO's conclusions (p. 43.) 

Tax experts and corporate taxpayers have sug- 
gested that Treasury reconsider the appropri- 
ateness of the arm's length standard in an 
economic world more complex than that which 
existed when the standard was adopted in 1934. 
For example, one alternative suggested is to 
expand the use of the safe haven concept, thus 
creating greater certainty. Another alterna- 
tive frequently suggested is the use of formu- 
las for apportioning income in certain situa- 
tions. Apportionment formulas are presently 
used by 45 States, and some experts believe 
these formulas, when applicable, reflect market 
realities better than the arm's length standard. 
(See pp. 50 to 52.) 

A major objection to the use of formula appor- 
tionment across national borders is that tax 
treaties between the U.S. and other nations 
specify the arm's length standard for adjusting 
corporate income. For the U.S. to adopt a dif- 
ferent method could result in multinational 
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corporations incurring double taxation. GAO 
recognizes the significance of this problem. 
(See p. 52.) 

GAO suggests that IRS consider ways to get a 
measure of noncompliance and that Treasury be 
the focal point for a study to identify ways to 
improve the guidance provided concerning section 
482 enforcement. After IRS and Treasury have 
completed this work, Treasury should be able 
to make an informed decision as to whether and 
how to change the section 482 regulations. 
(See p. 53.) 

RECOMMENDATIONS TO THE COMMISSIONER 
OF INTERNAL REVENUE 

IRS presently lacks sufficient information to 
assess the effectiveness of its section 482 en- 
forcement and design future strategy with in- 
formed judgment. The need to make informed 
strategy decisions will assume even greater im- 
portance in the future as the number of inter- 
corporate transactions continues to grow in dis- 
proportion to IRS' limited resources. To place 
the Service in a position to make informed deci- 
sions regarding how best to deploy those resources, 
GAO recommends that the Commissioner of Internal 
Revenue: 

--Aggregate and analyze existing data from a 
management perspective, consider ways to get 
a measure of noncompliance, and establish 
procedures for continuously assessing the ap- 
propriateness of IRS' section 482 enforcement 
strategy. 

GAO also made other recommendations to improve 
IRS' enforcement activities (p. 25.) 

RECOMMENDATIONS TO THE SECRETARY 
OF THE TREASURY 

The current Treasury regulations for implement- 
ing code section 482 create uncertainty and ad- 
ministrative burden for both IRS and corporate 
taxpayers. Since better guidelines are needed, 
GAO recommends that the Secretary of the Treasury: 

--Begin a study to identify and evaluate the 
feasibility of ways to allocate income under 
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section 482, including formula apportionment, 
which would lessen the present uncertainty 
and administrative burden created by the ex- 
isting regulations. 

GAO also recommended that the Secretary: 

--Adjust the safe haven interest rate as fre- 
quently as necessary to realistically reflect 
the current costs of borrowing on the open 
market. 

RECOMMENDATION TO THE CONGRESS 

To provide IRS the authority to require the in- 
formation it needs from foreign-controlled U.S. 
corporations, GAO recommended that the Congress 
amend section 6038 of the Internal Revenue Code 
to further provide that every United States 
person, as presently defined by the code, shall 
furnish such information as the Secretary may 
prescribe by regulation with respect to any 
foreign corporation which controls such person. 

AGENCY COMMENTS AND GAO'S EVALUATION 

Treasury agreed in principle with GAO's conclusions 
and recommendations concerning the need to more 
frequently adjust the safe haven interest rate. 
Treasury stated that a change in the current safe 
haven rate was made on July 1, 1981, and it anti- 
cipated that the rate in the future will be adjusted 
periodically so as to reflect major changes in in- 
terest costs. 

Both Treasury and IRS generally agreed with GAO's 
recommendations concerning specific improvements 
that need to be made to current section 482 en- 
forcement procedures. However, both agencies ex- 
pressed disagreement with the recommendation that 
Treasury undertake a study to identify ways to les- 
sen the uncertainty and administrative burden cre- 
ated by the existing regulations. In so doing, 
both agencies, GAO believes, minimized the serious- 
ness of the difficulties which section 482 enforce- 
ment has presented and continues to present all 
affected parties. As GAO noted, uncertainty as well 
as the administrative difficulties and burden on all 
parties affected by section 482 enforcement have 
been documented in all previous studies on the sub- 
ject, the most recent being a January 1981 study 
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undertaken at the joint request of the IRS Commis- 
sioner, the Assistant Attorney General, and the As- 
sistant Secretary of the Treasury for Tax Policy. 
(See pp. 54 to 57.) 

, 
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CHAPTER 1 

INTRODUCTION 

En this age of the supercompany with its 
sophisticated pattern of worldwide opera- 
tions and financial dealing, there is per- 
haps no more difficult problem for the tax 
administrator than the examination of the 
tax returns of multinational corporations." 

This statement by a former Commissioner of the Internal 
Revenue Service (IRS) I/ puts in context the difficulty of 
auditing a multinational corporation in the 198Qs. While tax- 
ation of international investments has always presented problems, 
these have become more important in recent years as the growing 
international economy has produced more and larger multinational 
corporations. 

A multinational corporation can be defined as a cluster of 
corporations of diverse nationality joined together by ties of 
common ownership and responsive to a common management strat- 
egy- 2/ Unlike a corporation which conducts business in only one 
country, a multinational corporation possesses the business abil- 
ity to create global markets for its technology, products, etc., 
as well as plan the flow of its funds irrespective of national 
borders. Multinational corporations routinely engage in many 
intercorporate transactions with their foreign subsidiaries. 3/ 
The individual corporations, parent and subsidiaries, often sell 
each other machinery, parts, components, and finished goods. 
They may also lend each other money, lease each other equipment, 
and provide each other a wide range of managerial, research, and/ 
or development services. For tax purposes, prices must be as- 
signed to these intercorporate transactions. 

l/"Auditing Multinational Corporations," Address to the - 
Assembly of Inter-American Center of Tax Administration, 
Ottawa, 13 June 1975. 

2/"Multinational Corporations and Income Allocation under - 
Section 482 of the Internal Revenue Code," Harvard Law 
Review, 89 (April 1976), 1202-38. 

A/For purposes of this report a foreign subsidiary (what 
IRS calls "a controlled foreign corporation") is a foreign 
corporation which is owned more than 50 percent by a U.S. 
corporation. 



Through these intercorporate transactions, multinationals 
have numerous opportunities to avoid U.S. taxes. By charging 
unrealistic prices in the exchange of goods and services, a corp- 
oration can transfer profits earned in one country to another. 
For example, an artificially high transfer price for goods or 
services purchased from a foreign subsidiary can reduce a parent 
U.S. corporation's profits and, thus, the tax revenue to the U.S. 

IRS USES SECTION 482 OF THE INTERNAL 
REVENUE CODE TO PREVENT IMPROPER SHIFTING 
OF INCOME BY MULTINATIONAL CORPORATIONS 

IRS uses section 482 of the Internal Revenue Code (IRC) to 
prevent improper shifting of income by multinational corpora- 
tions. When multinational corporations engage in income-seeking 
transactions that cross national borders, market forces may not 
control the price. Rather, the price set by a parent corporation 
in a transaction with its subsidiary may be designed to shift in- 
come to the subsidiary in order to gain a tax advantage. Section 
482 authorizes IRS to allocate income, deductions, or credits 
among related corporations when such allocation is necessary to 
prevent tax evasion or to clearly reflect the income of each. 

Section 482 had its origin in Section 240(d) of the Revenue 
Act of 1921 which authorized the Commissioner of IRS to "consol- 
idate the accounts" of related trades or businesses for the pur- 
pose of making an accurate distribution or apportionment of 
gains, profits, income, deductions, or capital between or among 
related trades or businesses. The Senate Finance Committee be- 
lieved section 240(d) was necessary to prevent the arbitrary 
shifting of profits among related businesses, particularly in 
the case of subsidiary corporations organized to conduct busi- 
ness in foreign countries. In the Revenue Act of 1928, section 
240(d) was changed to section 45 and subsequently became section 
482 during the 1954 revisions to the IRC. No substantive changes 
to the law were made either in 1928 or 1954. 

Section 482 does not specify a method for IRS to use in 
making income allocations. In 1934 the Department of the Treasury 
adopted the "arm's length standard" for allocating income. This 
apparently was based on the League of Nations adoption in 1928 
of a model bilateral convention which stated that controlled 
subsidiaries of multinational corporations were to be treated 
for tax purposes as independent legal entities doing business 
with the rest of the enterprise on an independent or "arm's 
length" basis. The arm's length standard thus requires that the 
transfer prices set by multinational corporations for goods or 
services exchanged with or between their foreign subsidiaries be 
the same as the price that would have been acceptable to inde- 
pendent parties dealing with each other at arm's length. IRS 
first publicized its intent to use the arm's length standard to 
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enforce section 482 in regulations issued in 1934. These regula- 
tions, however, did not provide satisfactory guidance to corpo- 
rations and IRS examiners because they contained little more 
than a statement of policy and a series of definitions. 

IRS had little need to change the regulations, however, 
because it seldom used them. By 1961 this situation changed as 
IRS began directing its attention to U.S. corporations which had 
established foreign manufacturing and marketing subsidiaries in 
the years following the end of World War II. Since 1961 IRS has 
made ever-increasing use of section 482 to allocate income to 
the U.S. when multinational corporations shifted income to for- 
eign corporations through non-arm's length transactions. With 
this increased enforcement, IRS has experienced numerous problems 
in using the regulations to determine arm's length prices. 

In 1962 the Congress suggested that Treasury explore the 
possibility of developing and issuing regulations that would 
provide additional guidelines and formulas for the allocation of 
income and deductions in cases involving section 482. Following 
this congressional mandate, Treasury issued regulations in 1968 
that left unchanged the basic arm's length standard and provided 
additional guidelines, but no formulas, for applying section 482 
to certain types of transactions. The 1968 regulations elabo- 
rated on the application of the arm's length standard for five 
categories of intercorporate transactions--sales of tangible 
property, transfer or use of intangible property, use of tang- 
ible property, performance of services, and loans or advances. 
For each category, the 1968 regulations set certain rules which 
are to be followed in determining the arm's length transaction 
price. These regulations are still in effect. 

The most serious problem with the current regulations is 
that when IRS examiners are unable to find a comparable arm's 
length price or use the safe haven rules for an intercorporate 
transaction the examiners must use considerable judgment in fur- 
ther implementing the regulations. In doing so, examiners must 
analyze extensive data collected from corporations, data that of- 
ten does not directly relate to the specific situation at hand. 
The taxation of intercorporate transactions thus creates uncer- 
tainty for corporations and imposes a significant administrative 
burden both on them and on IRS. 

MULTINATIONAL CORPORATIONS--A 
COMPLEX AND RAPIDLY EXPANDING 
AREA OF TAX ADMINISTRATION 

The favorable economic climate since the Second World War 
has brought about a tremendous expansion of U.S. corporations 
into international business. This expansion of international 
business coupled with the growing complexity of multinational 
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corporations has presented IRS with an increasingly larger 
and more difficult task in enforcing section 482. The growth 
in the number, size and volume of U.S. corporations' interna- 
tional business transactions can be seen from the following 
statistics: 

--The number of multinational corporations increased from 
2,642 in 1962 to 4,388 in 1972, an increase of 66 percent. 
During this same period, their foreign subsidiaries in- 
creased from 12,073 to 29,221. 

--Multinational corporations with $250 million or more in 
U.S. assets increased from 364 in 1968 to 666 in 1974, an 
increase of 83 percent. 

--Intercorporate transactions between the 364 U.S. multi- 
national corporations and their foreign subsidiaries 
amounted to $24 billion in 1968. By 1974 intercorporate 
transactions for the 666 corporations totaled $104 bil- 
lion, an increase of 333 percent. 

In addition, the total volume of international business 
controlled by U.S. multinational corporations is significant. 
To cite only a few examples, a 1973 United Nations report showed 
that U.S. -based multinational corporations controlled more than 
one-half of the petroleum industry in Belgium; about three-fifths 
of the food, tobacco, oil refining, metal manufacturing, instru- 
ment engineering, computer, and technical manufacturing indus- 
tries in the United Kingdom: and more than 15 percent of the 
production of semiconductors and 80 percent of electronic data 
processing equipment in the European community. Since 1973 the 
volume of U.S. multinational involvement in other countries has 
continued to increase, and there is no reason to think this trend 
will not continue. 

IRS ORGANIZATION AND PROGRAMS 
TO ENFORCE SECTION 482 

In every examination that IRS performs of tax returns filed 
by corporations that control or are controlled by foreign cor- 
porations, section 482 is a potential issue. The Assistant Com- 
missioner (Compliance) is responsible for the examination of 
multinational corporate tax returns. The Assistant Commissioner 
carries out this responsibility through the IRS Examination Divi- 
sion and Office of International Operations. The Examination Di- 
vision audits tax returns of the large U.S. multinational parent 
corporations and the large U.S. corporations controlled by for- 
eign parent corporations. The Office of International Operations 
audits the returns of smaller U.S. corporations controlled by 
foreign parents. 
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In 1966 IRS established its Coordinated Examination Pro- 
gram (CEP) after concluding that its traditional "one case/one 
agentll audit approach lacked the necessary expertise and other 
requisites for properly examining large corporations. When we 
began our work, corporations were included in the CEP if they 
had $250 million or more in gross assets or, if the corporation 
was a utility or financial institution, $1 billion or more in 
assets. Ll Generally corporations in the CEP have their returns 
examined for each tax year. Under the CEP, the tax return of a 
corporation is assigned to a case manager in the IRS district 
where the corporation's principal business headquarters is lo- 
cated. The case manager then controls the examination of all 
corporations that are part of the business enterprise, regard- 
less of location. The case manager reviews the operations of 
the total organization, determines the scope and depth of the 
examination, and assembles an audit team. The team is composed 
of revenue agents and other needed specialists, including inter- 
national examiners and economists. As of March 31, 1981, IRS 
had 232 international examiners and 14 economists. 

The international examiners are part of IRS' International 
Enforcement Program (IEP), which IRS created in addition to the 
CEP as a means to improving section 482 enforcement. IRS' inter- 
national examiners are trained in international tax issues. IRS 
has established procedures intended to result in the assignment 
of international examiners only to those examinations which pre- 
sent the more difficult and complex international issues. While 
they are assigned to 13 districts which IRS has designated “key" 
districts, international examiners work on examinations in all 58 
IRS districts. International issues are handled by a regular IRS 
examiner (revenue agent) if an international examiner is not as- 
signed to a particular examination. When assigned to an examina- 
tion, the international examiner is responsible for preparing a 
report on the international tax issues examined. 

Since establishing the CEP and IEP, IRS has taken action to 
supplement both programs. These actions, some taken in response 
to recommendations by the House Ways and Means Oversight Sub- 
committee and some at IRS' own initiative, include 

--designating industry specialists under the industrywide 
examination program to keep XRS abreast of trends and 
developments in selected industries so that tax issues 

l/Effective October 1, 1979, - IRS established a point system for 
identifying and including corporations in the CEP. Points are 
given for eight characteristics, such as total assets and 
gross receipts. Corporations which are assigned points above 
a fixed score are included in the CEP. 
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within these industries may be more effectively identi- 
fied and developed; 

--increasing the number of economists employed and decen- 
tralizing them to those districts whose workloads include 
many multinational corporations: 

--requiring more upfront planning so as to make a more in- 
formed selection of tax issues to be reviewed during ex- 
aminations: 

--creating a program to exchange information with certain 
treaty partner countries to better understand the world- 
wide operations and practices of selected multinational 
industries: 

--establishing a program with certain treaty partner coun- 
tries to simultaneously examine the tax return of a multi- 
national corporation; and 

--establishing centralized transfer-pricing units, which 
control the price determination of section 482 adjustments 
for crude oil, bauxite/alumina, iron ore, coal, and copper 
products. 

By establishing the CEP, IEP, and related special programs, 
IRS has acted to address problems inherent in section 482 en- 
forcement. The problems, however, remain and will become in- 
creasingly troublesome as the number and cumplexity of multina- 
tional corporations continues to grow. In chapter 2 of this 
report we suggest some specific changes which would improve IRS 
enforcement of the existing section 482 regulations. These sug- 
gested changes focus on management issues and administrative pro- 
cedures. In chapter 3 we explore the larger question of whether 
more fundamental changes in the section 482 regulations together 
with additional approaches to taxation of multinational corpora- 
tions could alleviate or even eliminate some of the problems 
presently experienced by IRS and corporate taxpayers. 

OBJECTIVES, SCOPE, AND METHODOLOGY 

We reviewed the administration of section 482 to determine 
the extent and severity of problems IRS was experiencing in al- 
locating the income of multinational corporations. We examined 
IRS policies, procedures, and practices for allocating multina- 
tional corporate income and discussed section 482 enforcement 
with international examiners and their supervisors at seven IRS 
districts. At the IRS national office, we discussed section 482 
enforcement with staff economists, Examination Division officials, 
and representatives of the Office of the Deputy Chief Counsel 
(Technical). We reviewed studies and articles prepared by IRS 
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and other nongovernmental tax experts and examined significant 
court cases. 

We also studied IRS' administration of section 482 by re- 
viewing the results of its examinations of 519 multinational 
corporations included in the CEP. These 519 multinational cor- 
porations were those for which IRS was able to provide us with 
the most usable examination data available as of September 30, 
1979. For 200 of these corporations, IRS had recommended sec- 
tion 482 adjustments totaling $277.5 million to transactions 
between U.S. and foreign corporations. IRS had also recommended 
other section 482 adjustments totaling $330 million. We did not 
include these adjustments in our statistics because the transac- 
tions did not involve foreign subsidiaries. We developed our 
statistics by extracting information from the international ex- 
aminers' reports and revenue agents' reports for the subject ex- 
aminations. 

A more complete discussion of our review objectives and 
methodology is contained in chapter 4. 
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CHAPTER 2 

IMPROVEMENTS NEEDED IN IRS' PROCEDURES 

FOR ENFORCING SECTION 482 

By creating the CEP, IEP, and various special programs, IRS 
has improved its enforcement of section 482. However, assuming 
that IRS continues to examine intercorporate transactions under 
the current regulations, there are still several actions IRS can 
take to make its section 482 enforcement more effective. 

At present IRS could improve the way it monitors the effec- 
tiveness of its section 482 enforcement and designs future strat- 
egy- The need to make informed strategy decisions will assume 
even greater importance in the future as the number of intercor- 
porate transactions continues to grow in disproportion to IRS' 
limited resources. To best deploy those resources, IRS needs to 
better analyze its existing data from a purely management per- 
spective, obtain a measure of the extent of corporate noncom- 
pliance with the arm's length standard, reaffirm its existing 
enforcement strategy or design a new strategy based on that 
analysis, monitor results of its enforcement activities, and 
make adjustments as appropriate. 

One specific improvement IRS can make in using its resources 
concerns its economists. To find an arm's length price for cer- 
tain types of transactions, it is necessary to make an economic 
analysis. IRS can maximize the effectiveness of its economists 
by requiring that they participate in examinations where, under 
present IRS criteria, the participation of an economist is left 
to the case manager's discretion. In their audit work, econo- 
mists develop information about the corporate taxpayer which, as 
IRS has discovered from its industrywide examination program, can 
be useful to teams auditing corporations with similar operations 
or products. IRS should expand this communication process beyond 
its industrywide program. As part of their audit work, econo- 
mists should determine whether the issue being developed may 
exist at other corporations. If so, this information should be 
routinely communicated to the appropriate audit teams. 

In certain types of 482 adjustments, the examiner does not 
make an economic analysis to determine a comparable arm's length 
price but must instead use a fixed rate of interest known as the 
"safe haven rate." More easily administered than other types of 
section 482 adjustments, the safe haven interest rate also pro- 
vides greater certainty to the IRS examiner and corporate tax- 
payer. However, since 1968 interest rates have fluctuated widely, 
and Treasury has not adjusted the safe haven rate often enough to 
reflect the costs of borrowing on the open market. A safe haven 
rate significantly below market prices can result in reduced 
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revenue to the Treasury and is unfair to those corporate tax- 
payers whose transactions do not meet the safe haven criteria. 
Treasury should adjust the rate so that it corresponds more real- 
istically to market prices. 

IRS also needs legislation to amend code section 6038 so 
that IRS can require that the information most useful in admin- 
istering section 482 be reported by U.S. subsidiaries with for- 
eign parents as is presently required only for U.S. parent cor- 
porations. Extending the reporting requirements in this way 
would make it possible for examiners to more quickly and easily 
identify potential section 482 adjustments involving these types 
of corporations. IRS examiners told us that this information as 
reported on the form 2952 by U.S. parent corporations is partic- 
ularly helpful in this regard. 

IRS also needs to clarify the wording of those sections of 
the form 2952 which require information on sales and purchases 
of stock in trade and on intercorporate loan transactions. IRS 
realizes that the form 2952 does not clearly require all the in- 
formation an examiner needs for planning purposes at the begin- 
ning of an audit. IRS should clarify the information it wants 
reported and, in the interim, notify its examiners of the short- 
comings in the wording of the present form 2952. 

IRS NEEDS TO DEVELOP 
MANAGEMENT INFORMATION AND 
EVALUATE ENFORCEMENT STRATEGY 

IRS needs more management information than it now has to 
measure what it is doing to enforce section 482 against what 
needs to be done. Lacking such information, IRS cannot measure 
the impact of its current efforts nor adjust its strategy to 
make the best use of its limited resources. Much of the infor- 
mation IRS needs for its planning exists but has not been accu- 
mulated and analyzed from a management perspective. Other 
needed information is not as readily available. 

IRS has twice undertaken special studies to accumulate 
information on the results of its section 482 enforcement ac- 
tivities, but neither study will produce all the information 
management needs to assess current and plan future strategy. In 
January 1973 Treasury released an IRS study of section 482 en- 
forcement statistics based on examiners' reports completed in 
1968 and 1969. In October 1979 IRS began accumulating informa- 
tion from current examinations for a second, more comprehensive, 
study of section 482 enforcement. The study is collecting data 
on (1) the extent that section 482 is an examination issue, (2) 
whether or not IRS is recommending adjustments, and (3) the types 
and amounts of adjustments recommended. This information enables 
IRS to identify frequency and trends of section 482 adjustments 
according to geographic location. Recognizing the benefits of 
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this type of data, IRS plans to continue to collect and analyze 
this data as a permanent part of the IEP. 

However, to adequately evaluate section 482 enforcement, IRS 
needs to obtain and use information on (I) the universe of multi- 
national corporations and the location of their worldwide opera- 
tions, (2) the extent that these corporations conduct intercorpo- 
rate business, (3) the extent that intercorporate transactions 
may not be in compliance with the arm's length standard, and (4) 
the extent to which its enforcement activities is succeeding in 
recouping the tax loss. The IRS study will provide only informa- 
tion relative to the last point, the results of its current en- 
forcement activities. 

Considerable information is available within IRS concerning 
IRS ' enforcement activities and the operations of multinational 
corporations, but we found no indication that this information 
has been aggregated to answer all of management's needs. The 
case-by-case results of IRS' section 482 enforcement activities 
are documented in various reports prepared during the examination 
and appeals processes. These reports contain information on the 
instances where section 482 is an examination issue: the number, 
amount, and type of transactions recommended for adjustment: the 
method used to make the adjustment: and the results of taxpayers' 
appeals to IRS' proposed adjustments. 

Also, U.S. corporations which control foreign subsidiaries 
must submit with their tax return a form (form 2352) showing in- 
formation on their multinational operations. On the form, the 
U.S. corporation must report its dealings, e.g., tangible and 
intangible property transactions, interest payments, loans, div- 
idends, etc., with its foreign subsidiaries. The U.S. corpora- 
tion is also required to provide the foreign subsidiaries' profit 
and loss statement, balance sheet, and analysis of changes in sur- 
plus accounts. 

IRS aggregates some of this data but we found no indication 
that it is used to reach management decisions on how best to use 
its resources. IRS ' Statistics Division publishes a Statistics 
of Income report which contains statistical tables summarizing 
information from the corporations' multinational operations as 
reported on the forms 2952. In doing this, the Statistics Divi- 
sion also generates listings of the data reported by each multi- 
national corporation in the CEP. These listings could be quite 
useful to IRS in evaluating its section 482 enforcement activi- 
ties. 

For example, examiners and managers using the listings could 
quickly identify all subsidiary corporations operating in a par- 
ticular tax haven country, involved in a particular industry, or 
having unusually high profits. IRS could also determine the lo- 
cation of those corporations where an adjustment was made, the 

10 



amounts of adjustments made involving tax haven countries, and 
the results of cases that were appealed. Through such analyses, 
IRS could search for common denominators to use in targeting its 
limited resources. 

Other information IRS needs is not so readily available. 
For example, IRS needs to know the extent of noncompliance with 
section 482 regulations that exists within the universe of mul- 
tinational corporations. IRS has, in the past, shown that it 
can respond to similar problems in developing management strat- 
egy where unknown factors exist, such as in the area of the un- 
known extent of noncompliance among individual taxpayers. IRS 
now needs to focus its expertise on ways to obtain a more certain 
measure of the total noncompliance with section 482 that exists 
in the multinational corporate universe. 

We recognize that section 482 enforcement is a complex man- 
agement task. Given the fact that IRS is limited in its exami- 
nation resources and will in all likelihood remain so, it cannot 
cover the entire universe of potential section 482 adjustments 
on multinational corporate tax returns. Thus, IRS management 
must on a more informed basis evaluate and adjust its enforce- 
ment strategy to assure that it makes the best possible use of 
its examiners and economists. 

IRS NEEDS TO MAKE GREATER 
USE OF ITS ECONOMISTS 

To develop adjustments using the arm's length standard, the 
examiner's normal expertise in accounting and the law must be 
supplemented with an expertise in economics. The IRS manual on 
section 482 enforcement shows that examiners must look behind 
the books and records of a corporation to discover the economic 
or commercial realities of the market place and of the complex 
transactions. Instead of the examiner's prime concern focusing 
on forms, invoices, books, and accounts, it shifts to the pro- 
ducts transferred and the functions required to effect that 
transfer. This functional analysis requires economic expertise. 
At present, IRS has 14 economists available on a request basis 
to assist its examiners. 

Present procedures for involving an economist in a section 
482 adjustment are as follows. According to the Internal Rev- 
enue Manual, a request for assistance should be made as soon as 
it is determined that an economist is needed. Case managers are 
responsible for identifying which examinations would benefit by 
having an economist on the audit team. A case manager's decision 
on whether or not to request an economist is usually made after 
considering the recommendation of the international examiner on 
the audit team. IRS' manual stipulates that requests should 
be limited to potential adjustments of $500,000 or more, or to 
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examinations where resolutions of the issue will have signifi- 
cant precedent value. According to the manual, requests for as- 
sistance should be made when an economist can assist (1) in the 
identification and evaluation of potential issues, or in the 
recognition of the economic data needed to support the issues: 
(2) in the analysis, evaluation, and interpretation of economic 
and statistical information; and (3) in determining whether an 
adjustment is based on sound economic concepts, is reasonable in 
amount and is consistent with recommendations made in similar 
situations. Economists may also participate in conferences be- 
tween IRS personnel and corporate officials if economic data are 
going to be discussed. 

In our review of IRS examinations, we found that case man- 
agers frequently did not use economists in examinations where, 
according to IRS' dollar criterion, their assistance may have 
been needed. Fifty-seven of the 519 examinations in our data 
base encompassed 69 section 482 adjustments that met IRS' dollar 
criteria for requesting assistance from economists. However, 
economists actually participated in developing only 6, or 
9 percent, of these adjustments. 

In discussing the use of economists, 29 of 42 examiners and 
their supervisors we talked with told us that economists are very 
helpful in developing section 482 adjustments involving the iden- 
tification and use of comparable transactions for pricing pur- 
poses. Various examiners and supervisors told us that economists 
were not used more frequently due to: 

--The additional time required by economists to develop an 
adjustment. 

--The belief by some examiners that the expertise of econo- 
mists was no better than that of the examiners. 

--The reluctance of examiners to request economic assistance 
when the need for an economist is not identified until the 
examination is well underway. 

To find out whether assistance from economists in more 
adjustments would have been beneficial, we discussed with IRS 
economists 23 of the 63 (69-6) adjustments where, according to 
the dollar criterion in the IRS manual, an economist's assistance 
could have been requested but was not. We did not discuss the 
other 40 adjustments because we believed the reports on these 
adjustments contained insufficient information to permit a judg- 
ment on whether the participation of an economist was necessary. 

We discussed the 23 cases with four economists. The Chief 
of the Coordinated Programs Section, who is responsible for the 
CEP, suggested that we deal with these economists in particular 
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because they were his senior economists and devoted most of their 
time and effort to CEP examinations. In only 1 of the 23 adjust- 
ments did the economists believe the issue was developed such 
that their assistance was not needed. For the remaining 22 ad- 
justments, the economists believed they could have contributed 
to better development of the adjustments. They stated that their 
contribution could have included: 

-More complete and reliable analysis of economic data. 
For example, IRS appeals officials asked an economist for 
assistance in one unagreed adjustment because the amount 
did not seem to have much support or follow logically 
from the facts presented. In our discussions, the econo- 
mist told us that had they been involved in the initial 
development of this adjustment, they could have developed 
a price which would have been more in line with IRS' pre- 
vious position on similar adjustments. 

--Better development of the comparable data used for deter- 
mining a price. One adjustment, for example, was based 
on a comparable price using unrelated licensing agreements 
which were modified by the examiner to fit the current 
situation. Corporate officials disagreed with the modi- 
fication. The economists believed they would have been 
able to determine (1) whether the licensing agreements 
were appropriate to use, and (2) whether they could be 
properly modified to fit the current circumstances. 

In discussing the specific adjustments, the economists 
stated that it was sometimes difficult to determine if the ex- 
aminer properly developed the comparable price based only on an 
evaluation of the examiner's report. At times the reports did 
not contain the "whys" and "bows" of development for the issue. 
In these instances it was difficult to know whether the problem 
was in case development or in report writing by the examiner. 
Notwithstanding, and even though the number of cases we discussed 
with economists was not large and the issue of economists' par- 
ticipation of necessity involves subjective judgment, we found 
their logic convincing. 

We discussed with the Chief of the Coordinated Programs Sec- 
tion and the Chief of the International Program Section the fea- 
sibility of mandatory participation by economists in adjustments 
where comparable transactions must be analyzed. The officials 
told us that mandatory participation by economists appeared to 
be a good idea. The Chief of the International Program Section 
stated that economists are important to the audit team and their 
inputs strengthen the audit effort. The Coordinated Examination 
Program Chief added that while economists' participation in au- 
dits has not been substantial in the past, IRS has recently be- 
gun a comprehensive education program in an effort to encourage 
requests for economists' participation. The education program 
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is designed to make case managers and international examiners 
more aware of the assistance economists can provide. The program 
consists of having economists speak at IRS meetings and training 
classes for examiners and case managers, distributing a pamphlet 
on the economists' function, and revising IRS manuals to include 
guidance on the type of assistance economists can provide. Since 
the education program is still in an early stage, it is too early 
to evaluate results. The officials stated, however, that manda- 
tory participation could create a need for additional economists. 

Because economic analysis appears essential in many section 
482 enforcement efforts, a good case can be made that economists' 
participation should be mandatory in those instances where safe 
haven- rules can not be used. We recognize that mandatory parti- 
cipation would increase the workload for the 14 IRS economists. 
However, we also recognize that, in some cases, mandatory parti- 
cipation can be accomplished by as little as a telephone contact. 
IRS is now in the process of implementinq the House Ways and 
Means Oversight Subcommittee recommendation that IRS increase 
the number of its economists and decentralize them. Requiring 
mandatory participation should allow IRS management to determine 
whether additional economists are needed and, if so, how many. 

DATA DEVELOPED BY ECONOMISTS SHOULD 
BE MADE AVAILABLE ON A WIDER SCALE 

In addition to requiring mandatory participation of econo- 
mists in section 482 adjustments where safe haven rules do not 
appW IRS could make better use of the data the economists de- 
velop by more widely disseminating that data to its audit teams. 
By doing so, section 482 enforcement can be improved and audit 
time lessened. 

In developing a section 482 adjustment, economists fre- 
quently develop large amounts of information on a corporation 
and its industry. The type of information developed includes 

--comparable prices in the industry which can be applied to 
the situation in question at the specific corporations, 

--analysis of the functions performed by each party in- 
volved in the intercorporate transaction and in the 
comparable transaction, 

--data such as average hourly wage and/or unit assembly 
costs for the corporation, and 

--research on overall operations of corporations similar 
to the corporation being examined. 
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Recognizing that this information can be useful on other 
examinations, IRS established procedures for economists to pro- 
vide recommendations on potential issues and other data to the 
industry specialists who coordinate IRS' various industrywide 
examinations. The industry specialization program presently 
covers only 13 industries. Thus, a large part of section 482 
enforcement involves corporations in industries not covered by 
the industrywide program. The examinations of corporations in 
these industries could also benefit from the use of the econo- 
mists' information. 

Specifically, information on a section 482 issue developed 
by an economist participatinq on a particular examination could 
justify recommending an examination of the same issue at another 
corporation in the same industry or establishing an industrywide 
examination of the issue for an industry not currently in the 
industrywide program. Even if the information developed by an 
economist was not significant enough to justify establishing an 
industrywide examination of the issue, it could be of sufficient 
importance and usefulness to be communicated to case managers 
and examiners responsible for examining tax returns of other 
corporations. 

The economists and the Chief of IRS' Coordinated Program 
Section agreed that economists could make a valuable contribu- 
tion by identifying potential issues for examinations at corpo- 
rations having similar operations or products. They also agreed 
that in these instances communicating issue-related information 
developed by economists to case managers and examiners would 
prove useful. We believe IRS should formalize this process. 

SAFE HAVEN INTEREST RATE USED 
IN ADJUSTMENTS INVOLVING LOANS 
AND ADVANCES SHOULD MORE CLOSELY 
REFLECT THE OPEN MARKET RATE 

Section 482 regulations require that interest be charged on 
loan and advance transactions made by one corporation to another 
in the same controlled group. The regulations permit the corpo- 
ration in certain instances to use either a "true" arm's length 
interest rate or a rate within a "safe haven" range. (See app. 
I.) The true arm's length rate is the rate of interest that 
would have been charged at the time the indebtedness arose in 
independent transactions between unrelated businesses. If a cor- 
poration charges interest within the safe haven range (at the time 
of our review not less than 6 and not more than 8 percent), no ad- 
justment is considered necessary provided that the corporation is 
not in the business of making loans or advances of the same general 
type as the loan.or advance transactions made to the related corpor- 
ation. If, however, the corporation did not charge any interest or 
charged a rate which did not satisfy the 6 to 8 percent standard, 
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then the rate used by IRS was 7 percent simple interest. l/ Use of 
the safe haven interest rate eliminates the uncertainty to the 
corporation of whether the rate charged will be considered an arm's 
length rate by IRS. It also provides IRS examiners with a criterion 
to use in making adjustments without having to identify comparable 
arm's length rates. 

As shown in the following chart, since 1968 the safe haven 
interest rate has generally been substantially lower than prime 
interest rates, which more closely reflect the actual cost of 
borrowing. This disjunction has occurred because the rate was 
revised only once between 1968 and 1980--a 12-year period. 2/ 
Failure to revise the rate to more closely reflect the prim< in- 
terest rates normally results in substantially lower interest 
income reported by U.S. corporations for tax purposes. 

COMPARISON OF SAFE HAVEN AND 
PRIME INTEREST RATES 
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Note: On July 24, 1975, the rate was increased 
from 5 to 7 percent. 

L/If the corporation can justify a more appropriate rate than 
the safe haven rate, that rate is considered the arm's length 
rate and may be used. 

2/0n July 1, 1981 Treasury implemented a new, higher adjustment - 
rate of 12 percent. The safe haven range was raised to rates 
not less than 11 and not more than 13 percent. 
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Our analysis showed that 83 of the 84 section 482 adjust- 
ments involving loan or advance transactions made between August 
1972 and June 1975 were based on the safe haven interest rate of 
5 percent. These 83 adjustments, amounting to $12.6 million, 
were made because the lending corporations charged no interest 
on the intercorporate loans, advances, or delinquent accounts 
receivable. During the period when these adjustments were made, 
the prime interest rates were always higher than the 5 percent 
rate, ranging from a low of 5.25 percent to a high of 12.0 
percent. 

We discussed the need for more frequent revisions of the 
safe haven interest rate with officials of IRS' Office of the 
Deputy Chief Counsel (Technical) and Treasury's Office of Tax 
Analysis. The officials agreed that the interest rate has his- 
torically been too low when compared to market interest rates 
and should be revised upward. They stated that the procedure 
for changing the rate was time-consuming and normally took about 
2 years. The official from IRS explained that the procedure re- 
quired: 

--The Director, Legislation and Regulation Division to pro- 
vide the Assistant Secretary for Tax Policy a memorandum 
explaining the trends in interest rates and that the safe 
haven rate should be revised. 

--The Assistant Secretary to agree that a change is war- 
ranted and to recommend that a study project be initiated. 

--The Commissioner of IRS and the Executive Office of the 
Secretary of the Treasury to approve the study project. 

--The Commissioner of IRS and the Executive Office of the 
Secretary of the Treasury to approve the proposed regula- 
tion change reflecting the revised rate. 

--The proposed regulation change to be published in the 
"Federal Register" and public hearings held. 

--The Department of the Treasury to issue the new regula- 
tion change. 

Although the safe haven interest rate has only been changed 
once in 12 years, Treasury and IRS have periodically reviewed 
the rate in relation to prime commercial rates and the average 
yield of 5-year U.S. Treasury securities. It appears from Treas- 
ury and IRS documents that the rate was not changed more often 
because (1) the difference between the safe haven rate and the 
two rates used for comparison was not considered significant 
enough to require a regulation change and (2) the procedure 
for such a change requires substantial work and time. 
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The official from Treasury agreed that the safe haven ad- 
justment rate should correspond more closely to open market 
prices. He stated that he believed a self-adjusting interest 
rate should be established for the section 482 regulations. The 
official said that in some instances where rates are set by regu- 
lations, the problem of rate fluctuation is handled by the regu- 
lations permitting a change without a policy review. The offi- 
cial said that Treasury has plans to consider implementation of 
the self-adjusting rate in the future. 

INFORMATION RETURNS SHOULD 
BE REQUIRED OF FOREIGN 
CONTROLLED U.S. SUBSIDIARIES 
AND SOME PORTIONS OF THE 
RETURN SHOULD BE CLARIFIED 

When reviewing transactions between a U.S. parent and its 
foreign subsidiaries for potential section 482 adjustments, the 
data contained on the "Information Return with Respect to Con- 
trolled Foreign Corporations" (Form 2952) is of great importance 
to IRS (see app. II). In fact international examiners consider 
the form 2952 a prime source of information in identifying po- 
tential section 482 adjustments and in planning their examina- 
tion work. However, the information return is required only of 
U.S. parent corporations for their foreign subsidiaries. It is 
not required of U.S. subsidiaries controlled by foreign parent 
corporations. IRS officials and examiners stated that requiring 
an information return from foreign-controlled U.S. subsidiaries 
would help in identifying potential section 482 adjustments and 
reduce the time needed to review their operations. 

In addition, there are two requirements on the return which 
do not clearly communicate the information IRS needs. The first 
requirement involves reporting the amount of sales and purchases 
of stock in trade among foreign subsidiaries of U.S. parents. 
The other requirement concerns the reporting of loans. Because 
the form does not clearly communicate, IRS must in both situations 
do additional work to develop this information or risk not making 
necessary adjustments. 

Information returns should be required 
of foreign-controlled U.S. subsidiaries 

Section 6038 of the Internal Revenue Code authorizes IRS to 
require that an information return be completed by all U.S. par- 
ent corporations showing information on transactions with their 
foreign subsidiaries. This return must be submitted with the 
parent corporation's tax return. In the return, U.S. parent 
corporations must show the amount of receipts and payments in 
transactions involving stock in trade, property rights, services, 
loans, rents, royalties, etc. that occurred between (I) the U.S. 
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parent c:orporation and each foreign subsidiary, (2) each U.S. 
subsidiary and foreign subsidiary of the U.S. parent corporation, 
and (3) each foreign subsidiary. 

Foreign-controlled U.S. subsidiaries conduct the same type 
of transactions with their foreign parents and other controlled 
corporations of their foreign parents. However, the extent of 
these intercorporate transactions need not be reported to IRS 
through the information return. 

Consequently, IRS does not have this information available 
when initially planning the work to be performed during the exarn- 
ination of these corporations. !&en planning their examination 
work, international examiners told us that they use the transac- 
tion information to identify potential non-arm's length transac- 
tions among the controlled corporations. The examiners provide 
time in their audit plans to analyze such transactions. Not 
having the transaction data available when beginning the examina- 
tion delays the planning process and the starting of detailed 
examination work for international tax issues. 

Because an information return is not required for controlled 
U.S. corporations, examiners normally request intercorporate 
transaction information from corporate officials when beginning 
the examination. This is a time-consuming process that entails 
requesting specific data and documents from the corporation, 
waiting for the corporation to provide the information requested, 
and reviewing the information before an examiner can complete the 
audit plans and begin the examination of specific issues. Accord- 
ing to the examiners, having this information available with the 
return would assist them in (1) identifying what international 
tax issues should be examined, (2) preparing the audit plan, (3) 
becoming more efficient in developing the issues, and (4) reduc- 
ing the time needed to complete the examination. 

At least one IRS employee has formally recognized this need. 
A supervisor of international examiners recommended in 1977, un- 
der IRS' Employee Suggestion Program, that foreign-controlled 
U.S. corporations be required to file an information return. 
The supervisor stated that the information return, if provided, 
would be as valuable in examining foreign-controlled U.S. sub- 
sidiaries as it is in examining U.S. parent corporations. The 
supervisor believed that requirinq the return would reduce ex- 
amination time, thus resulting in-a salary cost savings per 
audit, and also improve international enforcement of foreign- 
controlled U.S. subsidiaries. 

The requirement that U.S. parent corporations with foreign 
subsidiaries submit information returns was established in 1960 
when section 6038 of the code was enacted. Department of Trea- 
sury and IRS officials told us that, in their opinion, this 
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reporting requirement was not extended to controlled U.S. corpo- 
rations because at that time 

--there were few foreign-controlled U.S. corporations and 
reporting was not considered necessary, and 

--the Congress was primarily concerned about the foreign 
tax credit instead of section 482 enforcement. 

Today, the situation concerning foreign-controlled U.S. 
corporations is quite different than when section 6038 was 
enacted. In 1959 there were only 1,006 foreign-controlled U.S. 
corporations with assets totaling $8.4 billion. By 1974 the 
number of controlled U.S. corporations had increased to 6,538 
with assets totaling more than $76 billion. Further, Department 
of Commerce figures show that foreign direct investment in the 
U.S. increased at an estimated average annual rate of 6.5 per- 
cent between 1959 and 1972 and exceeded 20 percent annually dur- 
ing 1973 and 1974. 

IRS officials also expressed the opinion that requiring 
foreign-controlled U.S. corporations to prepare the information 
return would not place an a'dded burden on the corporations be- 
cause the corporations are currently providing similar data.in 
response to examiners' requests. They stated that the need for 
this information is becoming increasingly important due to the 
large increase in the number of foreign-controlled U.S. corpo- 
rations. 

Form 2952 requirements for 
reporting stock in trade and loan 
transactions need clarification 

As presently worded, the information return (form 2952) 
contains two requirements for information which do not adequate- 
ly communicate to the corporation the data that IRS needs. The 
first requirement involves the reporting by U.S. parent corpora- 
tions of sales and purchases of stock in trade among their for- 
eign subsidiaries. The second requirement concerns the reporting 
of intercorporate loan transactions. Multinational corporations 
can shift income by conducting both types of these transactions 
at other than arm‘s length terms. According to the IRS manual, 
examiners are to review these transactions when examining the U.S. 
parent corporation's tax return. If non-arm's length transac- 
tions are identified, the examiners are to prepare a section 482 
adjustment. 

U.S. parent corporations report on form 2952 the amounts of 
receipts and payments in transactions among their foreign corpo- 
rations. The problem in reporting transactions involving the 
"sales and purchases of stock in trade" stems from a clause on 
the form which reads "except in the ordinary course of business 
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where neither party to the transaction is a U.S. person." When 
the subsidiary corporations involved in the transactions are all 
foreign, the wording of the clause is inadequate as it essential- 
ly fails to require reporting of all such transactions. This 
lack of information on sales and purchases among controlled for- 
eign corporations hampers IRS' efforts and may cause IRS to over- 
look some section 482 adjustments. 

U.S. corporations are also required to report on the form 
the amounts of receipts and payments involved in intercorporate 
loan transactions. The problem with this requirement is a clause 
on the form which reads O* * * other than open accounts which 
arise and are collected in the ordinary course of business." 
Thus, corporations are required to report only the amount oi 
loan transactions which were closed during the year. They are 
not required to report open loan accounts. Without this infor- 
mation, examiners may be unaware of loans which have been out- 
standing for years. IRS officials believe the lack of loan in- 
formation hampers their enforcement efforts because they do not 
get a complete picture of the extent of loan transactions. Exam- 
iners must do additional work to identify this information or 
risk not making necessary adjustments. 

IRS officials told us that, for the past few years, they 
have been aware of the inadequacies in the wording of these two 
areas. They stated that these inadequacies have been mentioned 
during training courses for international examiners. The offi- 
cials said that about 6 years ago IRS began developing a new 
"form 5471" to consolidate the information required on form 2952 
and that of other forms. The new form, as currently proposed, 
would obtain the data IRS needs. However, the officials could 
not tell us if, or when, the new form will be issued. As an in- 
terim measure, the officials said that revisions to the current 
form 2952 could be made when the form is next printed. Current 
supplies of the form should last to 1982. 

IRS should either revise the form 2952 when it is printed or 
issue the new consolidated form. Until such time as one or the 

b other of these actions is taken, IRS should inform its examiners 
of the shortcomings in the information they are receiving on the 
present form 2952. 

TIMELY ACCESS TO CORPORATE 
RECORDS BEING STUDIED BY IRS 

r 

International examiners must have access to corporate books 
and records in a timely manner if they are to be effective in 
enforcing section 482 as well as other code sections, and if 
they are to meet IRS' objective of only 3 open tax return years 
for CEP corporations. However, international examiners and other 
IRS officials stated that corporate records frequently are not 
provided in a timely manner. 
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IRS officials discussed the records problem with staff from 
the House Ways and Means Oversight Subcommittee during their re- 
view of IRS' CEP program in late 1977. The Commissioner of IRS 
also testified on the problem before the subcommittee in Septem- 
ber 1977. Because of these discussions, the subcommittee noted 
in its April 1978 report that IRS' authority to require appropri- 
ate books and records, contained in Internal Revenue Code Sec- 
tions 905, 964, and 6001, provides no penalties in the event 
corporate officials fail to adequately comply with these sec- 
tions. The study recommended that IRS determine whether penal- 
ties for noncompliance with these sections would be helpful. If 
so, IRS was to communicate its findings to the Department of the 
Treasury so that legislative proposals could be made to the Con- 
gress. 

In partial response to the subcommittee's recommendations, 
IRS issued a manual supplement in October 1979 to ensure that 
its employees understood the agency's authority under the three 
sections to obtain books and records. IRS is also presently 
conducting a study to determine whether additional authority is 
needed to obtain more timely access to corporate information and 
records. 

Since IRS' study was in progress while we were conducting 
our review, we looked at the approach IKS was taking. The study 
approach appeared sound. For this reason, we did nut include 
the potential access problem in our work. 

CONCLUSIONS 

The past few decades have seen a tremendous expansion in the 
number and complexity of multinational corporations and the fi- 
nancial transactions between multinational parents and subsidi- 
aries. This, in turn, has produced correspondingly complex en- 
forcement problems for IRS. Recognizing this, IRS has devoted 
considerable attention to improving its process for examining 
multinational corporate tax returns, But more needs to be done, 
especially in the area of enforcing code section 482. 

IRS must place itself in a better position to make informed 
decisions for maximizing the use of its limited resources. To 
do this, IRS needs to assess its current enforcement strategy 
for section 452 by usinq information on (1) the universe and lo- 
cations of multinational parent corporations and their subsidi- 
aries, (2) the extent that these parents and subsidiaries conduct 
intercorporate financial transactions, (3) the extent that these 
transactions may not be in compliance with the arm's length stand- 
ard, and (4) the extent to which IRS enforcement activities are 
recouping the tax loss. With this baseline data, IRS will have 
information on the incidence and magnitude of multinational non- 
compliance in terms of improper shifting of income. IRS can then 
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reaffirm its present strategy or make an infurmed decision re- 
garding a new approach. It must then monitor the results of 
its enforcement activities to adjust its overall strategy if 
necessary. 

One way IRS can improve its enforcement of section 482 and 
the use of its limited resources is by making greater use of its 
economists. Economists can contribute significantly to the de- 
velopment of successful section 482 adjustments where it is nec- 
essary to establish an arm's length price. Their expertise 
brings an added but necessary dimension to the audit process. 
Given this, they could productively be involved in the develop- 
ment of all such adjustments. 

From a practical standpoint, however, it would seem prudent 
to establish some criteria for economists' participation in rec- 
ognition of their limited number and IRS has in fact established 
such criteria. While we did not evaluate the appropriateness of 
that criteria, we noted that the dollar criterion was not met in 
50 of the 119 cases in our data base where the adjustment was 
determined on the basis of comparable uncontrolled transactions 
or one of the alternative methods. Also, IRS has recognized the 
importance of economic analysis in section 482 adjustments and is 
presently conducting a comprehensive education program to encour- 
age examiners to request the assistance of economists. Accord- 
ingly, IRS should reassess the appropriateness of its criteria 
and require mandatory participation by economists in each 
adjustment that meets the criteria established. 

IRS also needs to make wider use of information developed 
by its economists. In making audit adjustments, economists de- 
velop substantial information about the corporate taxpayer. IRS 
has found through its industry specialization program that com- 
municating this type of information to audit teams examining cor- 
porations with similar operations or products is a highly effec- 
tive technique. This technique should be expanded beyond the 
industry specialization program. When developing an adjustment, 
the economists should determine whether the issue may exist at 
other corporations. If so, the information should be given to 
other IRS audit teams examining corporations with similar opera- 
tions or products. 

Another needed change concerns the use of safe haven inter- 
est rates. The economic climate since 1968 has produced rapidly 
changing interest rates on the open market. The safe haven in- 
terest rates established by Treasury have not kept pace. Keeping 
the safe haven interest rates substantially lower than the open 
market rate can result in U.S. corporations reporting less in- 
come for tax purposes. Further, from an equity standpoint, fail- 
ure to adjust the safe haven rates upward is unfair to those U.S. 
corporations who cannot use them. Thus, Treasury should adjust 
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the safe haven rates as often as necessary to make the rates 
realistically reflect the cost of borrowing on the open market. 

Changes should also be made regarding the form 2952, which 
IRS examiner5 use as their startiny point for most examinations 
involving international transactions. Examiners consider the 
data provided on this form critical to the successful identifica- 
tion of many potential section 482 adjustments. Section 6038 of 
the Internal Revenue Code authorizes IRS to require this infor- 
mation only from U.S. parent corporations, but similar informa- 
tion is also needed for U.S. subsidiaries of foreign parents. 
Having this information readily available would enhance the 
identification and examination of section 482 issues in interna- 
tional transactions between U.S. subsidiaries and their foreiqn 
parents. 

Another problem concerning the form 2952 is that the form 
does not clearly describe the information IRS needs concerning 
sales and purchases of stock in trade and intercorporate loan 
transactions. IRS is aware of, but has not yet corrected, this 
problem. IRS should clarify the description of the needed infor- 
mation either by revising the form 2952 when existinq supplies 
are depleted or by issuing a new consolidated form which is cur- 
rently being developed. In the interim, IRS should notify its 
examiners of the shortcomings in the information called for by 
the present form 2952. 

RECOMMENDATION TO THE CONGRESS 

We recommend that the Congress amend Section 6038 of the 
Internal Revenue Code to further provide that every United States 
person, as presently defined by the code, shall.furnish such in- 
formation as the Secretary may prescribe by regulation with re- 
spect to any foreign corporation which controls such person. 

RECOMMENDATION TO THE 
SECRETARY OF THE TREASURY 

We recommend that the Secretary of the Treasury adjust the 
safe haven interest rate as frequently as necessary to realis- 
tically reflect the current costs of borrowing on the open mar- 
ket. 

RECOMMENDATIONS TO THE COMMISSIONER 
OF INTERNAL REVENUE 

We recommend that the Commissioner of Internal Revenue: 

, 

--Aggregate and analyze existing data from a management 
perspective, consider ways to get a better measure of 
noncompliance, and establish procedures for continuously 
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assessing the appropriateness of IRS' section 482 enforce- 
ment strategy. 

--Reassess the appropriateness of IRS' criteria for request- 
ing economists' participation in section 482 adjustments 
and require that participation be mandatory for all ad- 
justments that meet the criteria established. 

--Require IRS economists to evaluate whether the information 
they develop in one examination would be useful in other 
examinations and establish a procedure for communicating 
such information to other audit teams which examine cor- 
porations having similar operations or products. 

--Clarify the description of the information that corpora- 
tions should report concerning the sale and purchase of 
stock in trade and intercorporate loan transactions either 
by revising the form 2952 when current supplies are de- 
pleted or by issuing the new consolidated form currently 
being developed. In the interim, IRS should notify its 
examiners of the shortcomings in the present form. 

AGENCY COMMENTS AND 
OUR EVALUATION 

Treasury agreed in principle with our conclusions and recom- 
mendations concerning the need to more frequently adjust the safe 
haven interest rate. Treasury stated that a change in the cur- 
rent safe haven rate was made on July 1, 1981, and it anticipated 
that the rate in the future will be adjusted periodically so as 
to reflect major changes in interest costs. Treasury added that 
it had considered the possibility of using a self-adjusting rate 
but believed such a rate would present problems for taxpayers. 

IRS generally agreed with our conclusions and recommenda- 
tions for improving its section 482 enforcement procedures. 
Agreeing that it should obtain and analyze information from a 
management perspective, IRS said it intended to expand its on- 
going section 482 study to meet this need. IRS further agreed 
to reassess its criteria for requesting economists' assistance 
in developing section 482 adjustments and to mandate their par- 
ticipation in all adjustments meeting the criteria. IRS also 
said that it would evaluate its present procedures for communi- 
cating information developed by its economists to revenue agents 
and make changes in these procedures provided that disclosure 
restrictions are not violated. 

With respect to our recommendation concerning the form 2952, 
IRS agreed to notify its examiners of the form's shortcomings 
but stated that changing the current wording may require a change 
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to section 6038 of the tax regulations. The need to provide bet- 
ter instructions to both taxpayers and IRS examiners is clear. 
Thus, we think that IRS should take the necessary steps to fill 
this need. 
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CHAPTER 3 

HOW CAN SECTION 482 ENFORCEMENT BE MADE 

MORE CERTAIN AND LESS ADMINISTRATIVELY 

BURDENSOME? TREASURY SHOULD SEEK THE ANSWER 

Adjusting multinational intercorporate transactions for tax 
purposes under current section 482 regulations is administrative- 
ly burdensome for both IRS and the corporate taxpayer. Moreover, 
the consiaerable amount of judgment necessary in most income ad- 
justments recommended under the regulations creates uncertainty. 
In recent years, the regulations have been a source of dissatis- 
faction to all parties affected, including the courts. 

In essence, section 482 enforcement is criticized because 
the theory on which it rests no longer corresponds to the reali- 
ties of intercorporate transactions. In theory, a section 482 
adjustment should be made when income reported for a multina- 
tional intercorporate transaction varies from the comparable un- 
controlled price of a similar transaction between two unrelated 
businesses. The comparable uncontrolled price is the arm's 
length price for the transaction. In practice, however, IRS 
examiners have difficulty finding a comparable uncontrolled 
price for most transactions. Of the examinations we reviewed, 
only 3 percent (12 of 403) of IRS' recommended adjustments be- 
tween parents and foreign subsidiaries were based on comparable 
uncontrolled prices, The income adjusted through these arm's 
length prices amounted to only 3 percent of the total income ad- 
justed for section 482 issues. 

The regulations provide some guidance for those instances 
where an arm's length price cannot be identified but, too fre- 
quently, the examiner must use considerable judgment in analyz- 
ing extensive data which often does not directly relate to the 
specific situation at hand. To the extent that the facts do not 
directly relate, the adjustment price becomes estimated. 

Tax experts and corporate taxpayers have suggested that 
Treasury reconsider the appropriateness of the arm's length 
standard in an economic world more complex than that which 
existed when the standard was adopted in 1934. For example, one 
alternative suggested is the use of formulas for apportioning 
income in certain situations. Apportionment formulas are pres- 
ently used by the States, and some experts believe these formu- 
las, when applicable, reflect market realities better than the 
arm's length standard. Another alternative frequently suggested 
is to expand the use of the safe haven concept, thus, creating 
greater certainty. 
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We recognize that some difficult international issues 
might be raised if the U.S. adopted new approaches to taxing 
multinational transactions. We, do not, however, believe that 
this prospect should deter Treasury from studying whether al- 
ternatives, or a combination of alternative and present ap- 
proaches, could make section 482 enforcement administratively 
easier, more certain, and more equitable for all concerned. 

IRS MAKES RELATIVELY FEW 
ADJUSTMENTS ON THE BASIS OF 
COMPARABLE INDEPENDENT PRICES 

The 1968 regulations issued by Treasury provided IRS with 
guidelines for making section 482 income adjustments. The requ- 
lations explain the arm's length standard, the principle under- 
lying section 482 adjustments, as follows: 

"The purpose of section 482 is to place a controlled 
taxpayer on a tax parity with an uncontrolled taxpayer, 
by determining, according to the standard of an uncon- 
trolled taxpayer, the true taxable income from the prop- 
erty and business of a controlled taxpayer * * *. The 
standard to be applied in every case is that of an un- 
controlled taxpayer dealing at arm's length with another 
uncontrolled taxpayer." 

For example, uncontrolled transactions with respect to the trans- 
fer of tangible property are defined as 

--sales by an member of the controlled group to unrelated 
businesses, 

--sales to a member of the controlled group by unrelated 
businesses, and 

--sales in which the businesses are not members of the 
controlled group and are not related to each other. 

IRS first tries to identify independent transactions which 
are exactly comparable or so nearly identical to the transac- 
tion in question as to have no effect on price. In the absence 
of such independent transactions, the regulations permit IRS to 
use other alternative techniques to apply the arm‘s length stand- 
ard. The alternative techniques generally involve constructing 
adjustment prices based on independent transactions that fall 
short of being exactly comparable or nearly identical to the 
transaction in question. The regulations provide guidelines for 
making adjustments to the following five categories of intercor- 
porate transactions: (1) sale of tangible property, (2) transfer 
or use of intangible property, (3) loans and advances, (4) per- 
formance of services, and (5) use of tangible property (rent). 
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The regulations permit the use of alternative techniques for ad- 
justments in all five categories of transactions when a compar- 
able uncontrolled price cannot be found. The regulations also 
require the use of safe haven rules under certain conditions for 
transactions in categories (3), (4), (5). 

Our study showed that few section 482 adjustments are made 
using prices based on comparable uncontrolled transactions. As 
shown in the following table only 3 percent of the 403 IRS recom- 
mended section 482 adjustments were based on arm's length prices 
determined through comparable uncontrolled transactions. The 403 
adjustments involved 200 of the 519 multinational corporations in 
our data base and their controlled foreign corporations. L/ 

Basis 'for adjustment 

Amounts determined through 
Comparable uncontrolled 

transactions 
Alternative techniques 
Safe haven rules 

Total 

Other: 
Not determinable from 

report (note a) 
Not applicable (note b) 

Total 

a/Information not shown in - 

Number of Adjusted 
adjustments Percent amount Percent 

12 
107 
240 

359 

25 
19 - 

403 

3 $ 7,384,342 3 
26 181,251,869 65 
60 60,410,769 22 - - 

89 249,046,980 90 - - 

6 7,592,307 3 
5 20,855,126 7 - - 

100 $277,494,413 100 _- - 

records we examined. 

b/Use of section 482 to make adjustments where neither safe haven - 
rules nor arm's length prices were applicable. For example, re- 
turning total income to the U.S. because of sham foreign subsid- 
iary. 

As shown above, 26 percent of the section 482 adjustments 
were made using alternative techniques. These require an even 
greater degree of subjective judgment by the examiner than does 

l/IRS also made other section 482 adjustments amounting to $330 - 
million which involved 235 of the 519 corporations. We did 
not analyze these adjustments because the transactions did not 
involve a controlled foreign corporation. However, 200 of the 
235 corporations are the same corporations represented in our 
statistics because they also had adjustments involving their 
foreign subsidiaries. 
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the identification of an arm's length price. The income ad- 
justed through alternative techniques amounted to 65 percent 
of the total adjusted. The tax impact of these adjustments is 
not known precisely but can be roughly estimated at $87 million 
based on a corporate tax rate of 48 percent. 

In the next few pages we describe in greater detail the 
k-inds of alternative techniques available to IRS examiners in 
adjusting income for the five categories of intercorporate trans- 
actions. Our discussion shows that the application of alterna- 
tive techniques where no comparable uncontrolled price can be 
found creates administrative difficulties and uncertainty for 
both IRS and the corporate taxpayer. In most cases, the adjust- 
ment that results from applying thti alternative techniques is 
based on data that does not directly relate to the specific sit- 
uation at hand. 

Most adjustments involving 
the sale of tangible property 
involve considerable judgment 

IRS considers tangible property adjustments to be the most 
important of the five categories discussed in the regulations 
because the largest amounts of revenue are involved. Tangible 
property adjustments in our data base amounted to 45 percent 
($125.1 of $277.5 million) of the total income adjusted by IRS 
under section 482. 

When a comparable uncontrolled price for a tangible prop- 
erty adjustment cannot be identified, the regulations direct ex- 
aminers to apply the resale price method, then the cost plus 
method, and finally a fourth method defined as "some appropriate 
method." (See app. III for a description of these pricing meth- 
ods). These methods must be applied in sequence until an appro- 
priate basis for an adjustment is found. 

Our statistics show that IRS was able to identify prices 
established through comparable uncontrolled transactions in only 
15 percent (5 of 34) of its tangible property adjustments. Even 
more revealing is that the adjustment amounts based on comparable 
uncontrolled transactions represented only about 2 percent ($2.3 
of $124.2 million) of the tangible property income which was ad- 
justed by IRS through determinable methods. 
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Pricing method 

Comparable uncontrolled 
transactions 

Resale price method 
Cost-plus method 
Any other method 

Total 

Not determinable 

Total 

Adjustments 
Number Percent 

5 15 
4 12 
9 26 

16 47 - ___ 

34 100 - 

3 

37 = 

Amount 
Total Percent 

$ 2,347,236 2 
7,801,901 6 
7,229,240 6 

106,796,497 86 

$124,174,874 100 zz==z 

964,019 

$125,138,893 

Information in the reports IRS provided us was not suffi- 
cient to determine the pricing method used for 3 of the 37 
adjustments. However, only 5 of the remaining 34 adjustments 
were made using prices obtained from comparable uncontrolled 
transactions. When comparable uncontrolled transactions could 
not be identified, IRS examiners most often used the fourth or 
"any other" method. Thus, 86 percent of the income adjustments 
resulting from the sale of tanqible property were made using 
that method for which the regulations provide the least guid- 
ance. 

The following examples taken from reports prepared by IRS 
economists and international examiners on examination cases we 
reviewed illustrate the amount of work and the considerable de- 
gree of judgment required of an examiner. 

Corporation A, a U.S. parent, sold component parts and 
materials to its foreign subsidiaries. The foreign sub- 
sidiaries assembled finished or semifinished devices that 
they sold back to the U.S. parent. The economist could not 
identify comparable uncontrolled transactions within the 
controlled group because the U.S. parent and the foreign 
subsidiaries made no similar sales to unrelated parties. 
Also, the economist was unable to find comparable uncon- 
trolled transactions outside the controlled group because 
the multinational corporation's interaffiliate transactions 
were in a form contrary to normal trade practices. The 
economist found that normal trade practices in that indus- 
try would have the U.S. parent providing without charge the 
component parts and materials to the foreign subsidiaries 
which, in turn, would function as contract assemblers and 
be paid for the services provided. The economist developed 
an adjustment based on an analysis of what would be an ap- 
propriate amount (labor costs plus profit) to reimburse the 
foreign subsidiaries for assembling the items sold to the 
U.S. parent corporation. The economist, in computing the 
adjustments, used profit margin percentages obtained from 
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an independent contract assembler that performed work some- 
what similar to that done by the foreign subsidiaries. The 
economist noted that the information obtained from the in- 
dependent contract assembler was incomplete and imcompatible 
in several important areas. 

Corporation B, a U.S. parent, sold chemicals to a foreign 
controlled distributor corporation at a markup of 10 per- 
cent over manufacturing costs. The examiner could not 
identify comparable uncontrolled transactions within the 
controlled group because no similar sales were made to un- 
related parties. The examiner developed the adjustment 
based on the gross profit percentages that selected inde- 
pendent (third party) U.S. distributors earned selling the 
U.S. parent corporation's chemicals. However, the examiner 
adjusted the independent U.S. distributors' profit percent- 
age using three factors to compensate for differences in 
the operations of the independent distributors and the for- 
eign controlled distributor. The examiner made the adjust- 
ments based on a gross margin of 36.3 percent computed as 
follows: 

Factors 

U.S. distributors' gross margin 
Differences in 

Sales function 
Warehousing function 
Markets 

Gross profit 
percentage 

27.7 

4.1 
0.5 
4.0 

Total 36.3 

The examiner identified the differences in operations after 
considerable discussion with representatives of the corpo- 
ration. Because the foreign-controlled distributor was 
located in a tax haven country, it was to the U.S. parent 
corporation's benefit to have its foreign distributor's 
gross profit percentage as high as possible. Therefore, 
the U.S. corporation officials argued that the different 
factor percentages should be higher. The examiner stated 
in his report that the adjustment made could not be tied 
down to a realistic, factual situation. 

As shown below, the results of our analysis of IRE adjust- 
ments to sales of tangible property are not dramatically differ- 
ent from those of other studies: 
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Percent of adjustments using pricing method 
Alternative methods 

Year of Comparable /" cost \ 
Study study uncontrolled Resale Plus Other Total Total 

Conference 
Board 
(note a) 1972 28 13 23 36 72 100 

Department of 
Treasury 
(note b) 1973 21 11 27 41 79 100 

Indiana 
University 
(note c) 1980 24 14 30 32 76 100 

a/Michael G. Duerr, Tax Allocations and International Business: 
- Corporate Experience with Sec. 482 of the Internal Revenue 

Code, (New York: The Conference Board, 1972). The Conference 
Board is an independent, nonprofit business research organiza- 
tion. 

b/US. Department of the Treasury, Summary Study of International 
- Cases Involving Section 482 of the Internal Revenue Code (Wash- 

ington: Treasury, 1973). 

c/Jane 0. Burns, "How IRS Applies the Intercompany Pricing Rules - 
of Section 482: A Corporate Survey," Journal of Taxation, 54 
(May 1980), 308-14. Dr. Burns, presently of the Graduate School 
of Business, Indiana University, is a former Vice-President of 
the American Taxation Association and Treasurer of the American 
Accounting Association's International Accounting Section. 

Adjustments involving the transfer 
or use of intangible property 

Intangible property includes such things as patents, inven- 
tions, trademarks, brand names, and technical data. (See app. 
IV.) Ownership of valuable intangible property can provide a 
corporation with a competitive advantage and rewards which en- 
able above normal profits. 

Similar to adjustments involving tangible property pricing, 
few intangible property adjustments were based on comparable un- 
controlled transactions. IRS recommended 73 intangible property 
adjustments between U.S. parent corporations and their foreign 
subsidiaries in the examinations we reviewed. We could not de- 
termine the method used in making 18 of the adjustments because 
the examiner's report did not contain sufficient information. 
However, only 3 of the remaining 55 adjustments (5 percent) were 
based on prices obtained from comparable uncontrolled transac- 
tions. The 3 adjustments represented about 4 percent ($2.3 of 
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$61.1 million) of the total amount adjusted for intangible prop- 
erty. The remaining 52 adjustments were made by the examiner 
using an alternative technique. When a comparable uncontrolled 
price cannot be found for an adjustment involving intangible 
property, the regulations give the examiner 12 factors to con- 
sider in making the adjustment. The use of these factors re- 
quires that the examiner construct the adjustment price. Nor- 
mally, however, an examiner does not have to use all 12 factors 
before arriving at a basis for the adjustment. 

The following example illustrates how a price is constructed 
by an IRS economist or an international examiner when prices from 
comparable uncontrolled transactions are not available. 

Corporation A, a foreign-controlled U.S. subsidiary, paid 
a royalty rate of 9 percent on sales of a drug its foreign 
parent corporation licensed it to manufacture and sell. 
The examiner could not identify comparable uncontrolled 
transactions to use in making the adjustment because the 
foreign parent corporation did not have similar licensing 
agreements for the drug with unrelated parties. The exami- 
ner developed an adjustment that recognized a 5 instead of 
a 9 percent rate based on his findings that the drug was 
"second line" rather than "unique and superior" as claimed 
by the U.S. corporation. The examiner attributed the drug's 
extremely high sales to sensational advertising and unparal- 
leled promotion by the U.S. corporation. The examiner con- 
structed the 5 percent royalty rate based on the following 
information. 

a. Discussion with personnel who negotiated the royalty 
rates indicated that over the years the 5 percent 
rate had become acceptable to both parties. 

b. For many years a rate of return of 5 percent on a 
financial investment was considered good in the cor- 
porate sector. This factor was one of the main con- 
siderations in arriving at a rate acceptable to both 
parties. 

c. There had been other studies of drug royalty rates 
which indicated that the most common rate charged 
was 5 percent. 

As a 1979 report by the Organization for Economic Coopera- 
tion and Development pointed out, l/ it is difficult to identify 
comparable uncontrolled transactions since the owner of intangible 

l/Transfer Pricing In Multinational Enterprises (Paris: Organi- 
zation for Economic Cooperation and Development, 1979). 
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property, particularly the owner of a patent, is essentially the 
owner of a monopoly right which may not be made available to un- 
related businesses. 

Most adjustments involving loans 
and advances, services, and rents 
are made using safe haven rules 

The method most frequently used to make section 482 adjust- 
ments in the examinations we -reviewed involved the safe haven 
rules. (See app. I.) Safe haven rules must be used by examiners 
to determine adjustment prices or rates only when the corpora- 
tion makes loans and advances, provides a service, or rents tan- 
gible property to its foreign subsidiaries, and then only if the 
corporation does not routinely engage in these types of transac- 
tions with other parties. If the corporation is in the business 
of making loans and advances, providing similar services or rent- 
ing similar property to unrelated businesses, the examiner can- 
not use the safe haven rules and must try to obtain a price from 
a comparable uncontrolled transaction. When safe haven rules 
can be used, the examiner does not look for a comparable uncon- 
trolled price but immediately refers to the safe haven rules. 
The regulations, however, allow a corporation to contest an ad- 
justment made by the safe haven rules. If a corporation can sup- 
port an arm's length price for the transaction, IRS must accept 
the arm's length price rather than one arrived at using the safe 
haven rules. 

Of the 274 adjustments in our data base involving loans and 
advances, services, and rents, 240 adjustments (87 percent) were 
made using the safe haven rules. The amount adjusted using the 
safe haven rules represented 86 percent ($60.4 of $70.3 million) 
of the total amount of income adjusted by IRS for these three 
categories of transactions. (See app. V.) 

IRS could not use the safe haven rules to determine the 
adjustment price for the remaining 34 adjustments because the 
nature of the transaction being adjusted represented an integral 
part of the corporation's business. The amount adjusted in such 
instances must be based on an arm's length price. However, simi- 
lar to adjustments involving tangible and intangible property 
pricing, few of these 34 adjustments were made based on prices 
obtained from comparable uncontrolled transactions. Information 
in the reports we reviewed was not sufficient to determine if 
comparable uncontrolled prices were used for 4 of the 34 adjust- 
ments. However, only 4 of the remaining 30 adjustments were 
based on comparable uncontrolled prices. The four adjustments 
represented only 28 percent ($2.7 of $9.8 million) of the total 
income adjusted for these three categories of transactions using 
techniques other than safe 'havens. 
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The regulations do not provide any guidance to examiners 
for determining the price to use for loans and advances, ser- 
vices, and rents when comparable uncontrolled transactions can- 
not be identified and safe haven rules cannot be applied. Of 
the 30 adjustments made by determinable techniques other than 
the safe haven rules, 28 involved service category transactions 
between U.S. parents and foreign subsidiaries. Prices for only 
three of these 28 adjustments were based on comparable uncon- 
trolled transactions. Thus, the remaining 25 service category 
transactions we reviewed were adjusted solely on the basis of 
examiner discretion. Income adjusted for the 25 transactions 
amounted to $6.8 million. 

POTENTIAL ADJUSTMENTS MAY BE MISSED 
UNDER CURRENT SECTION 482 REGULATIONS 

The administrative complexity produced by the current 
section 482 regulations may result in potential adjustments 
not being made. The regulations prescribe a complex and time- 
consuming process for making adjustments. First, the examiner 
must identify questionable transactions. If safe haven rules 
do not apply, the examiner must perform a functional analysis 
of the transactions, search for comparable uncontrolled prices 
(which our analysis indicates are rarely obtainable), and then 
construct comparable uncontrolled prices using judgment to the 
degree needed. Because examiners work on several cases simul- 
taneously, precise data on the average time required for a sec- 
tion 482 adjustment is lacking. However, our interviews with 
IRS examiners and the statistics we developed indicate that IRS' 
limited number of examiners are unable to cover the universe of 
multinational intercorporate transactions. Thus, given the com- 
plexity of the current regulations and IRS' limited resources 
with which to implement them, there is a need for revised guide- 
lines which could be more easily administered and which would 
bring greater certainty and less burden to section 482 enforce- 
ment. 

Questionable transactions warrantincr 
detailed analysis are difficult to a 
identify 

To enforce section 482 under the arm's length standard, IRS 
must examine in detail the particulars of intercorporate transac- 
tions. Because of the large number involved, IRS cannot possibly 
do this for all transactions between corporations and related for- 
eign subsidiaries. For example, the 519 multinational corpora- 
tions in our data base generated $32 billion in sales with about 
12,000 foreign subsidiaries. Thus, the first step of IRS' en- 
forcement process is the decision as to which transactions are 
to be reviewed in detail during the examination. 

i 

36 



The IRS manual provides some guidance to examiners for iden- 
tifying questionable transactions between U.S. corporations and 
related foreign corporations which may warrant detailed analysis. 
Part of this guidance is in a section entitled "Pointers to In- 
ternational Tax Avoidance" which contains several indicators of 
the possible existence of non-arm's length dealings. (See app. 
VI.) For example, two of the indicators are: 

--Controlled foreign subsidiaries located in tax haven 
countries. A tax haven country is any country whose laws 
provide an escape from taxes on income which would other- 
wise be taxed in another country. 

--Consolidated worldwide profits are higher than U.S. 
profits. This type of situation can be an indication that 
profits of the U.S. corporations are being diverted to a 
tax haven country. 

Information needed for applying these pointers is obtained 
from the multinational corporation's tax return and supporting 
books and records. The identification of questionable trans- 
actions from these pointers is often more difficult than the 
equivalent process for many other code sections, because there 
is no account or amount shown on the tax return to indicate 
whether section 482 should become an issue. Therefore, the ex- 
aminer must resort to the guidelines described above to identify 
transactions which may not be in compliance with the arm's length 
standard. 

A functional analvsis to show what 
the U.S. and the foreign corporation 
did to earn the income in question is 
difficult to perform 

Once questionable transactions have been identified, exam- 
iners must begin the process of determining if an adjustment is 
needed and, if so, the amount. Where safe haven rules cannot be 
applied, examiners must obtain detailed information concerning 
the transactions in question. To determine whether the inter- 
corporate transactions were priced at arm's length, examiners 
must usually perform a functional analysis. A functional analy- 
sis involves a probe into exactly what the parent and its subsid- 
iary actually did in relation to the income earned. A functional 
analysis is required because IRS believes that facts regarding 
comparable transactions must be analyzed to determine with ac- 
curacy just what should be measured. 

According to IRS' manual, a functional analysis is based on 
the economic principle that in a business enterprise, or a group 
of enterprises, each function should earn its fair share of any 
resulting profits. When various functions are performed, the 
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enterprise that provides most of the effort, and/or the rare or 
unique functions, should earn most of the profit. IRS measures 
the relative importance of each function through functional anal- 
ysis. The IRS manual requires the examiner to obtain sufficient 
data to answer questions such as: What was done? What signifi- 
cant functions were involved in doing it? Who performed each 
function, and what was the economic value of each function per- 
formed by each party? The manual specifies that normally the 
functional analysis begins with the organization which initiated 
the transaction and carries through until the transaction qen- 
erated income from outside the controlled group. 

To illustrate, if a parent sells goods to its foreign sub- 
sidiary, it is not enough in most instances to determine what 
price the corporation paid, the terms of payment, etc. In addi- 
tion, the examiner must determine what the corporation did with 
the goods. For example, if the goods were resold by the foreign 
subsidiary, the manual states that the examiner should determine: 

a. Whether the corporation had a sales staff. If so, the 
examiner should determine how many and their compensation. 

b. Whether it was necessary to provide technical assistance 
to the foreign purchaser. If so, the examiner should 
determine who did it (the foreign corporation or the 
parent) and the kind of technical assistance provided. 

c. Whether the foreign corporation warehoused the goods or 
extended credit to its customers. If so, the examiner 
should determine the amount of capital needed to perform 
this function and/or the extent of bad debt experience. 

IRS suggests that examiners prepare a checklist to document 
the results of the functional analysis. To prepare the checklist, 
examiners must list all the significant functions performed and 
then indicate who performed them, the U.S. corporation or the 
foreign subsidiary. (See app. VII for an example of a functional 
checklist.) 

Once the significant functions and who performed them have 
been identified, the functions themselves must be analyzed. This 
analysis requires that examiners obtain other information to an- 
swer questions such as: Could anyone else perform the functions? 
How difficult are they? What skills are required? What equip- 
ment is used? According to IRS, it is critical that examiners 
focus on the relative importance of each function in terms of 
contribution to the total profit picture. Thus, a functional 
analysis requires data which may take considerable time to ob- 
tain and an analysis which will take still more time. 

Once an examiner has completed a functional analysis, the 
next step is to search for a comparable uncontrolled price. The 
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IRS manual requires the examiner to begin by investigating the 
validity of the method used by the corporation in arriving at the 
price it used. For example, if the commission charged to a for- 
eign corporation was based on commissions charged to independent 
parties, the independent transactions should be examined to de- 
termine if the commission can be used as a comparable. When a 
comparable price cannot be found from within the corporation's 
own controlled group the examiner must look to third party data. 
This step would require obtaining appropriate information from 
qovernment sources, industrial organizations, investment services, 
and the private business sector. 

Regardless of where comparables are obtained, the examiner 
must develop sufficient information concerning them to show that 
the transactions used are in fact comparable. This requires de- 
tails concerning the terms at which the comparable transactions 
were handled and the circumstances surrounding the transactions, 
including a comparison between (1) functions performed by each 
party involved in the comparable transaction and (2) functions 
performed by the parent and foreign subsidiary in the questioned 
transaction. 

IRS considers third party transactions comparable to the 
controlled transactions if the property and circumstances in the 
uncontrolled transactions are identical to those in the controlled 
transaction: or if they are so nearly identical that they have no 
effect on price or can be reflected by a reasonable number of ad- 
justments to the uncontrolled sales. IRS also instructs its ex- 
aminers that in some cases a single "best" comparable may not be 
found. Instead, there may be several independent transactions 
each of which differs from the questionable transaction in some 
significant way . However, considered together, the several in- 
dependent transactions may be used to determine an arm's length 
price for the questionable transaction within a usable narrow 
range. 

The IRS examination reports we reviewed provided some in- 
sight into the difficult and time-consuming work involved in 
performing a functional analysis and in analyzing arm's length 
transactions to determine adjustment amounts. The key aspects 
of a functional analysis and the development of a transfer price 
by an IRS economist can be illustrated by the following example. 

Corporation A, a U.S. parent, bought electronic items from 
its foreign subsidiary. The IRS economist, as part of the 
functional analysis, researched the manufacturing process 
for the electronic products and found that it consisted of 
(1) silicon manufacturing which involved processing of high- 
purity silicon into slice form, (2) front end manufacturing 
which involved processing the slices to active elements with 
electronic functions built in, and (3) assembling and test- 
ing which involved assembling bars or chips into packages 
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and testing for varying environmental, functional, and elec- 
trical characteristics. According to the economist's report, 
the first two high-technology parts were performed by the 
U.S. parent. It was in the assembling and testing that the 
foreign subsidiary entered the manufacturing process. The 
functions performed by the foreign subsidiary included 

--scribing the complete silicon slice, 

--breaking the slice into chips, 

--assembling good chips into finished devices with 
headers, lead frames, bonding material, lead wires, 
molding components and, 

--testing finished devices and packaging. 

On the basis of information developed through this analysis 
of the manufacturing process, the economist concluded that 
the foreign subsidiary should have been compensated for only 
assembly and test services. The economis-t then developed 
transfer prices for electronic items based on an analysis 
of what would be an appropriate amount (labor costs plus 
profit) to reimburse the foreign subsidiary for assembling 
and testing the items for the U.S. parent. The economist 
interviewed 10 independent contract assemblers (with facil- 
ities in foreign countries) to determine (1) the trade 
practices which prevailed when these contractors dealt 
with U.S. companies, and (2) the net profit margin which 
these contractors earned. The economist decided that the 
independent contract assemblers were functionally compar- 
able to the foreign subsidiary's operation and that the 
independent net profit margins ranged from near zero to 
over 20 percent. Factors affecting the profit margins in- 
cluded the market conditions and the mix of simple and com- 
plex devices, One independent contract assembler provided 
the economist with its gross profit margin for 1 year for 
six major product categories and its income statement data. 
The economist converted the gross margin on sales percent- 
ages to net margin on cost percentages which then became the 
comparable profit rates used to compute the section 482 ad- 
justment. 

Some adjustments may not be made 
because the enforcement process 
is administratively difficult and 
time-consuming 

In talking with examiners in the seven IRS districts we vis- 
ited, we learned that they believe that some potential section 
482 adjustments are not being developed. Examiners in three dis- 
tricts attributed this situation to both the difficulties in the 
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enforcement process and the time it takes to do the work. 
They stated that some examiners give higher priority to other 
international tax issues, such as foreign tax credits, because 
it is less difficult and less time-consuming to identify the ad- 
ditional tax. They added that section 482 work is a "high risk 
venture" where much audit work can result in little additional 
tax. They pointed out that because of this, some examiners hes- 
itate to "go out on a limb" in attempting to develop an adjust- 
ment and focus only on cases of flagrant abuse. The examiners 
indicated that a section 482 adjustment might not be attempted 
because of the difficulty involved in reaching agreement on an 
arm's length price or on the basis for making the adjustment. 

IRS was unable to provide us with data on the average 
length of time required to identify and develop a section 482 
adjustment. One reason for this is that examiners work other 
international tax issues at the same time they are developing 
section 482 adjustments and sometimes work on several examina- 
tions simultaneously. Examiners also pointed out that the time 
needed to develop an adjustment can vary greatly depending on 
the type of adjustment being developed, the pricing method which 
must be usedr and the cooperation of corporate officials. 

A few examiners explained why the enforcement process takes 
so long. The primary reasons, according to the examiners, are 
that it takes time to study the corporation and/or its industry 
to become sufficiently knowledgeable to perform a functional 
analysis and to analyze comparable transactions, and that it 
takes time to obtain the substantial data and records that are 
needed from the corporation and other sources. These examiners 
also told us some of their experiences which can provide some 
insight into why the enforcement process is lengthy. 

--Two examiners stated that to make an adjustment an exami- 
ner should (1) review the taxpayer's return including 
pertinent schedules, (2) review form 2952 for intercorpo- 
rate pricing, (3) review prior IRS reports for section 
482 adjustments (4) visit the library to study activities 
of the corporation through news articles, shareholder re- 
ports, etc., and (5) analyze the corporations' ability 
to make money by comparing profits to assets, payroll, 
sales, etc. 

--One examiner said that if the corporation is not coopera- 
tive or does not have an adequate recordkeeping system, 
it could take over 1 year for the examiner to obtain suf- 
ficient information to determine whether an adjustment 
should be made. 

P 

--Another examiner said that obtaining access to corporate 
records to develop adjustments is a difficult task. He 
explained that questions on international tax issues are 
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the last ones answered because they have the potential to 
generate large amounts of tax dollars. He said it has 
been his experience that corporate officials answer only 
the questions asked and then with the least amount of data 
possible. 

IRS examiners have also stated that they are unable to cover 
the universe of potential adjustments. During interviews in 1977 
with House Committee on Ways and Means Oversight Subcommittee 
staff, IRS examiners said that when they are faced with numerous 
records of transactions, they generally rely on either a scanning 
of the records or the examination of a few of the largest dollar 
transactions over a l- or 2-month period. It is obvious that 
with such techniques only a few transactions can be examined and 
that if transactions are not examined, potential adjustments can- 
not be identified. 

Our statistics can be interpreted to lend credence to the 
examiners' comments. For example: 

--Only 200 of the 519 multinational corporations in our 
data base had section 482 adjustments involving their 
foreign subsidiaries. 

--The total profit (before taxes) of the corporations ex- 
amined was $43,513.8 million. However, the adjustments 
amounted to only $277.5 million, a relatively small impact 
on corporate profit. The adjustments increased the profit 
of U.S. parents by 0.9 percent ($277.5 of $31,798.0 mil- 
lion) and reduced the profit of foreign subsidiaries by 
2.4 percent ($277.5 of $11,715.8 million). 

--The bulk of the total $277.5 million was concentrated in 
only a few of the 403 total adjustments. Eleven of the 
403 adjustments accounted for over one-half of the $277.5 
million. 

--Adjustments involving the sale of tangible property, the 
category of intercorporate transaction where the largest 
amounts of revenue are at issue, were also concentrated. 
Thirty-five U.S. parents and 89 of their foreign subsidi- 
aries experienced adjustments 
of $4.4 billion. 

on tangible property sales 
The other 12,248 foreign subsidiaries 

of the 519 U.S. parents experienced no adjustments to a 
total of $28.1 billion in intercorporate sales transac- 
tions. 

Neither we nor IRS know how much noncompliance exists, nor 
how many more adjustments IRS should have made. However, given 
the difficulty inherent in administering section 482 through the 
current Treasury regulations, the examiners' statements, and the 
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statistics on the adjustments IRS made, we think it reasonable 
to conclude that the potential for greater enforcement exists. 

The difficulty in making section 482 adjustments and the im- 
pact this difficulty has on enforcement was recognized as early 
as 1962 in a House report. l-/ The report stated that, in prac- 
tice, the difficulty in determining a fair price under this code 
provision severely limits the usefulness of its power, especially 
when there are thousands of different transactions between a do- 
mestic corporation and its foreign subsidiaries. 

A recent report documents the fact that section 482 ad- 
justments continue to be a problem for all concerned. The 
study, dated January 12, 1981 and ,written by Richard Gordon, 
Special Counselor, International Taxation, was undertaken in 
response to a joint request by the Acting Commissioner of IRS, 
the Assistant Attorney General, and the Assistant Secretary of 
the Treasury for Tax Policy, and in response to congressional 
pressure upon IRS to take significant action against tax haven 
abuses. 2/ The study concluded that section 482 is one of the 
most important tools available to IRS for dealing with tax ha- 
ven tax haven transactions but found that both IRS and taxpayers 
have had difficulties with the current section 482 regulations. 
The study recommended that the regulations be amended so as to 
ease some of the administrative burden placed on both taxpayers 
and the IRS and to achieve greater certainty in pricing inter- 
national transactions. 

CORPORATIONS, COURTS, TAX EXPERTS, 
AND IRS OFFICIALS HAVE CRITICIZED 
THE SECTION 482 REGULATIONS 

Representatives of all groups affected by and knowledgeable 
about section 482 enforcement under the arm's length standard 
have voiced continuous and substantive criticism of the regu- 
lations. The criticisms focus on the fact that section 482 
enforcement creates a large administrative burden and that the 
end result of a section 482 enforcement action is too often 
unpredictable and subjective. 

l/U.S. Congress, House, Allocation of Income Between Related - 
Foreign and Domestic Organizations, 87th Congress., 2nd sess., 
House Rept. 1447 (1962). 

2/Richard A. Gordon, - Tax Havens and Their Use by United States 
Taxpayers --An Overview (Washington: 1981). 
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A 1972 study by the Conference Qaard documented the views 
of corporate officials. L/ Their principal objections to IRS' 
section 482 enforcement were that (1) the analytical approach 
to deter;%ining arm's length prices often leads to unreasonable 
results and (2) the examinations require extensive corporate 
expense and labor. The following are some specific criticisms 
of corporate officials as documented in the Conference Board 
report. 

--Some officials believed the fundamental concept of arrl's 
length dealing between r elated corporations is unrcalis- 
tic. In a world of competition among multinational firms, 
they ask why the parent corporation should not favor its 
subsidiaries over unaffiliated corporations. The subsidi- 
aries are expected to pay dividen(2s while the unaffiliated 
corporations are not. 

--Some officials described the examiner's determination of 
an arm's length price as "arbitrary." Some corporate tax 
executives stated that they did not know how the examiner 
got the figure proposed, and the examiner either could 
not or would not explain its derivation. In some of these 
cases, the corporation accepted the figure because the 
proposed adjustment was small. 

--Some officials drew attention to the expense and labor 
involved in international examinations. The officials 
objected to what they considered an unnecessary load of 
paperwork. For example, the tax manaqer of one company 
declined to guess the cost of satisfying IRS examiners 
that international transactions do not violate section 
482 regulations, although he believed the costs to be 
considerable. He said that he did not object because he 
considers the defense against IRS allocations a necessary 
function of his tax department. He did state, however, 
that the examiners raise many questions that take time 
and trouble to answer without being closely related to 
the exa;ninat.ion. 

A 1980 study report 2/ indicates that the concerns of cor- 
porate officials as in eluded in the 1972 Conference Board Report 
are still concerns today. The study showed that arm's length 
prices have not been successfully ap?Licd to the extent antici- 
pated by IRS when the regulations were approved. The study 
stated that, while the arm's length standard is based on the 

_ _ _ - - I _ . _ - _  - . _ -  - - - . - . -  

l/Duerr, op. cit. - - __- 

2/Bums, op. cit. - -- 
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premise that a subsidiary is legally and economically separate 
from its parent corporation, only 41 percent of the corporations 
indicated that their organizations actually operate in this man- 
ner. In addition, the study showed that while the corporations 
were composed of numerous legally separate entities, 49 percent 
stated that they make most intercompany pricing decisions as 
though the organization was one economic unit. The study con- 
cluded that this difference in philosophy between the arm's 
length standard and multinational corporations is basic to the 
section 482 controversy. The 1980 study also concluded that (1) 
considerable uncertainty surrounds the implementation of section 
482 through the regulations, and (2) section 482 adjustments are 
very costly. Although most corporate officials indicated in both 
studies that they accepted the arm's length premise# they ex- 
pressed concern that the regulations were vague and confusing. 

Several court decisions have also pointed out the adminis- 
trative difficulty in section 482 adjustments. Specifically, a 
Court of Claims judge's decision in a 1978 case involving F. I. 
Du Pont De Nemours and Company stated the following: 

"As evidenced by the magnitude oE the record compiled in 
this case, the resolution by trial of a reallocation con- 
troversy under section 482 can be a very burdensome, time- 
consuming and obviously expensive process--especially if 
the stakes are 'high. A more manageable and expeditious 
means of resolution should be found. The evidence ad- 
duced in this case through Dr. Irving Plotkin, a skilled 
practitioner of the discipline of econometrics, strongly 
suggests that the promulgation of universally applicable 
safehaven criteria to facilitate the administration of 
section 482 may now be both entirely feasible and emi- 
nently proper." 1/ - 

Another regulation problem--uncertainty--surfaced as a re- 
sult of an Appeals Court decision in 1980 to reverse an earlier 
Tax Court ruling in a case involving the TU.S. Steel Corporation. 
The Appeals Court accepted a price from a transaction which IRS 
and the Tax Court deemed not comparable because there were sig- 
nificant differences in the circumstances of the intercorporate 
transaction and the transaction used as a comparable. The de- 
cision stated the following: 

"In very few industries are transactions truly compar- 
able in the strict sense used by Judge Quealy. Every 
transaction in wheat, for example, is more or less the 
same, except for standard variations in amount, time of 

l/E. I. Du Pont De Nemours and Company v. U.S., 608 F. 2nd. 445 - 
(ct. Cls. 1979). 
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delivery and place of delivery. But few products or 
services are as fungible as wheat. To say that Pitts- 
burgh Steel was buying a service from Navios with one 
set of expectations about duration and risk, and [U.S.] 
Steel another, may be to recognize economic reality; 
but it is also to engraft a crippling degree of eco- 
nomic sophistication onto a badly drawn statute which-- 
if 'comparable' is taken to mean 'identical,' as Judge 
Quealy would read it--? &ould allow the taxpayer no 
safe harbor from the Commissioner's virtually un- 
restricted discretion to reallocate." 1/ - 

One tax expert, 
section 482, 

in commenting on the judicial history of 
said that when readily comparable transactions 

have been available the decisions by the courts have been rather 
straightforward. However, when readily comparable transactions 
were not obtained the courts have had much greater difficulty in 
reaching a judgment. In such cases, the courts have generally 
required the corporation to show that its intercorporate trans- 
action prices are correct rather than showing that IRS' alloca- 
tion is erroneous. 

IRS representatives have also expressed concerns about the 
subjectivity of section 482 adjustments. For example, they told 
us that: 

--An examiner develops a price after studying all available 
data. However, the examiner has no assurance that the 
price developed is an arm's length price. The concept of 
an arm's length price is great in theory but in practice 
the price established is judgmental. 

--An examiner finds it very difficult to obtain comparable 
uncontrolled prices. Approval from the third party is 
needed if a disclosure of the information is to be made. 
Generally third parties are reluctant to grant disclosure 
permission because of market competitiveness and the se- 
crecy surrounding corporate activity. 

Much of the criticism of section 482 enforcement, regard- 
less of the source, seems to center on the incompatability be- 
tween the nature of multicorporate business activities and the 
arm's length standard. The nature of modern multicorporate busi- 
ness activities makes it difficult for IRS examiners to locate 
comparable uncontrolled prices on which to base adjustments. 

l/U.S. - Steel Corporation v. Commissioner of Internal Revenue, 617 
F. 2d 942 (2nd Cir. 1980). 
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For example, the 1972 Conference Board report and other 
studies by tax experts gave severa3 reasons why t'ne comparable 
uncontrolled price method is seldom used in developing tangible 
property adjustments. These studies point out that many products, 
such as components and se:nifinished goods, are sold only to con- 
trolled subsidiaries because multinationals are often structured 
as an integrated production process. For such transactions, no 
open market equivalent exists. Other products, such as finished 
goods and raw materials, may be sold to both controlled and un- 
controlled buyers, but the transactions may not be comparable 
because (1) different customers have different amounts of bar- 
gaining power, (2) customers have different objectives and are 
governed by different laws and regulations; and (3) customers 
receive different amounts and kinds of service. 

In addition, the Conference Hoard report points out that the 
concept of a comparable uncontrolled price does not always cor- 
respond to intercorporate pricing practice. Only a few corpora- 
tions base their intercorporate prices on comparainle uncontrolled 
transactions. From questionnaires submitted by 512 corporations 
and 90 personal interviews, Conference Board researchers learned 
that corporate officials base prices for intercorporate transac- 
tions on long-range plans, not on prices for comparable uncon- 
trolled transactions. Corporate officials more often ask the 
question "P&at are we earning this year and what will we earn 
5 years from now?" rather than "What is the correct markup per- 
centage on this component?" 

In addition to long-range pl.anning considerations, other 
factors may influence intercorporate prices. For example, a par- 
ent corporation :nay engage in a transaction with its foreign sub- 
sidiary at a low price in order to give the subsidiary a comgeti- 
tive advantage in the foreign market. Intercorporate pricing 
practices may also differ from uncontrolled transactions because 
a subsidiary is expected to pay dividends where an unrelated cor- 
poration is not. It is argued, moreover, that intercorporate 
prices are often not a matter of public knowledge and that even 
if a corporation wanted to base a transfer price on a comparable 
transaction, the corporation might have difficulty finding the 
necessary information. 

Finally, some experts on section 482 enforcement argue that 
treating intercorporate transactions as separate taxable events 
conducted at arm's length can result in the creation of false 
profits or losses. They base this argument on the premise that a 
gain or loss cannot actually be realized until a transaction is 
made between a member of the controLled group and an independent 
party. 
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IRS AND TREASURY HAVE 
CONSIDERED CHANCING THE 
SECTION 482 REGULATIONS 

In 1971 IRS statistics confirmed that there is often a lack 
of comparable uncontrolled transactions on which to base arm's 
length prices for section 482 adjustments. In connection with 
these statistics, the Deputy Assistant Secretary of the Treasury, 
in a June 1971 memorandum, made the following comments: 

"We think it is time to concede that in the absence of 
comparable third party transactions plainly analogous 
to the transaction being examined, the most we can 
hope for is the assurance of a reasonable return to 
the U.S. taxpayer for its cost and effort in produc- 
ing or marketing the product, as the case may be. In 
cases where such third-party comparables are not readi- 
ly available, a precisely correct determination of the 
hypothetical arm's length price is impossible. Under 
the best of circumstances the answer finally settled 
upon can only be a rough and unproven estimate of what 
would have been the terms of the transaction if the 
parties had not been related." 

During 1971 Treasury and IRS considered, but did not imple- 
ment, several regulation changes involving the sale of tangible 
property transactions. The changes were considered to make sec- 
tion 482 enforcement using the arm's length standard less diffi- 
cult and more fair. According to the Deputy Assistant Secretary, 
consideration of the changes was needed because of the persistent 
criticism of the regulations by corporate officials, professional 
groups, corporate associations, and trends in court cases. The 
proposed changes were circulated to Treasury, IRS, and the De- 
partment of Justice for comment but no action was taken. The 
proposed changes included: 

--Reducing uncertainties encountered by multinational corpo- 
rations in determining whether an intercorporate transac- 
tion would be subject to an adjustment by revising the 
regulations to extend the use of safe haven pricing. 

--Revising the priorities given to various methods of deter- 
mining an arm's length price. Specifically, only prices 
actually obtained from comparable uncontrolled transac- 
tions involving the corporation in question would be given 
priority. The search for an arm's length price would thus 
be limited to within the corporation. 

--Specifying in the regulations how the examiner should ar- 
rive at an arm's length price when using the fourth ("any 
other "1 method. 
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A 1978 closing memorandum noted that several of the comments 
received on the proposed changes indicated that large businesses 
would benefit while small businesses would be adversely affected. 
Other comments indicated an overall satisfaction with the exist- 
ing regulations. IRS' Economic Advisory Group commented that the 
proposed changes would condone the non-arm‘s length pricing of 
intercorporate transactions and significantly reduce the revenue 
IRS achieves from section 482 enforcement. Apparently for these 
reasons, no further action was taken. 

TREASURY SHOULD STUDY THE 
FEASIBILITY OF IMPROVING THE 
SECTION 482 REGULATIONS 

The regulation changes considered by Treasury and IRS were 
drafted in 1971. Since then, experts in the field of section 482 
enforcement, independent studies such as the 1972 Conference Board 
Study, court opinions, and corporate officials have continued to 
express substantive criticisms of the uncertainty and administra- 
tive burden created by the section 482 regulations. The valid- 
ity of the arm's length premise has been questioned and specific 
changes to the regulations have been suggested. 

We believe the problems experienced in implementing the 
section 482 regulations are sufficiently serious to be addressed. 
To do this, Treasury should, as a first step, undertake a study 
to evaluate the feasibility of the suggested changes to section 
482 as well as to identify additional ways to allocate income. 

Corporate officials and 
experts have suggested 
wavs to make section 482 
adjustments more certain 

Some officials have suggested changes to the regulations 
which would provide greater certainty before an IRS examina- 
tion and would thus allow them to better plan their financial 
strategy. The suggestion offered most frequently by corporate 
officials was that Treasury identify some means of establishing 
a range of prices within which U.S. corporations could operate 
without fear of latex adjustments. Some executives have sug- 
gested that safe haven ranges be worked out on an industry or 
product-line basis. Others have suggested that some division of 
profit between the U.S. corporation and its foreign subsidiaries 
be set as a reasonable yardstick. In either case, the officials 
believed the safe haven range would eliminate the uncertainty 
concerning the pricing of intercorporate transactions and reduce 
unproductive administrative costs to both the corporations and 
IRS. Underlying the comments of many officials who favored a 
safe haven range for pricing is the conviction that such a range, 
however difficult to establish, would be an improvement over the 
present system of determining arm's length prices. The expanded 
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use of safe havens would allow corporate officials a degree of 
certainty they now lack as to the tax consequences of their pric- 
ing of intercorporate transactions. Those corporations whose 
market situation required pricing structures that fell outside 
the safe haven range would be no worse off than they are today. 
They would still have to bear the burden of proving that their 
prices were justified. 

Tax experts, in articles based on court cases, studies, and 
other sources of information, have also stated that regulation 
changes are needed. Their suggestions have generally revolved 
around the use of safe havens and profit splits as acceptable 
methods to use in determining section 482 income allocations. 
For example, corporate officials suggested in the Burns study 
that Treasury expand the use of safe haven rules, establish ac- 
ceptable profit splits or a minimum percentage of the profit to 
be included in U.S. income, and adopt formulas such as those 
available to Domestic International Sales Corporations (DISCS) 
for calculating transfer prices. 

In connection with the above comments, IRS has established 
centralized pricing units for a few commodities (see p. 6). 
These units control the price that must be used by interna- 
tional examiners in making section 482 adjustments. The price 
established by the pricing units is known by both corporate of- 
ficials and IRS examiners. According to IRS, the pricing units 
were established to better use limited resources and to provide 
for uniform and consistent treatment of common issues among cor- 
porate taxpayers. 

Other experts and studies 
have suggested using formula 
apportionment, where applicable, 
instead of the arm's length standard 

Other experts and studies have questioned the validity of 
the premise underlying the arm's length standard that a parent 
corporation and its subsidiary are in all instances operating 
as two separate corporations. These experts and studies have 
argued that when a multinational parent's operations are suffi- 
ciently integrated with its foreign subsidiaries, formula appor- 
tionment, as used by the States, is a more appropriate method 
to use in allocating the income. In these situations, they be- 
lieve the arm's length standard is fundamentally flawed because 
it is not consistent with the economic reality of the operations 
of the related corporate group. 

In contrast to the arm's length standard, formula apportion- 
ment under the unitary method views controlled corporations which 
conduct integrated business operations as a single unit or busi- 
ness for tax purposes. The premise is that these controlled 
corporations are coordinated by a central management policy and 



organizational structure which seeks to maximize profits. It is 
argued that since all of the controlled corporations which are 
involved in the integrated operations are considered to be part 
of the same unitary business, intercorporate transactions cannot 
produce a real economic gain or loss. Thus, profit or loss is 
determined s'olely by transactions with unrelated businesses, the 
same as for a Iltruly" independent corporation. 

Under formula apportionment, a formula is used to apportion 
the income between the commonly controlled corporations. The 
formula represents the relationship of the individual corpora- 
tion's activities to the total activities for the controlled 
group. The factors most discussed for use in the formula are 
the ones used by the States to tax multistate and multinational 
manufacturing and mercantile corporations. All 45 States which 
tax corporate income use some combination of property, payroll, 
and sales as formula factors. The apportioning of the income by 
such a formula is merely a device for the division of the income 
earned. The formula does not impose any tax on the income. 

Formula apportionment might eliminate 
some problems associated with using 
the arm's length standard 

Advocates of formula apportionment indicate that this 
method is not only more appropriate to use in situations involv- 
ing integrated operations among controlled corporations but could 
actually eliminate some of the problems associated with using the 
arm's length standard. Advocates claim that this has been demon- 
strated by the States, particularly California. 

They explain that the States use formula apportionment pri- 
marily because of (1) the extensive potential for tax avoidance 
through non-arm's length transactions between controlled corpora- 
tions, (2) the need to substantially increase the number of their 
auditors to address this potential through the arm's length stand- 
ard, and (3) the belief that enforcement through the arm's' length 
standard is not working well at the Federal level. They also 
point out that formula apportionment eliminates the arm's length 
assumptions that 

--an arm's length market price can always be established: 

--general overhead and administrative expenses can be fairly 
allocated among the commonly controlled corporations in- 
volved in the integrated operations: and that 

--it is possible to determine the proper amount of profit 
allocation to different functions such as manufacturing 
and selling. 
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In addition, advocates claim formula apportionment would 
eliminate the complaints of multinational corporations (1) that 
they do not know at the time transactions take place whether they 
will result in an IRS allocation and (2) that they are operating 
under regulations characterized as vague, confusing, and impos- 
sible to interpret in terms of international business. 

Formula apportionment would 
present different problems 

Critics of formula apportionment raise several objections to 
its use. The more important criticisms include (1) the diffi- 
culty in defining those controlled corporations which should be 
included in the unitary business operations of the multinational 
corporations: (2) the lack of comparability of the factors used 
in the formula from one country to another: (3) the administra- 
tive burden associated with obtaining the data needed to use for- 
mula apportionment: and, (4) the fact that the arm's length stand- 
ard has worldwide acceptance. 

Advocates acknowledge that the above criticisms of formula 
apportionment have validity. Wowever, they also believe that 
these problems have solutions. For example, they recognize that 
a corporation would not know in advance of an IRS examination 
whether or not it would be considered unitary unless the defini- 
tion of unitary is uniformly applied and administered. However, 
they also cite one State which uses formula apportionment under 
the unitary concept as having initiated an advance ruling program 
to eliminate this problem. 

The advocates also acknowledge that there may be some dis- 
tortion in the factors used in the formula from one country to 
another. However, they believe that it is possible to eliminate 
the distortion in the factors--to a great extent--through the 
use of comparability tables. Concerning the administrative bur- 
den, the advocates indicate that some U.S. multinational corpo- 
rations now prepare sophisticated financial analyses for U.S. 
purposes and that this information could be used in applying the 
apportionment formulas. As such, formula apportionment should 
not place any greater burden on the administrative resources of 
the corporations than the arm's length standard. They also be- 
lieve that formula apportionment would place much less of a bur- 
den on IRS' resources than does section 482 enforcement under the 
arm's length standard. They indicate that this is one of the 
reasons why the States have adopted this method. 

CONCLUSIONS 

Making income adjustments using the arm's length standard 
has posed administrative burdens on both IRS and corporate tax- 
payers. Because of the structure of the modern business world, 

52 



IRS can seldom find an arm's length price on which to base ad- 
justments but must instead construct a price. As a result, cor- 
porate taxpayers cannot be certain how income on intercorporate 
transactions that cross national borders will be adjusted and 
the enforcement process is difficult and time-consuming for both 
IRS and taxpayers. 

Parties affected by and knowledgeable about arm's length 
adjustments --officials at IRS and Treasury, corporate taxpayers, 
courts, and experts in the field--have voiced substantive and on- 
going criticisms of the section 482 regulations. Treasury's de- 
cision in the early 1970s to consider several regulation changes 
indicates that it recognized the validity of the criticism at 
that time. Given the continued flow oE criticism since then and 
the continued growth in the number and complexity of intercorpo- 
rate transactions as compared to IRS' Limited resources, it seems 
to us that the need is even greater now than it was a decade ago 
for Treasury to consider revising the regulations. 

Experts have suggested that changing the regulations to 
expand the use of the safe haven concept would bring greater cer- 
tainty to the enforcement process. Other experts have suggested 
that using the formula apportionment method, when appropriate, 
would eliminate the need to search for an arm's lengt'n price, 
reduce administrative burden, and make section 452 enforcement 
more certain. The States, whose examination resources are even 
more limited than IRS', use formula apportionment for these 
reasons. 

A major objection to the use of formula apportionment across 
national borders is that tax treaties between the 1J.S. and other 
nations specify the arm's length standard for adjusting corporate 
income. For the U.S. to adopt a different method could result in 
multinational corporations incurring double taxation. We recog- 
nize the significance of this problem. However, we also believe 
that as a world leader and international policy-setter, the U.S. 
should not be hesitant to take the Lead in searching for better 
ways to administer the tax consequences of intercorporate trans- 
actions that cross national boundaries. 

In this regard, Treasury should be the focal point for a 
study to identify ways to improve section 482 enforcement. The 
need for such a study will become even more urgent if IRS' meas- 
ure shows extensive noncompliance. -After Treasury has completed 
this study, it should be able to make an informed decision as to 
whether and how it should change the section 482 regulations. 

RECOMMENDATION TO THE SECRETARY 
OF THE TREASURY 

We recommend that the Secretary of the Treasury initiate a 
study to identify and evaluate the feasibility of ways to allo- 
cate income under section 482, including formula apportionment, 
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which would lessen the present uncertainty and administrative 
burden created by the existing regulations. 

AGENCY COMMENTS AND 
OUR EVALUATION 

While IRS and Treasury recognized that section 482 enforce- 
ment procedures present problems, both agencies expressed dis- 
agreement with our recommendation that Treasury undertake a study 
of the regulations. In so doing, both agencies, we believe, 
minimized the seriousness of the difficulties which section 482 
enforcement has presented and continues to present all affected 
parties. As we noted in our report, uncertainty as well as the 
administrative difficulties and burden on all parties affected 
by section 482 enforcement have been documented in all previous 
studies on the subject, the most recent being a January 1981 
study undertaken at the joint request of the Acting Commissioner 
of IRS, the Assistant Attorney General, and the Assistant Secretary 
of the Treasury for Tax Policy. 

In addition, both Treasury and IRS expressed serious reser- 
vations about our statistics and seemed to think that they pre- 
sented a misleading picture of section 482 enforcement. Both 
agencies seemed to believe we understated the extent of present 
section 482 enforcement and overstated the administrative diffi- 
culties. We incorporated into the report more specific recog- 
nition that IRS made some section 482 adjustments which we ex- 
cluded from our sample. We also clarified the explanation of 
our scope and our rationale for excluding certain adjustments. 
We believe our statistics accurately reflect the pertinent data 
available and, together with the other evidence presented in the 
report, convincingly show that the problems inherent in enforcing 
section 482 are substantial. 

IRS’ and Treasury's Reservations 
Concerning the Recommended Treasury Study - 

IRS seemed to interpret our report as recommending that 
Treasury reconsider the fundamental principle of the arm's 
length standard. In this regard IRS pointed out that Treasury 
was in the process of revising the regulations and stated that, 
specifically, Treasury was studying ways to amend the regula- 
tions relating to a safe haven rule for the sale of tangible 
property and would publish proposed regulation changes shortly. 
IRS thought that Treasury's approach of revising parts of the 
regulations was better than such wholesale reworking of the 
regulations as IRS understood us to have recommended. In addi- 
tion, IRS did not think that it had enough experience to partic- 
ipate in a reconsideration of the arm's length standard. 
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We did not in fact recommend a wholesale reworking on a one-time 
basis but simply that Treasury study the regulations. It was our 
intent that Treasury would take whatever course is indicated 
by the study results. Moreover, we believe that IRS' 12 years 
of ex.perience in this area should enable it to participate ef- 
fectively in such a study. 

Treasury stated that it disagreed with our recommendation 
that it consider adopting formula apportionment as a substitute 
for the arm's length standard. However, we did not make such a 
recommendation. What we recommended was that, as part of its 
study of section 482 enforcement procedures, Treasury should 
consider all alternatives, of which formula apportionment is 
but one. 

Treasury objected to the use of formula apportionment on 
several grounds. Treasury stated that formula apportionment has 
little merit because a corporation could have an increased tax 
burden as a result of its subsidiaries becoming more profitable. 
Thus, according to Treasury, formula apportionment does not at- 
tempt to achieve the statutory objective of correctly reflecting 
a taxpayer's income. Treasury also asked whether formula appor- 
tionment should be used even when comparable uncontrolled prices 
are available. 

Treasury's response suggests to us that Treasury may have 
thought we recommended the use of formula apportionment to make 
income adjustments in all cases. In contrast to the arm's length 
standard, formula apportionment under the unitary method views 
controlled corporations which conduct integrated business opera- 
tions as a single unit or business for tax purposes. The formula 
is used to apportion the income between taxing jurisdictions. 
Since the formula sources the income of the controlled group to 
each taxing jurisdiction, arm's length price determinations for 
individual transactions are not needed. However, it is important 
to keep in mind that formulas are applied only to unitary busi- 
messes. If the controlled corporations are not considered to be 
unitary in their business operations, then any transactions that 
need to be adjusted would be adjusted using the arm's length 
standard. Thus, if, after its study, Treasury were to decide 
to use formula apportionment, it would simply have an additional 
enforcement tool available to complement the arm's length approach. 

Treasury further stated that we minimized the administra- 
tive difficulties that would result from the use of formula ap- 
portionment. As an example, Treasury cited the practical prob- 
lems involved in deciding whether or not a corporation should 
be considered unitary. It was not our intent to minimize the 
administrative difficulties nor to emphasize the benefits of 
formula apportionment. It was our intent, however, to point 
out that the approach is characterized both by benefits and 
difficulties and to give examples of each (see pp. 50 to 52). 
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We included a discussion of formula apportionment in our report 
because tax experts and studies we encountered in our review 
cited formula apportionment as one alternative that might les- 
sen administrative burden and uncertainty. There is, however, 
no empirical evidence available to prove or disprove the feas- 
ibility of implementing the approach at the Federal level. It 
was our intent that the Treasury study we recommended would de- 
velop such empirical evidence. 

Treasury also stated that formula apportionment is not 
widely used by the States in a multicorporate context. Treas- 
ury also said that some States which apply the formulas world- 
wide are considering abandoning them. However, Treasury gave no 
support for these statements. Evidence available to us does not 
support Treasury's contention. In response to a questionnaire 
we sent to each of the 45 States with a corporate income tax, 
26 States replied that they use formula apportionment under the 
unitary method in cases involving multicorporate entities (af- 
filiated corporations) located within the United States while 
11 States replied that they apply formula apportionment world- 
wide. None of the States responding to the questionnaire indi- 
cated an intent to abandon formula apportionment. To our knowl- 
edge, the only change that a State is currently contemplating 
to restrict rather than expand the use of formula apportionment 
is in the form of legislation being considered in California. 
That legislation would restrict the use of formula apportionment 
only to the extent of excluding foreign parents of U.S. corpora- 
tions in certain types of industries. 

Both Treasury and IRS cited a 1979 report by the Organiza- 
tion for Economic Cooperation and Development in support of 
their reservations about the use of formula apportionment. 
IRS suggested we state in our report that OECD has rejected 
the use of formula apportionment because it presents difficul- 
ties for taxpayers. Treasury suggested we consider the OECD 
criticism of formula apportionment as inconsistent with the pro- 
visions of current U.S. tax treaties. We did consider the OECD 
report during our review. We chose not to discuss the OECD com- 
ments on formula apportionment because they were not supported 
by empirical data to the same extent as other studies which we 
did include. The OECD statements that formula apportionment 
presents difficulties for taxpayers were based on comments sub- 
mitted by its member countries, and the OECD report does not pre- 
sent empirical data to support its conclusions. The OECD report 
did, however, correctly point out that use of alternatives to the 
arm's length standard is incompatible with the OECD Model Double 
Taxation Convention. Again, we did not recommend that Treasury 
should implement formula apportionment much less undertake any 
such implementation unilaterally. If a Treasury study were to 
show through empirical data that formula apportionment did in- 
deed have merit, Treasury would still need to give considerable 
thought to the best approach of obtaining international 
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support for change and implementation of the concept. Alterna- 
tives might include taking a leadership role appropriate to a 
world power such as the U.S. and, in this leadership role, ed- 
ucating other countries to the benefits of formula apportionment 
or other techniques providing for effective implementation. 

IRS and Treasury Criticism 
ofGAOStatistics 

Both IRS and Treasury seemed to think that our statistics 
presented a misleading and, in some cases, inaccurate picture of 
section 482 enforcement, a picture which overstated the diffi- 
culties involved. We believe our statistics accurately reflect 
the data available to us and convincingly show that the dif- 
ficulties involved in enforcing section 482 are both real and 
substantial. 

IRS questioned whether we had included all relevant section 
482 adjustments in our statistics. Specifically, IRS thought 
we erroneously excluded $330 million in adjustments from our sam- 
pie. We excluded the $330 million because these adjustments did 
not involve a foreign subsidiary and, thus, did not in a real sense 
cross national boundaries. We focused our review on adjusted 
transactions involving foreign subsidiaries because we believe 
that it is in adjustments made to such transactions that the real 
workability and effectiveness of the arm's length standard must 
be measured. 

IRS also noted that our statistics did not include any cases 
from the oil industry. IRS assumed that this was because such 
cases were not closed during the period covered by our sample. 
IRS was correct in this assumption. Since the data available to 
us did not include cases involving the oil industry, we cannot 
address IRS's statement that such adjustments exceed $600 million 
annually. 

IRS also thought we had understated the total number of ad- 
justments which were based on a comparable uncontrolled price. 
IRS said we should have taken into account that 240 of the 403 
adjustments were attributable to situations where the use of safe 
haven pricing rules was mandatory. Had we excluded these 240 
transactions from the total of 403 adjustments, we would have 
reported that 7 percent, not 3 percent, of IRS' section 482 ad- 
justments were based on comparable uncontrolled prices. We did 
not exclude these 240 adjustments hased on safe haven rules be- 
cause our purpose was to show how many of the total section 482 
adjustments in our sample were based on comparable uncontrolled 
prices. Safe haven prices by definition are not comparable un- 
controlled prices. Rather, they are prices established by IRS 
and Treasury to be used in specific situations. IRS has recog- 
nized that safe haven prices are not comparable uncontrolled 
prices and will permit a corporation to use a comparable 
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uncontrolled price instead of a safe haven price if such a comparable 
uncontrolled price can be supported. Thus, in terms of our purpose 
we would have been remiss had we excluded the safe haven adjustments 
from our computations. 

IRS added that its current data (examinations completed dur- 
ing fiscal year 1980) showed that 20 percent of its recommended 
section 482 adjustments were based on arm's length prices using 
the comparable uncontrolled method. We did not review the data 
IRS cited and thus do not know whether it is readily comparable 
with our results. Even so1 using comparable uncontrolled prices 
in only 20 percent of the adjustments is not, in our opinion, an 
indicator of substantial success. 

Treasury thought we concluded that the present regulations 
are seriously defective solely because the comparable uncontrolled 
price method is only infrequently used. Treasury said we failed 
to recognize that other methods outlined in the regulations are 
only alternatives for arriving at an arm's length price and not 
departures from that principle. We did distinguish between ad- 
justments based on the identification of a comparable uncontrolled 
price and adjustments based on an estimated price constructed by 
an IRS examiner using one of the alternative methods permitted 
when a comparable uncontrolled price cannot be easily identified 
isee PP. 28 to 29). We did so because we do not believe that an 
estimated price is the same as a comparable uncontrolled price. 
Moreover, our conclusion that section 482 enforcement under the 
current regulations is uncertain and administratively burdensome 
is not based solely on our statistical analysis of the sample. 
Our review of the recent relevant literature by experts in the 
field of section 482 enforcement also led us to this conclusion, 
a conclusion to which our statistical analysis lends support. 

Treasury further pointed out that we did not identify any 
specific indications that uncontrolled prices are not used in 
cases of intercompany pricing which do not lead to an IRS adjust- 
ment. We made no statement concerning such cases because this 
type of information is not available. Neither Treasury nor IRS 
has developed methods to obtain the data needed to measure the 
extent of noncompliance that exists within the universe of multi- 
national corporations. IRS, however, agreed with our recommenda- 
tion that it develop such data (see p. 26). Treasury's position 
seems to be that, if the transaction was not adjusted, it met 
the arm's length standard. We do not think this position is re- 
alistic when analyzed in light of the information we were able 
to obtain. Although the information available to us provided 
only an indication that increased potential for adjustment ex- 
ists, we believe this possibility should not be ignored. IRS 
examiners told us that only a few transactions can be examined 
and if transactions are not examined, potential adjustments can- 
not be identified. They also stated that some examiners give 
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higher priority to other international tax issues because other 
issues are less difficult and less time-consuming. Our statis- 
tics can be interpreted to lend credence to the examiners' state- 
ments (see p. 41). 

Treasury further questioned our conclusion that difficulties 
exist in applying the section 482 regulations by stating that our 
statistical analysis was misleading or unpersuasive. Specifi- 
cally, Treasury objected to our statistic'that only 200 of the 
519 corporations experienced adjustments because, according to 
Treasury, these data are subject to various interpretations and 
do not necessarily reflect difficulties with applying the regu- 
lations. Treasury also questioned our comparison between the 
$277.5 million in section 482 adjustments and the $43.5 billion 
total income of the examined firms. Treasury stated that a sig- 
nificant portion of the income may be unrelated to transactions 
between affiliates. TO be sure, the fact that only 200 of the 
519 corporations experienced adjustments could be interpreted 
differently, although Treasury did not make clear how this miqht 
be done. We made our interpretation in the total context of in- 
formation on section 482 enforcement available to us, including 
examiners' statements that difficul.ties in section 482 enforce- 
ment may cause some adjustments to he imissed, and such statis- 
tics as could be developed. We believe that, taken in a total 
context, the evidence suggests that a greater potential for 
section 482 adjustments does indeed exist. 

Finally, IRS felt that we understated the frequency with 
which comparable uncontrolled prices are used in making tangible 
property adjustments, the category of adjustments where the larg- 
est amounts of revenue are involved. IRS stated that its more 
current data (examinations completed during fiscal year 1980 and 
6 months of fiscal year 1981) showed that 50 percent of.these 
adjustments were made using comparable uncontrolled prices (as 
opposed to 15 percent in our data base). IRS added that the 
other studies of section 482 (see p. 33) which showed that only 
21 to 28 percent of tangible property adjustments were made 
using comparable uncontrolled prices did not support our con- 
clusion. 

We did not review IRS' current data and thus do not know if 
it is readily comparable with that in our sample. However, we do 
believe the other studies of section 492 enforcement support our 
conclusion that comparable uncontrolled prices are not frequently 
used in makinq tangible property adjustments. 
completed during 1972, 1973, 

The other studies, 
and 1980 showed that comparable un- 

controlled prices were used in 20, 21, and 24 percent of tangible 
property adjustments respectively. The higher percentages shown 
by the three studies and by IRS' current data may be due to the 
fact that those statistics include adjustments involving DISCS, 
Western Eemisphere Trade Corporations (WHTCs), and U.S. possession 
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corporations. Such adjustments were not included in our statis- 
tics because the transactions did not involve a foreign subsidi- 
ary. These studies also concluded that comparable uncontrolled 
prices were difficult to identify and were thus not frequently 
used in making tangible property adjustments. Moreover, even if 
IRS' most current data indicating a substantial increase in the 
use of arm's length prices for tangible property adjustments over 
that shown by other studies is readily comparable with our sample 
transactions, administrative burden and uncertainty for all af- 
fected parties would still exist in one-half of all tangible prop- 
erty adjustments. 
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I 
CHAPTER 4 

SCOPE OF REVIEW 

The Rouse Committee on Ways and Means, in a May 3, 1978, 
letter, asked us to study IRS' administration of section 492 of 
the Internal Revenue Code when auditing multinational corpora- 
tions. Specifically, the Committee asked us to determine whether 
IRS was experiencing problems using the arm's length standard in 
allocating income among commonly controlled corporations. If so, 
the Committee wanted to know whether the cause was poor manage- 
ment, a flawed conceptual approach, or a combination of both. 

We studied IRS' administration of section 492 by reviewing 1 
t 

the results of its examinations of large multinational corpora- 
tions included in the CEP. At the time of our review, the corpo- 
rations included in this program each had assets of $250 million 
or more. Generally, IRS examines the returns of these corpora- 
tions for each tax year. We used multinational corporations in 
the CEP because 

--they account for about 90 percent of the dollar volume of 
transactions between all U.S. parents and foreign subsidi- 
aries, and 

--they account for about 70 percent of IRS' total effort in 
examininq international tax issues. 

As of March 31, 1979, the CEP encompassed 637 multinational 
corporations, 22 of which were controlled by foreign parents. 
IRS' Statistics Division provided us with information on the in- 
tercorporate transactions each of the remaining 615 U.S. corpora- 
tions had with their foreign subsidiaries during fiscal year 1975 
as reported to IRS on form 2952. The 22 corporations controlled 
by foreign parents did not submit form 2952. 

To identify a cutoff point which would give us the most 
usable and current examination results, we reviewed various IRS 
records and statistics. These indicated that IRS' examinations 
of returns filed for the tax year ending between July 1, 1974, 
and June 30, 1975, were mostly being completed during calendar 
years 1978 and 1979 about the time we were beginning our work. 
Thus, we asked IRS to provide us with its examination reports 
on the tax returns filed by the 637 corporations in the CXP for 
those tax years. If the examination reports for the tax returns 
filed between July 1, 1974, and June 30, 1975, were not completed 
by September 30, 1979, we asked that IRS provide us with its ex- 
amination reports for that corporation's tax returns filed be- 
tween July 1, 1973, and June 30, 1974. If an examination report 
had not been completed for either period, we asked that no infor- 
mation be sent to us. 
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Requesting information from examination reports for an 
alternate year was suqgested by IRS officials to ensure that we 
would obtain a sufficiently large data base. To the extent that 
we included information from examination reports for an alternate 
year, a portion of IRS' recommended section 482 adjustments were 
for 1 tax year earlier than the data IRS' Statistics Division 
provided us from the filed forms 2952. We used the data from the 
forms 2952 only to show the growth in intercorporate business and 
to provide some indications of the potential for section 482 ad- 
justments. Thus, the nonuniformity between the years covered by 
the examination reports and the forms 2952 does not affect our 
conclusions or recommendations. 

Specifically, we asked IRS to provide us with the interna- 
tional examiners' report (IEKs) and selected sections from reve- 
nue agents' reports (RARs) prepared on examinations of the 637 
multinational corporations. The IER is usually completed first 
and information from it is then incorporated in the RAR. We ul- 
timately received one or both reports on 519 of the 637 corpora- 
tions. According to IRS, neither the IER nor the RAR were com- 
pleted by September 30, 1979, for the remaining 118 corporations. 
Thus, we received reports on examinations of tax returns filed 
for the tax year ending between July 1, 1974, and June 30, 1975, 
for 390 of the 519 corporations. For the remaining 129 corpora- 
tions, the reports we received pertained to returns filed for tax 
years ending between July 1, 1973, and June 30, 1974. 

Our statistics may portray a liberal picture of the income 
adjustments which will ultimately result from IRS' section 482 
enforcement activities. Because of our decision to analyze the 
most current IRS examinations, we included in our statistics ad- 
justments recommended in 108 IERs even though the RARs for these 
examinations were not completed by the September 30, 1979, cut- 
off. Since information from IERs is occasionally revised before 
being incorporated into the RAR, these recommended adjustments 
may be subject to change at a later point in the tax return clos- 
ing process. In addition, adjustment information from RARs is 
subject to revisi.on based on (1) decisions made by IRS appeals 
officers and courts or (2) negotiations between IRS and foreign 
tax authorities under income tax treaties. However, according 
to IRS, the recommended amount of the adjustment is nearly always 
revised downward rather than being increased. 

T'he statistics we developed from the reports received for 
the 519 corporations showed that IRS recommended 403 section 482 
adjustments totaling $277.5 million. These adjustments involved 
200 parent corporations and their foreign subsidiaries. We did 
not develop statistics on the section 482 adjustments IRS made to 
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transactions between the 519 corporations and WHTCs, l/ DISCS, 2/ 
and/or U.S. possession corporations. 3/ These adjustments totaled 
$330 million and involved 235 corporations. We excluded these 
adjustments because the transactions did not involve a foreign 
subsidiary and, therefore, did not in a real sense cross national 
boundaries. 

We focused our work on transactions that involved foreign 
subsidiaries because it is in this area that the real workability 
of the arm's length standard must be measured and the area where 
arm's length must work well, if it is to be effective. As ex- 
plained in chapter 1, this area has been growing rapidly since 
the Second World War and should continue to grow as multinational 
corporations expand their markets in foreign countries. In addi- 
tion, DISCS are corporations located in the United States which 
primarily perform a sales function. We were told by some exami- 
ners that difficulties associated with making adjustments in- 
volving foreign subsidiaries are not always encountered when 
adjusting the income between a DISC and its U.S. parent. In 
1976, WHTCs were phased out. A review of adjustments involving 
these corporations would not be a valid test to indicate how ef- 
fective the arm's length standard may be in adjustinq the income 
of other corporations in future years. 

In addition to developing statistics on the nature and ex- 
tent of adjustments made by IRS in enforcing section 482 for the 
corporations in our sample, we also developed statistics, through 
a review of the examination reports, on the pricing method used 
by IRS examiners in making the adjustments. The reports either 
stated the method the examiner had used or the method used was 
obvious based on the examiner's description of what had been done. 
We were, however, unable to determine the method used from infor- 
mation in the reports for 25 adjustments. 

As part of our study, we also examined IRS policies, proce- 
dures, and practices for enforcing section 482 using the arm's 
length standard. We visited the Department of Commerce and IRS' 
Statistics Division to obtain data on the growth of multinational 
corporations and magnitude of their intercorporate transactions. 

l/These corporations conduct all their business outside the U.S. - 
but within the Western Hemisphere. The corporations qualify 
for a special deduction reducing their taxable income. 

2/These corporations are allowed to defer taxation on a portion - 
of the income earned through export sales. 

3/These corporations, which operate in U.S. possessions, can ex- - 
elude up to 100 percent of their income from Federal taxation. 
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We reviewed (1) studies prepared by various organizations and tax 
experts on IRS' enforcement of section 482, (2) papers and arti- 
cles on section 482 prepared by recognized authorities on the 
subject such as prior and current Federal officials, lawyers, 
practitioners, and members of the academic world, and (3) selec- 
ted court cases. 

In addition, we reviewed international examiners' audit 
plans and workpapers and discussed section 482 enforcement with 
a total of 82 examiners, case managers, group managers, appeals 
officers and other IRS representatives in the Chicago, Cleveland, 
Detroit, Manhattan, Newark, Los Angeles, and San Francisco dis- 
tricts. We chose these districts because they encompassed the 
tax returns of 67 percent of the multinational corporations in 
our data base. 

At the IRS national office, we discussed section 482 enforce- 
ment with staff economists and officials of the Examination Divi- 
sion, the Office of the Deputy Chief Counsel (Technical), Office 
of Internal Operations, and the Appeals Division. We also dis- 
cussed studies pertaining to the arm's length standard and to 
apportionment formulas with officials from the Department of the 
Treasury. 

We did not contact corporate officials during our study. 
Comments from corporate officials have been considered and pub- 
lished in other studies, one as current as May 1980. We used the 
results of these studies in our review. (See Pp- 33 and 43.) 
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APPENDIX I 

SUMMARY OF RULES FOR 

ADJUSTNEWS INVOLVING LOANS AND ADVANCES, 

SERVICES, AND USE OF TANGIBLE PROPERTY 

WPENDIX I 

To determine the amount of section 482 adjustments in- 
volving (1) loans and advances, (2) performance of services 
for another, and (3) use of tangible property (rent) the regu- 
lations permit two types of prices--an arm's length price and a 
safe haven price. 

Loans and advances 

The regulations allow IRS to impute or adjust interest in- 
come to related non-arm's length intercorporate transactions in- 
volving loans, advances, and other types of indebtedness. The 
regulations specify that in adjusting some types of transactions, 
the examiner must identify or establish an arm's length rate, 
while in others the examiner can use a safe haven interest rate. 
The arm's length rate is used when the lender is in the business 
of making loans to unrelated businesses of the same general type 
as the loan in question. The arm's length rate is the rate of 
interest that would have been charged at the time the indebted- 
ness arose in transactions between unrelated businesses. All r.ele- 
vant factors must be taken into account in establishing the arm's 
length rate. 

When the lender is not in the business of making loans or 
advances of the same general type as the loans or advances made 
to corporations within the controlled group, then the safe ha- 
ven rate applies. The safe haven rate is the rate of interest 
actually charged so long as it is at least 11 percent but not 
greater than 13 percent. If the lender did not charge any inter- 
est or charged a rate w??ich does not meet the 11 to 13 percent 
safe haven standard, then adjustment is based on the safe haven 
rate of 12 percent per annum simple interest. If the corporation 
is able to establish a more appropriate rate, then that rate is 
considered the arm's length rate. 

Services 

When a member of a controlled group renders services for 
the benefit of another member of the group at no charge or at a 
price other than an arm's length price, the regulations again 
permit the examiner to base the adjustment on either an arm's 
length price or a safe haven price. The price which is used de- 
pends on whether the services rendered are an integral part of 
the trade or business of either the member rendering the service 
or the one receiving the service. 

65 



APPENDIX I APPENDIX I 

When the service is an integral part of the trade or husi- 
ness of either the renderer or the recipient of the service, the 
examiner must identify or establish an arm's length price. The 
price is the amount that is charged (or would have been charged) 
for the same or similar services in transactions with or between 
unrelated businesses under similar circumstances. The regulations 
consider services to be an integral part of a trade or business 
when: 

1. Either the renderer of the service or the member re- 
ceiving the services is engaged in the trade or husi- 
ness of rendering services to unrelated business. 

2. The renderer provides services to one or more related 
corporations as one of its YrincipaL activities. 

3. The renderer is peculiarly capable of rendering the 
service and such services are a principal element in 
the operation of the recipient. 

4. The recipient has received the benefit of a suhstan- 
tial amount of services from one or more related cor- 
porations during its taxable year. 

Nhen the services are not an integral part of the trade or 
business of the renderer or the recipient, the safe haven price 
is the full costs directl-y or indirectly related to the service. 
Direct costs are those which can be irientified with the service. 
These include such expense items as compensation, bonuses, travel 
expenses of employees rendering the service, and cost of materi- 
als directly consumed in providing the service. Indirect costs 
cannot be specifically identified with any specific activity or 
service but relate to the direct cost of the service. Indirect 
costs include such items as utilities, rent, and supervisory and 
clerical compensation. 

Use of tangible property (rent) 

As in the case of loans and advances and services, the reg- 
ulations permit two types of prices on which adjustments can be 
based: an arin's length price based on transactions between unre- 
lated businesses, or a safe haven price. When the owner or user 
is engaged in the business of renting property similar to that 
leased to the related corporation, the arm's length price is the 
amount that -would have been charged in transactions between unre- 
lated businesses under similar circumstances. When neither the 
owner or the user is engaged in the business of renting similar 
property, the safe haven price is the sum of the expenses paid or 
accrued by the owner or lessee, the depreciation, and percentage 
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of the depreciable basis of the property. However, if the cor- 
poration can establish by reference to third-party transactions 
a more appropriate price, then that charge will be the arm's 
length price. 

The regulations provide that a safe haven price is the sum 
of the following: 

1. The amount of depreciation is arrived at by dividing 
the depreciable basis of the property by its total 
useful life in the hands of the owner. The depreci- 
able basis is the original cost or other basis of 
the property, adjusted by capital items and reduced 
by estimated salvage but not reduced for exhaustion, 
wear and tear, and obsolescence. The total useful 
life, depreciable basis, and salvage value shall be 
estimated based on the facts and circumstances known to 
exist at the time of the lease. However, if capital 
improvements were made to the property after the time 
of the lease or rental, the basis is adjusted when such 
improvements become substantial. For this purpose, im- 
provements will be considered substantial when the total 
adjustments exceed 25 percent of the adjusted basis of 
the property. 

2. Three percent of the depreciable basis of the property. 

3. Expenses directly and indirectly connected with the 
property that are paid or accrued by the owner. The 
expenses include taxes on the property, repairs, main- 
tenance, utilities, and management expenses. Interest 
expense, however, is not to be included. 

4. Expenses in connection with the possession, use or OC- 
cupancy by the user or lessee paid or accrued by the 
owner or lessor during the taxable year. These include 
expenses in connection with the transfer of the property 
or other similar expenses. 

The regulations provide that capital expenditures during 
any taxable year in connection with the use of the property by 
the user-lessee are considered expenses paid or incurred by the 
owner to the extent that they may be properly amortized for the 
taxable year. 

If the property was used by more than one party (whether 
related or unrelated) during the taxable year, then only a por- 
tion of the sum of the expenses is to be taken into account with 
respect to each user. The amount to be taken into account is 
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the proportion of the sum which the number of days the property 
was used by the user-lessee bears to the number of days it was 
actually used by all parties. If another measure is more appro- 
priate (such as hours) then that measure should be used. 
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Fomt 2952 
(RC”. Jan. 1575) 

Controlkd Foreign Uwpsralti43ns 
‘licearlmcnt 01 It,* Treasury 

(Under Section 6038 ol the Internal Revenue Code) 

I”.. ma, nerenus S.+CE For calendar year 19 or other taxable year begiming .19 I ard endine , 19 

PIam* of United States person number (social security 
nurnher, or employer Idcntificatiov 
nunlber if other than ind:vidual) 

Address 

, l l .z  1”““““.& Ill,“l‘l...\.“.l ,..--_ “.. ---.,... ___ _.. --r- ~... 
or each Controlled Foreign Corporation 

(see instructio:l A). Amounts must br stated in U.S. dollars and all information must DC in the English language. .- _-_.__ ~I ..- -- _--.- 
1 (a) Name and address of foreign corporation (b) Employer identification nunr- 

bcr, If any 

__I__I___F_---.- _..^ 
2 Name and address of :.:atufov or resident agent in country of incorporation 

_-_- - 
3 (a) Name any rddwss of bmnch or agcllt in the U.S. (b) Identifying number 

--___~ ,-__ ~---.- 
4 Name and addrex of custodian of books and record:; and loca’ion of books and records if different from such address 

5 (a) Principal business achvity (c) Prirxipal cities and countries where business it cond!xted 

_I- 
6 Date of incorpora?ion ( 7 I f n ormation furnished for the foreign corporation’s period- 1 8 C@~ntry under whose laws Incwwrated 

beginning 19 endIng 19 I --~ 
(b) #umber of shares of each das!, ouls!3nding- .a- 

9 (a) Description of each claS$ of stock ,, ml hafin-lre ot 1’11 ’ tt lhc r-d d t>t mnual 
rnnld r:co”r.li”lp pwld npauntin# rcicd -__^ ____--_- 

_~...._.._.________.._..~.... _, ._._...^-..~~_._.____...~~.....--~.~.-..~--...--....-“--..-. .- ._~...._...__... ____.--__.._..___-._~~~.~.--.--” -.-. ~...: :1:1111::1:11: / 

._________.._......._________~...~..___._.____....~~..~~.~. . .~.--..--..~.-_ ..-...--1.-- ~---~-.-..-.-~---------- .-...._-...~-.-------~-...-..-*- ------- 

10 (a) Potai percentage of votmg stock of the foreign corporation owed by you at the end of the innlral ac- 
countirig period -_‘II_II_. . . . . . . . . . . . . . . . . . . . . . . 96 -- 

(b) The following information must be submitted for each U.S. person who is a cha:ehotdrr owing a: any time durkng . ~8 foreign 
corporation’s annual accounting period 5<& or more in value cf any class of outstanding stock. 

---- - l_l_ 
Name 01 shareholder loentliyrnp Funlbrr Mdresr crm Of srocll _/ Numbrr of rh,rcr held 

--_~ 

31 (a) Current earnings and pro& (see sections 902 aid 964(a) and the regulations thereunder) * .___ ~~II-. _1--p-‘2’ 
(b) Curren; forergn income. war profLs. and excess proftts taxes paid or accrued (exclude amounts withheld 

on distributions) . ___~ -_...-_ -2-L’: ‘U-T.--L - I . . _ . . . , . , . , . 
(c) DisfritAions out of current carnlnEs and proflts __~_-.-_--__..--- -. --- L................ 
(d) Dlstrlbntm-6 out of accun~ulated carninfcs znd profits for prmr years (see instruction I-aftxh schedule) ___L_______.-- .-.-- --- -_l_ - -.I_--___--- -__-. ----_.~- _ 
(8) Dbstrlbutions out of other than earntngs and profits (see mslructmn J--attach schedule) ------ ----~ ---- -.... ---------:-.2-L- . de 
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Form 2952 (Rev. l-75) Pa&* 2 
12 *Complete the followr7g s~rrmnary showing the total anrourlt of each of the followirK types of trarlsxtlons that touh pisce during 

the al.wal accountitlg perrod of the foreign corporation between the foreign corporation (column (1)) and the persons de- 
scrrbed in coturnns (2) through (6). 

(a) Sales 01 stock in trade (except in Ihc 
ordinary course of business whcrc 
neither party to the transaction is a 
U.S. FKWl) . . . . 

(b) Sales of property rig!)!8 (n-e., patents, 
trademarks. secret fwmulas, etc.) . 

(c) Campcnsation tecciucd fur tcchn~cal: 
managerial. englncerine. conitructmo, 
scienitf~c, or like services . . 

(d) Commissions received . . . 

(e) Renls and royalties received . . 
(f) Amounts bormwd (other lhan open 

accounts which arise ax ?:e collected 
in the ordinary twrse of bi:sirirss) . 

(g) DivFdends received . . . . 

(h) Interest received . . . 

(i) Prcmicms received for inwrance or 
winsurance . . _ . . . . 

Total (lines (a) through li)) . 

(i) Purchaw 01 stock m trade (except in 
the ordinary c~urbe of busmess w:;ere 
t&her paiiy to the transactiw IS a 
U.S. person) . . 1 . . . . 

(k) Purchases cf tanp,iblo property r,ther 
than stock in trade (cxceyt where 
neither party to the traosactiun is a 
U.S. rwrscm) 

(I) Purchase; al property ;.ghis (&.,‘pat: 
cnts, trademarks, secret formulas. 
etc.) 

(m) Ccmp&.isn C:id for’trc’hni~al. ian: 
agsrial. encineering. construrtion. w- 
entific,o: like serv~~a . . . . 

(n) Comnrissrons paid . . _ . 

(o) Rents and royallres paid 
(p) Amounts loaned (other than dpen’ a; 

camIs which arise and are collected 
in the ordinary course of business) 

(q) Dividends paid. . . . . . 

(r) Merest paid . . . . . . . 

Total (lines (j) through (r)) . 

If an entry would be made in the above schl de except for the far that no compensation wa? paid, indicate the ries rn which this has occurred 

*If (he U.S. person is a lxnk, as descrihcd in section 581, or is controlled wrhn tfte memrng of section 368(c) by a b.?nh, the term “tra~sacllons” 

must not, as to a corporation wlh respect to which a return is Wed, iixluiie banking lransacl~ons entered rnta on behalf Of Customers HOWvet, 
deposits rn accw~ts betweo a fore#g;~ corporation controUed by a US. ncvson. and a bank. and wrfhdrawals from aicwnts must be summarized 
by reporting end of month balances 

.- - 
13 (a) The fotlowrng fi,ranciat statements for the annual accounting period of the foreign corporation must be filed with and nlade 

a part of this return: (1) profrt and loss statement for the perrod; (2) balance sheet as of the end of the pcrrod; and, (3) 
analysis of cfmnp,es rn ?uryitts accoun1s (include both apemn~ and ctosmg balance). These sMem?nts must be irlcd in con- 
formtty wrth gcnerslly accepted accounting prrncrpfes, and rn such form and detail as 1s customary for the corporatron’s ac- 
counting recorde 

-I_ _----__ 
(b) Enter gross receipts or gross sales (1~~s returns and allowances) fram tlw profit and loss statcmcnt re- 

quired in item 13(a)(l) . . . . . . . . . . ._. . . . .-I’ 
(c) Enter total assets (net) front the balance sheet required in item 13(a)(2) . ~I~-__~~~----_-._-~_~-~~.- -L-a-. -___ 

14 Exchange rate used (if nwre thaII rxw r&a 15 used. attach statt=ment) S _-___------ -.... - ---__-- .-~_I_-___ 
15 Comptete the folIowIng for per~ns wrth whom this wlurn IS lnrrrtly frlrd or on whose behalf it IS f’red: ----- ~__I”~___-.---~-~------- -- -~-__ 

Nan,* hddraba 
~... --.__ I-__ 

._...--.....~.--........~-... . . . . ~...____ _~..~__~...... ._._..... .~ . . . .._......_____............-...... .__._______~___._ ~.. _..__. . 
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Form 7952 mcv. l-75) 

lrfstructi0tiS 
(Relerences arc to the lntrrnal Revenue Code) 

A. Requircmrnt of Retutn.-Every 
U.S. person must make a separate an- 
nual information return on Form 2952 
with respect to each annual eccounting 
period of each forctgn corporabcn that 
(xrmn controls for an unlnterrbpted pe- 
rid of 30 days or more during such an- 
nual accounting pcnod. 

B. Nature of Uusiness.--See psge 7 of 
the instructions to Form 1120 for list of 
principal business activities and business 
activitv code numbers. 

C. Princiya! Cities and Countries where 
Business is Conducted.-List those 
places af busin?ss from which the Iare. 
est portion of rross rscerpts shown rn 
line 13(b) is dcnved. 

0. U.S. Person.-.The term “U.S. 
penon” maw’ 

fnfer all transactions of an affilrated 
group whrch filed 3 consolrdated return in 
column 2 of itom 12. Cnter transections 
of domestic suhsldraries with which a con- 
solidated return was NOT !iled in column 
3 of item 12. 

See sectron 1.603&2(d) of the rcgula- 
tions for excepbon of certatn residents of 
U.S. possessions. 

E. Control.- -A person ‘/ill be deemed 
to be In control of a foreign corporation 
if he owns stock possessrng mere than 
50% nf the total combineu vobng nnwer 
of all classes of stock enti:led to vote. or 
more than 50% of the ;otal value of 
shares of all classes of stock of the for. 
eign corporation. A person in control of 
a corporation which, in t.;r,l, mvns more 
than 500/6 of the combineti voting power, 
or of the value, of all classes of stock 
of another corporation is also treated 
as beina in control of such other 
corporat&r 

6.ample.-Corporahon A owns 51$, of the vat- 
ing stock in Corporalion 8. Corporation 6 owns 
51% of the volmg stock in Corporahn C. Corpara- 
Ken C in turn owns 51% of the voting stock in 
Corporation D. Corporation 0 is controlled by 
Corporation A. 

the U.S. person’s ~ncorne tax raturn. An 
application for an ertenslon of time for 
filrng a re!urn of rncornc is also con. 
sldered as an applvcatioo for an exten- 
sion of time for fillnp, Form 2952. 

I. Distributions Out of Accumulated 
Earnings and Profits-11 any dlstribu- 
tlons are made by the foreign corpora- 
tion to shareholders with respect to therr 
stock out of accurnu!ated earnings and 
profits for prior years. enter in item 11(d) 
tne total amount of such distributions 
and attach a schedule showing the years 
durrng which the earnrngs and profits 
were accumulated. (The distributions are 
deemed to bc maJe out of the most rep 
cent prior years’ accumulated rarnings 
and profds, working backwards.) 

J. Distributions Out of Other Than 
Earnings and Profits-To the extent that 
distributions made by the forelgo corpora- 
tion to sharehclders with resnecr to their 
stock exceed the current and‘p,ior years’ 
accumulated earnrngs and profits, enter 
in item 11(e) the total amount of other 
distrrbutions. Attach a schedule sn-xving 
the amount that is applied agarrlr the 
shareholders’ basis. and the amount that 
is treated by the shareholders as caprtal 
gain d~strrbutions. 

Also, include in the schedule the 
amount of any distributions by tho con. 

trolled foreign corporation whrch are 
made to shareholders in redemphon of 
stock, or WI perual or complete Irquida- 
tlon. 

K. Two or More Persons Required to 
Submit the Same Information.-If two 
or more pnrs.orts are rcqulrcrl to furnish 
information wth respect to the same for. 
ernn corooratm for the same ucriod. the 
p&,ons’may. instead of ma!c!r;g separate 
returns, jointly make one rch~m. The ;olnt 
return must be filed with the income 
tax renm of any one of the persons 
making such joint return. 

L. Persons Excepted from Furnishing 
Information.---Any person rcqurred to 
furnrsh rnfortna?~on under :cctlOn 6338 
with re-pcct to a foreign corporation ncad 
not furnish that informatlon if ail of the 
following condhms are md: 

111 The persm does not drrccCly own 
an ‘&rest in the foreign corporation; 

121 The norson is rcouired to furnish 
the‘ information solely by reason of sttri. 
bution of stock o,wnership from a U.S. 
person; and 

(3) The person from whom the stock 
ownerstiip IS attributed furrrrshes all of 
toe information required of the person to 
whom the stock ownerslr~l~ is attributed. 

M. Statement Required.-Any person 
who IS required to irk this return but 
does not do so because the inforrnatio 1 
wrli be furmshcd by anotlrer person must 
file a statement with his return Indicatinp 
that such liablirty will be satisfied and 
rdentify the return with whtch the infor- 
matlon wrll be f~lccl and the place of flling. 
The statement below may be used for 
this purpose. 

N. Peflalties.--The information re. 
quired by section 6030 must bc furnished 
even though there are no foreign tnxej 
which would be reduced. For criminal 
penalties for failure to fllo a return and 
lrling a false or fraudulent return. see sec. 
tions 7203, 7206. and 7207. 

0. Effect on Tax Credit.-F;rilure to 
furnish any mformation required hy sec- 
tion 6038 wtll result in a reduction in the 
forergn taxes which are taken into ac. 
count when figuring the credrt under sec. 
tions 901. 902, and 960 as provided 
in detail in paragraph (I) of section 
1.6038-Z of the regulations. 

Statememt in Regard to FDing Requirement of Form 2952 

I have not filed Form 2952 because (check applicable box): 
q I am excepted from filing and information will he furnished 

by the person from whom the stock ownership is attribut- 
0 A joint return has or will be filed. 

able. 

Name 

Person filing this statement 
.- 

Name 

The information required to be 
furnished on Form 2952 will be filed by 

Address Address 



APPENDIX III APPENDIX III 

SUMMARY OF PRICING METHODS 

FOR THE TRANSFER OF 

TANGIBLE PROPERTY 

Treasury Regulations 1.482-2(e)(l) establish three methods 
for making adjustments: the comparable uncontrolled price method, 
the resale price method, and the cost plus method. All three 
require reference to similar transactions between unrelated 
businesses. Each method must be considered in the order in 
which it is listed. Ordinarily, no pricing method can be used 
unless the preceding ones are rejected as unsuitable. If all 
three are rejected, some other appropriate, but undefined trans- 
fer price method may be used. 

Comparable uncontrolled price method 

The first and most preferred method is to base the adjust- 
ment on a price obtained from a comparable uncontrolled transac- 
tion. In this method, the examiner must identify the price paid 
in a comparable uncontrolled transaction. Uncontrolled transac- 
tions are defined as sales between two businesses who are not 
members of the same controlled group. They include: 

--Sales by a member of the controlled group to unrelated 
businesses. 

--Sales to a member of the controlled group by unrelated 
businesses. 

--Sales in which the businesses are not members of the 
controlled group and are not related to each other. 

Uncontrolled transactions at unrealistic prices cannot be used 
to justify an adjustment. For example, sales in small quantities 
cannot be used to justify a comparable uncontrolled price on a 
large volume of sales. 

Since a number of factors can affect the price of a sale, 
this method requires that the uncontrolled transactions be care- 
fully reviewed for comparability with controlled transactions. 
The product sold in the controlled and uncontrolled transactions 
should be reasonably similar. 

Resale price method 

If an arm's length price cannot be established under the 
comparable uncontrolled price method, the examiner must proceed 

72 



APPENDIX III LAPPENDIX III 

to the resale price method. This method requires working back- 
ward from the price at which the buyer resells a product, ori- 
ginally purchased from a related member of the controlled group, 
to an unrelated business. The resale price is reduced by an 
amount which reflects the seller's gross markup or value added. 
This should include all costs incurred in adding to the value of 
the product plus a reasonable profit. While the comparable un- 
controlled price method is based on a comparable Frice, the re- 
sale price method is based on a comparable markup. The arm's 
length price of the initial controlled sale is arrived at by re- 
ducing the resale price by the appropriate markup. 

According to the regulations this method should be used 
where no comparable uncontrolled sales exist and where the buyer 
does not add substantially to the value of the product. This 
would be the case where the buyer, for example, stores or repack- 
ages an item purchased in a controlled sale, or perhaps merely 
processes paperwork on the item but does not modify it siqnifi- 
cantly with substantial manufacturing activity. 

Cost plus method 

The cost plus method is used when neither the comparable 
uncontrolled price method nor the resale price method can be ap- 
plied. The cost plus method is usually applicable when a manu- 
facturer sells all of its output to a related corporation which 
then adds its trademark or trade name, or substantially modifies 
the product before its resale. 

The starting point in establishing the arm's length price 
under this method is the cost of the property sold in the con- 
trolled transactions. To this cost is added markup. The balance 
must then be adjusted for any material differences that have an 
ascertainable impact on price, between the sales from whi.ch the 
appropriate markup percentage is derived and the controlled 
transactions. 

The markup is arrived at by multiplying the cost of the 
property sold in the controlled transactions by an appropriate 
gross profit percentage. As in the resale price method, the ob- 
jective is to find a comparable markup. 

Other pricing methods 

Treasury Regulation 1.432-2(e)(iii) provide that if none of 
the three pricing methods can be applied, some other method or a 
variation of the three methods can be used to establish a price 
on which to base the adjustment. While the regulations provide 
a fourth or other method, they provide no guidance to I% exami- 
ners and economists in establishinq a price under it. It is left 

e 
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up to the examiner or economist to choose a method most suitable 
to the situation. lccording to IRS' training manual for inter- 
national examiners, some alternative methods that may be used 
are: 

1. Rate of return on investment method, where the arm's 
length price is arrived at by using a rate of return 
expressed as a percentage of capital invested in the 
manufacturing of the particular property involved in 
the controlled sale or in the capital invested in a 
particular function. 

2. The ultimate sales price method, where the starting 
point in establishing the arm's length price is the 
third-party sales price. Working backwards, the exam- 
iner or economist arrives at the arm's length price 
by adjusting for functions performed by the related 
buyer or buyer-reseller. The adjustment is determined 
by first identifying the cost of the functions and 
then ascribing a profit to them. 

3. Functional method, where a comparison of the functions 
performed rather than prices of the property is made in 
determining the arm's length price. The examiner or 
economist compares the functions performed by the unre- 
lated party with those of the corporation even though 
the property sold by the unrelated party performing the 
function is dissimilar to the property involved in the 
controlled sale. 
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FACTORS TO BE CONSIDERED IN 

ESTABLISHING AN ARM'S LENGTH RATE 

FOR INTANGIBLE PROPERTY 

Intangible assets are considered one of the most important 
assets owned by a business entity. Treasury Regulation 1.482- 
2(d) (3) 

1. 

2. 

3. 

4. 

5. 

defines intangible property as: 

Patents, inventions, formulas, processes, designs, pat- 
terns, and other similar items. 

Copyrights, literary, musical, or artistic compositions, 
and other similar items. 

Trademarks, trade names, brand names, and other similar 
items. 

Franchises, licenses, contracts, and other similar 
items. 

Methods, programs, systems, procedures, campaigns, sur- 
veys, studies, forecasts, estimates, customer lists, 
technical data, and other similar items. 

Additional items that may be considered intangible property 
are goodwill, key employees, and consumer acceptance. 

The regulations also add this qualification to its defini- 
tion of intangible property-- "provided that such items have sub- 
stantial value independent of the services of individual persons." 

When comparable uncontrolled dealings cannot be found, 
Treasury Regulation 1.482-2(d)(2)(iii) states that the follow- 
ing factors may be considered in establishing a rate on which to 
base the adjustment: 

1. The prevailing rates in the same industry or for similar 
property in a different industry. 

2. The offer of competing transferors or the bids of compet- 
ing transferees. 

3. The terms of the transfer, including limitations on the 
geographic area covered and the exclusive or nonexclu- 
sive character of any rights granted. 

4. The uniqueness of the property and the period for which 
it is likely to remain unique. 
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5. The degree and duration of protection afforded to the 
property under the laws of the relevant countries. 

6. Value of services rendered by the transferor to the 
transferee in connection with the transfer within the 
meaning of paragraph (b)(8) of this section (services 
rendered in connection with the transfer of property). 

7. Prospective profits to be realized or costs to be saved 
by the transferee through its use or subsequent transfer 
of the property. 

8. The capital investment and starting up expenses required 
of the transferee. 

9. The availability of substitutes for the property 
transferred. 

10. The arm's length rates and prices paid by unrelated par- 
ties where the property is resold or sublicensed to such 
parties. 

11. The costs incurred by the transferor in developing the 
property. 

12. Any other fact or circumstance which unrelated parties 
would have been likely to consider in determining the 
amount of an arm's length consideration for the property. 
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Tax Audit Guidclims, Individuals. Partnerships, Estates and Trusts, 
and Corporations 

page 4233-168.1 
(10-19-79) 

Exhibit 600-9 

Polntcrs to International Tax Avoidance 0 

The Guldefinos are divided into the following 
three general categories: 

A. General Matters. 
B. The Balance Sheet. 
C+ Profit and Loss Items. 

the foreign corporation is engaged in a trade or 
business in the United Slates and subject to 
United States taxation. 

A. General Matters 
1. Member(s) of corporaie group localed in 

tax havc?n[s& A Lax haven can be described as 
any country whose laws provide an escape 
from taxes on an economic gain which would 
otherwise be taxable in another country. For 
eramp!q a cocln@y may have a few or no tax on 
income or a type of Income. it may also altow a 
deduction that is not allowable in the other 
country. Thzre is a great !ncentive to divert 
profits and c%her income to parent or subsidiary 
corporatins organized in fax havens. 

7. Permanent loss-makers. This can indicate 
the possibiJI!y of less than arm’s length transac- 
tions and relationships with suppllers and/or 
customers. 

8. Domestic/niernationaISales Corporation. 
DlSC transactions shoctd be scrutinized to de- 
termine if the electIon, qualifications and pricing 
arrangements are proper. 

B. +he Balance Sheet 

2. DJKH w of fax havens. A multinational 
group wuse a fax haven 10 advantage both in 
the purcbe and sale of goods. By adroitly 
invoicing, ~WC!S through a tax haven affiliate, 
the greater$.~Wicn of the profit, unrelated to any 
funclio~ $%zf%ra%ed by the tax haven affiliate, 
can be envneously recorded in the affiliate. 
Likewise. reuersing the techmque, a United 
Sta’fes crwrvre:ion can be overcharged for 
goods purcK%ts& from a tax haven affiliate, 
thereby aeating an undhwabie tax deduction 
for ti CTni&d States corporation. 

1. RepaMaGofi of foreign profits as loans. 
Loans from foreign affiliates may represent the 
repatnafion of foreign profits and an attempt to 
avoid payments of dividends to an affiliates 
United States corporation. 

2. Excessive balances with affiliates. Exce: - 
sive credit or debit balances with foreign affili- 
ates may indicate non arm’s length transac- 
tions between the parties which have not, and 
perhaps will not in fact be paid. 

3. Write-offs of iniercompany debt. Thrs can 
be an attempt 10 reduce accumulated intercom- 
pany balances that may have resulted from less 
than arm’s length transactlons. 

3. @amsoPidated tigures for world group bet- 
ter tha-~ akimesticccs~ratbn results. This type 
of sitwatin can ‘bz an indication that the profits 
of the IlltiW S%tes corporation ate being di- 
verted to a tax haven. 

4. Group Orcganiza:ion. in a corporate group 
structure* ascerfarn If each corporabon has a 
va!id ~w&Io~. An “unexplained” corporation 
may be a u&i& for tax avoidance. An analysis 
of the tvyer’s copres of Securities and Ex- 
change Gommrsslon Forms 8K and 10K and the 
Form 959 (Return by an Officer. Drector or 
Shareholder Gth Respect to the Organization 
or Rznrganizatan of a Foreign Corporation and 
Acquisition of Its Stoch) print-out. malntalned by 
the Reglorzai Program h~anagcr-lnternat~onal, 
can be alsed as a startmg polnf to determine all 
foreign cnlilres owned by a United Stales fax- 
payer. 

4. Investment and receivables held through 
or by foreign subsidiaries. Banks may lend 
‘unds to tax haven subsidiaries for investments, 
but allege that they are only lending as par! oi 
ordinary banking business at commercial rate. 
Loans or investments may be made in United 
States property, subject to dividend considera- 
tion. 

5. Absence of expectedassets orliab/lities in 
a company’s accounts. Such omissions may 
indicate the assignment, transfer or sale of 
such Intangible assets as patents, know-how, 
trade secrets, etc. to a tax haven affiliate. 

C. Profit and Loss Items 

1. Research and development. 

5. Associatc~ci .hy ccmn~o~ controi rather 
than group membersh,p. 7hc:e IS nocd in prac- 
tice to wXch lor tIansac!~ons belwaen compa- 
nieswhicf> are7 undor c~ommon control but which 
do no! smpiy belong to the same group. 

6. Domcst:c branches of lorurgn corpora- 
tions. If should be asccrtnlned whether or not 

a) High technology industries. These indus- 
tries are mtensively engaged in research and 
development. They are partrcularly prone 10 tax 
avoidance schemes because of their high 
gross profit margins. The U.S.. in this respect, 
prov~dcs tax sheltering opporfun3ies as I.R.C. 
Sec. 174 allows a current deduction for re- 
search and development expenditures. 

MT 4233-9 IR Manunl 
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Tax Au&; ~&k.m~, Individuals, Partnerships, Estates and Trusts, 
and Lcqmabm~ ‘: 

page 4233-168.2 
(10-19-79) 

ExP:,bi.f 600-9 Cont. (1) 
-.- 

Palr&ws to International Tax Avoidance 0 

b) Hidden research and devetopmcnl ex- directiyto third parties may exploit their monop- t 

ponQ1~res. Certain expenses are sometimes oty position by transferring the patents to tax 

bo&c:d in specific accounts; however. larger haven subsidiaries to serve as kensors. 

an~~~unts may be passed through cost of sates b) Payments in respect of expiredpatents. 

aC;aunts. The total expense (includmg pay- Any payment in respect of patents which have 

rneLs to other group members) should be es- expired needs further investigation. 

tatili&ed. c) Reciprocal benefits. Where a corporation 
3) Pooled research and development ex- pays royalties to a foreign affiliate for use of a 

B’ I _.., v.omr&r ;,++_r*mc-4, a-.rl -r*A.%-l r.n.u-;c(n. b.tihnr th- rnnlra@J/ 19 a&- 
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Tax Audit Guidelines, Individuals, Partnerships. Estates and Trusts, 
and Corporatms 

page 4233-160.3 
(1 O-1 9-79) 

Exhibit 600-9 Cont. (2) 

Pointers to International Tax Avoidance 0 

fl. lnvoicetooncporly;shipmenttoanother. 
Separation of a transaction In th+s way may 
indicate a tax avoidance scheme. 

between parent and subsidiary should be 
watched closely 

12. Adequatecompeni;atron ofoffices. If offi- 
cers of a United Slates corporation also serve 
as officers of foreign aMates, check if the of- 
fices’ compensation is bc~ng properly allocated 
as an expense or the aff:Iioted foreign corpora- 
tions relative to the executjve services the offi- 
cers perform fur each corpcrration. 

13. Renfal accor.rntz Detaits of the use of 
premises occupied by fo&qr affiliates may In- 
dicate thP extent and nature of their activities. 

16. Net operating losses of affiliates. During 
a period of worldwide economic recession, 
sales affiliates of foretgn corporations should 
be closely watched for large net operating loss- 
es carried back to profit years, and the recap- 
ture of all previously paid tax. Foreign corpora- 
tions wtth excess~vc losses, or in bankruptc) 
status, may make excessive charges to their 
affiliates. 

14. Internal ch&etir@anangemenki in shp 
ping groups. Pion arm‘s Length rates may be 
charged betwc-n companies in controlled 
group, particuMy to or by affiliates in tax ha- 
vens. Long term ct~~!-rs &may be concluded to 
take advantage of un~~suai rises or falls in the 
general level d the freight rates. 

19. Presence of ruling letter. If any transac- 
tions involved a reorganization between a do- 
mestic and foreign entity, a ruling letter should 
be present. 

20. trquidation or sale of 8 foreign affdiale. 
This may reveal areas where foreign income 
was accumulated, or shifting occurred. Also, 
the possible conversion of ordinary income into 
capital gain may be present. 

15. Changes in &e pa!R~n ofacwunts. Any 
major changes s~!%as~ease IR grossor net 
profits, volJmc of bus+~~% d&t and/or credit 
balance intsr-corn- accmnfs as they relate 
to dealings with foMgn aK~%tates. shotild be 
analyzed to ascer&& ti Uhe reason for the 
changes. 

16. Travel expme. M a &xmsli~ entity de- 
ducts expense d trzved lhol is fo&gn affiliate. 
such expe lse, along v&h similar expenses, 
could be allocated to the fuce$n -oration 
under Section 482, d&perMfng upon the facts of 
the instant case. AJsa, in whictis case, such trav- 
ei expenditures w+zM tze cor&dered aflocabte 
to fol oign sourced i%izcKM? for tRe purposes of 
computation of the tiratgn tax credit ltijtation 
of the domestic aH&~z&. 

21. Payments to foreign entities by domestrc 
corporations. Where a payment of income has 
been made to a foreign entity from sources 
within the United States such as wages. rents, 
dividends, interests or other fixed or determln- 
able ar,nual or periodic Income not effectively 
connected with the conduct of trade or busi- 
ness in the United States, it should be deter- 
mined whether a liability for withholding tax ex- 
ists and whether Forms 1042 were filed. 

17. Domestic pent nanrpanjes with affili- 
ates with possess&s of ti United States. 
Such possessionc.ospo&~onsareexemptfrom 
texation. In these circumstances. hansactions 

22. captive Offshore Insurance Companies. 
The potential tax advantages of a captive off- 
shore in?.!rance company (COIC) have bsen 
noted by tax practittoners and by the IRS. A 
COIC is a foreign subsidiary of a U.S. parent 
corporation that IS formed solely to insure the 
casualty risks of its U.S. parent and the parent’s 
foreign and domestic subsidiaries. See IRM 
45(11)9, Rev. Rul. 77-316, 1977-2 C.B. 53. and 
76-338, 1978-2 C.B. 107, and Carnation Com- 
pany U.S. Tax Court 71 TC No. 39. 
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Examples Of Functions 

Involved In A Transaction And The 

Corporation Which Performed Them 

Functions performed 
Performed by 

U.S. parent Foreign subsidiary 

a. 

b. 

C. 

d. 
e. 
f. 

g* 

h. 

Designed and developed 
factory machinery equip- 
ment 

Did product planning and 
development 

Purchased raw materials 
Fabricated clips 
Molded lead around clip 
Boxed and packed com- 

pleted wheel weights for 
shipment to parent cus- 
tomers (label addressed 
to parent customers) 

Warehoused finished wheel 
weights in U.S. 

Sold: 
1. Direct to large customers 
2. Through jobbers to others 
When orders received through 

jobbers: 
1. 

1. Issued shipping instructions 
3 ._ l Billed and collected 

5 Supplied technical services: 
1. Controlled flow of raw 

materials 
2. Controlled flow of finished 

products 
k. Paid freight: 

1. Clips and raw materials 
parent-foreign 

2. Completed weights foreign- 
parent 

1. Manufactured standard 
weights (large volume) 

m. Manufactured special 
weights (low volume) 

n. Manufactured wheel 
balancing machines 

o. Owned patent on and 
licensed use of wheel 
balancing procedure 

x 

X 
X 
X 
X 

x 

x 

X 

X 
x L_ 

X 

X 

X 

X 

X 

x 

X 

X 

X 

X 

X 
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COMMtSSIONER OF INTERNAL REVENUE 
Washington, DC 20224 

Mr. William Anderson 
Director, General Government Division 
United States General Accounting Office 
Washington, DC 20548 

Dear Mr. Anderson: 

I appreciate the opportunity to review your draft report entitled, 
"Allocation of Income and Deductions Within Multinational Corporations--A 
Growing Problem for IRS, Treasury and Corporate Taxpayers." I have included 
our specific comments on each of the recommendations as Enclosure I and 
more detailed technical commgnts as Enclosure II. 

In general we agree with the recommendations for IRS in the report. 
However, in terms of your recommendation to Treasury (which of course 
would directly affect the Service), we are not sure that we have yet 
had sufficient experience with the current Section 482 regulations to 
participate in a wholesale reconsideration of the arm's length price 
premise of such regulations. 

We have been informed that the Treasury Department has current plans 
for revising part of the Section 482 regulations. Xn particular, a notice 
of proposed rulemaking revising the regulations relating to the use of 
tangible property may be published shortly. Also under study is whether 
to amend the Section 482 regulations relating to a "safe-haven" rule,for 
the sale of tangible property. We think that this approach of improving 
parts of the Section 482 regulations may be more beneficial than a one- 
time reworking of the Section 482 regulations en masse, which the report 
seems to suggest. 

We have some reservations concerning the statistics used in the study. 
The report omits $330 million from the base information developed to arrive 
at a net of 200 cases closed with recommended Section 482 income adjustments 
of $277.5 million. For the period under study, there were actually 235 
cases closed by the Examination Division with recommended Section 482 income 
adjustments of $607 million. 

The Study data also does not include any cases of the oil industry, 
one of the largest industries in which we have significant 482 adjustments. 
This apparently occurred because these cases were not closed during the 
period of the study even though their taxable year (1973) fell within its 
scope. These adjustments alone are in excess of $600 million annually. 

Department of the Treasury Internal Revenue Service 
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Mr. William Anderson 

In addition, the report specifies that only 3% (12 of 403) Section 482 
adjustments were made using prices based upon comparable uncontrolled 
transactions. This fails to take into account the fact that 240 of the 
403 adjustments were attributable to situations where safe haven adjustments 
were mandator 

--e 
Even without factoring this in, more current IRS information 

(F’Y 1980 indicates that 75 of 375 or 20 percent of recommended Section 482 
adjustments were based on arm’s length prices using the comparable uncontrolled 
method. 

Ffnally, in the section in the report (pg. 49) discussing the use of 
formula apportionment, I believe it would be useful to consider Incorporating 
a comment on the decision of the Organization for Economic Cooperation and 
Development (OECD) to recommend the adoption of a similar system to IRC 482 
(arm’s-length standard). OECD dropped the unitary method since some foreign 
countries experienced problems in administering the law. 

With kind regards, 

Sincerely, 

Enclosures 
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Page 25, Reannnerdation 1 

Pqgregateard analyze existing data fran amanagementperspective, consider 
ways b get a better measure of noncompliance, ati establish procedures for 
continuously assessing the appropriateness of IRS' pition. 

We concur. Within the constraints of our budget and without 

any significant increase in costs, IRS will expand its present 

IRC 482 Study to improve its management information to make better 

informed decisions. IRS has already acted to protect U.S. interests 

in international tax enforcement. We have established Simultaneous 

Examination Programs and Industrywide Exchanges of Information with 

certain tax treaty countries to obtain a better understanding of 

international operations and selected industries. The Service's 

IRC 482 Study now provides management with measures of noncompliance, 

data on the extent that multinational corporations conduct inter- 

corporate business (the arm'+length standard) as well as information 

on how well IRS enforcement efforts are succeeding in recouping tax 

losses. On this latter point, over the past 10 years our Examination 

Division recommended over $9.5 billion in additional taxes (a 442 

percent increase) for all international issues. While we do not 

have specific information for earlier years, Section 482 adjustments 

accounted for approximately 32 percent of the total additional tax 

for all international issues in FY 1980. We estimate over $2 billion 

in additional taxes will be recommended for all international issues 

in FY 81. The following illustrates the significant growth for 

this period. 
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YEARS 

FY 70 
FY 71 
FY 72 
FY 73 
FY 74 
FY 75 
FY 76 
FY 77 
FY 78 
FY 79 
FY 80 
FY 81 
TOTAL 

(6 months ending 3/31/81) 

ADDITIONAL TAX AND 
PENALTIES (MILLIONS) 

332 
205 
407 
701 
704 
880 
597 
686 
868 

1.400 
1.800 
1.200 

$9,780 

The 482 Study also provides management planning strategies for 

more effective use of Examination resources. The IRS recognizes 

that more action is needed and will explore ways of improving its 

Section 482 enforcement. In addition to its IRC 482 Study, IRS 

has the following efforts underway: 

1. Analyze international examiners' reports to identify 

intercorporate transactions and ensure the recoupment of 

tax losses. 

2. Analyze information concerning the ownership of foreign 

corporations and payments to nonresident foreign corpor- 

ations to identify the L..iverse of multinationals. 

3. Develop tabulations from the TCMP questionnaire covering 

international issues (including Section 482) for 1980 

corporate returns with assets less than $10 million, The 

purpose is to identify the universe and select returns 

within the class. 
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4. Develop a revised field report to identify the total 

universe of cases, dollars, referrals, breakdown of 

other than large cases as well as large case activities 

and examination results. 

5. Develop a project proposal to add Appeals, Competent 

Authority, and litigation results for Section 482 cases. 

6. Continue testing a system to evaluate the results of 

large corporate audit cases. The system's specific 

purpose is to determine the audit productivity of certain 

issues (including IRC 482) through the various levels of 

administrative and judicial appeals. Although tracking 

a corporate audit by issue and industry would enable us 

to make more effective use of our resources, our computer 

capacity forces us to limit this effort to our largest 

corporate returns in a few regions, i.e., the Coordinated 

Examination Program (CEP). When additional computer 

capacity becomes available, we plan to expand it to all 

regions. 
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Page 25, Recommendation 2 

Reassess the apprcpriateness of IRS criteria for requesting econunist 
participation in Section 482 adjustxnents and require that participation be 
mar&tory for all adjustments that meet the criteria established. 

We concur. we will reassess the criteria for requesting 

economic assistance as contained in IRM 42(12)3 and require 

mandatory participation for all identified Section 482 adjust- 

ments that meet the criteria established. 

i 
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Page 25, Recanmerdation 3 

Fquire IRS econanists to evaluate whether the information they develop 
in one examination would be useful in other examinations and establish a 
procedure for micatiq such information to other audit teams which examine 
corporations having similar operations or products. 

Qxmrents 

We concur. We will evaluate the present procedure used to 

communicate information developed by economists to revenue agents 

examining corporate tax returns with similar operations and make 

any necessary changes as long as we do not violate disclosure 

restrictions in IRC Sec. 6103. 
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Page 25, Reccmn-endation 4 

Clarify the description of the information that corporations should remrt 
concerni- the sale and purchase of stock in tra3e and intercorporate loan 
transactions either by revising the Form 2952 when current supplies are depleted 
or b issuing the new consolidated form ~rrently being developed. In the 
interim, IFG should notify its examiners of the sl-ortccxnings in the present 
form. 

Carmkants 

The recommendations to change the Form 2952, regarding "Sales 

and Purchases of Stock in Trade" and "Intercorporate Loans" will be 

considered. The current wording on the Form 2952 is taken directly 

from Section 1.6038 of the Income Tax Regulations. A change to the 

regulations may be necessary in order to change the Form 2952. The 

proposed Form 5471 does eliminate the exceptions now on Form 2952; 

but until it is issued (which could be quite some time because of 

the overall complexity of this form), examiners will be notified of 

these exceptions on Form 2952, and instructed to request the addi- 

tional information. 
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Enclosure II 

1. The draft report states that a "Treasury official" said that Treasury has 

plans to consider implementation of a self-adjusting safe haven interest 

rate for Section 482. See page 18 of chapter 1. According to our Legis- 

lation and Regulations Division this 'proposal has been considered and 

rejected (LR-221-78). However, apparently there was significant support 

for a self-adjusting safe haven interest rate and reconsideration is always 

possible. Note, also, that the final regulations increasing the safe haven 

interest rates under Section 482 to the 11 to 13 percent level will be 

promulgated on July 1, 1981. 

2. The GAO report on page 1 of the cover summary mentions exploitation of 

disparate corporate tax rates (lower foreign tax rates) as the motivation 

for shifting income abroad. We believe the report should also mention 

that other reasons exist for shifting income abroad. For example, taxpayers 

may seek to shift income abroad to increase their Section 904 foreign tax 

credit limitation. In addition, sometimes income is shifted abroad merely 

to appease foreign tax authorities, with the knowledge that the tax has 

to be paid somewhere and with the expectation of an offsetting United States 

foreign tax credit. Cf. Rev. Rul. 76-508, 1976-2 C-E. 225. 

3. Chapter I, page 2, of the report in discussing the legislative history of 

Section 482 states that the Senate Finance Committee indicated that the 

original predecessor of Section 482 was necessary to prevent the arbitrary 

shifting of profits among related businesses , particularly in the case of 
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subsidiary corporations organized as "foreign corporations." Actually 

the Senate Finance Committee used the term "foreign trade corporations" 

which at the time were defined as domestic corporations operating outside 

the United States, rather than foreign corporations as the GAO study states. 

See S. Rep. No. 275, 67th Cong., 1st Sess 20 (1921), 1939-l (Part 2) C.B. 181, 

195, and B.R. Rep. No. 486, 67th Cong., 1st Sess. 14-15, Amend. No. 8, 1939-l 

(Part 2) C.B. 206, 207. We suggest that the reference to the Senate Finance 

Committee be modified to state: 

The Senate Finance Committee believed Section 240(d) 

was necessary to prevent the arbitrary shifting of 

profits among related businesses, particularly in the 

case of subsidiary corporations organized to conduct 

business in foreign countries. 

4. In several places the report indicates its drafters spoke with the Office 

of the Deputy Chief Counsel but fails to mention which Deputy Chief Counsel. 

We assume the drafters of the GAO report spoke with representatives of the 

Office of the Deputy Chief Counsel (Technical). 

5. On page 29 of the report, GAO shows with respect to tangible personal 

property that 5 of 34 (15 percent) of the recommended 482 adjustments used 

the comparable uncontrolled method. Current IRS information for FI 80 shows 

that 40 of 60 (67 percent) of the recommended 482 adjustments used the 

comparable uncontrolled pricing method. For the 6-month period ended 

3/31/81, 41 of 101 (41 percent) of the cases closed showed that IRS adjust- 

ments used the comparable uncontrolled method. The average for the l&month 
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period was 50 percent of the total 482 recommended income adjustments by 

the Examination Division. Further evidence to show that GAO's statistical 

information does not support its conclusion is reflected in the results of 

previous studies that show 21 to 28 percent of the total adjustments 

involved the use of comparable uncontrolled methods. The following 

illustrates this point: 

g Tan ible Pro ert Method 
Alternative Methods 

Study 
Year of Comparable I cost Sub ' 

Study Uncontrolled Resale P1US Other Total Total --- -- 

Conference 
Board 1972 28 13 23 36 72 100 

Department of 
Treasury 1973 21 11 27 41 79 100 

Indiana 
Unfversity 1980 24 14 30 32 76 100 

IRS - Current PY 80 to 
Information Present 50 13 17 20 50 100 

6. On page 42 of the report, GAO, using information from the Conference Board 

Report in 1972, states that corporations, courts, tax experts, and IRS 

officials have critized the Section 482 regulations. IRS contend6 that 

GAO should use current information such as the Dr. Burn6 Study of 1980 

which does not reflect such views. 

GAO Note: Page references refer to the draft report and do 
not necessarily correspond to the final report. 
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DEPARTMENTOF THE TREASURY 
WASHINGT0N.D.C. 20220 

ASSISYANT SECRETARY 

JUL 13 1981 
Dear Mr. Anderson: 

I appreciate the opportunity to present the Treasury 
Department's comments on the draft GAO report "Allocation of 
Income and Deduction Within Multinational COrpOratiOns --- A 
Growing Problem for IRS, Treasury and Corporate Taxpayers". 

In general, the report contains useful information, but we 
have substantial reservations about its conclusions with respect 
to the problems associated with intercompany pricing. Our 
specific comments are set forth below. 

Formula Apportionment 

Our principal concern with the draft report is the recommen- 
dation that the Treasury consider the adoption of formula 
apportionment as a substitute for the "arm's-length" 
principle in the current regulations. This preference for 
formula apportionment is not based on any analysis of the 
conceptually correct method for intercompany pricing, which 
should be the starting point for any review of the 482 
regulations. In terms of economic rationale, formula appor- 
tionment has little merit because a corporation could have an 
increased tax burden merely as a result of its affiliates 
becoming more profitable or as 2 result of paying higher wages in 
the jurisdiction applying the formula. It therefore does not 
attempt to achieve the statutory objective of correctly 
reflecting a taxpayer's income. 

Formula apportionment is not, as the report indicates, widely 
used by the states in a multicorporate context. Rather, it is, 
with very few exceptions, used by the states only to divide the 
income of a single multistate corporation, which is a totally 
different matter. 

The report's case for formula apportionment rests entirely on 
the view that it would be administratively convenient and reduce 
taxpayer uncertainty. Even on this basis, however, the report is 
not convincing because it minimizes the practical problems with 
respect to formula apportionment. The report does not demon- 
strate how such methods would improve or simplify the 
illustrative cases. An example of an important practical problem 
in applying formula apportionment in a multinational situation is 
the definition of a unitary business. In that regard, the report 
is unrealistic in assuming that an advance ruling system for 
determining the composition of the unitary group would be 
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administratively simple. Another significant practical problem 
is the valuation of intangibles, which would be important for 
many high technology multinationals. 

It would also be useful for the report to review the 
experience of jurisdictions that have used the unitary method. 
Some of the few states who use it, such as California, are 
considering abandoning it. The experience of European countries 
contributed to the very strong OECD criticism of "global" methods 
in its 1979 report on transfer prices. Moreover, formula 
apportionment is not consistent with our present treaty policy. 
Finally, the unitary method has been alleged to create an 
unfavorable business climate for foreign corporations doing 
business in a unitary state. 

The Availability of Comparable Uncontrolled Prices 

The report concludes that the present regulation is seriously 
defective because the comparable uncontrolled price method is 
only infrequently used in IRS adjustments. We understand that 
the IRS has made data available to you indicating that uncon- 
trolled prices are used much more frequently than your data 
indicates. In any case, the report fails to adequately recognize 
that the other methods outlined in the regulations are only 
alternatives for arriving at an arm's-length price, not depar- 
tures from that principle. Furthermore, there is no specific 
indication that uncontrolled prices are not used in cases of 
intercompany pricing which do not lead to an IRS adjustment. 

Whatever the exact frequency with which uncontrolled prices 
are available, they are readily available in a number of cases. 
In that regard, shouLdformula apportionment be used even when 
uncontrolled prices are available? 

Evidence on the Shortcominqs of the Current Regulations 

Much of the other data presented to demonstrate problems with 
the current regulations are misleading or unpersuasive. For 
example, the report states that "only" 200 of the 519 multi- 
national corporations in the GAO sample had Section 482 
adjustments. These data are subject to various interpretations 
and do not necessarily reflect difficulties with applying the 
current Section 482 regulations. Furthermore, the report states 
that Section 482 adjustments amounted to "only" $277.5 million 
compared to the total income of the examined firms of $43.5 
billion. The use of total income as the standard for comparison 
has no logical basis because, among other reasons, a significant 

i 
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portion of the income may be unrelated to transactions between 
affiliates. Finally, the many examples of Section 482 cases 
discussed in the report are informative, but they do not 
necessarily relate to the report's major conclusions and the 
recommendations to the Secretary of the Treasury. 

Safe Haven Interest Rate 

The report recommends that "the treasury adjust the safe 
haven rate as frequently as necessary to realistically reflect 
the current costs of borrowing." As you are aware, a change in 
safe haven interest rate has been implemented effective July 1. 
The Treasury has explored the use of self-adjusting rate but has 
found that it would lead to many practical problems for tax- 
payers. However, we anticipate that the safe haven interest rate 
will be adjusted periodically in the future to reflect major 
changes in interest costs. 

Future Work 

These comments are not intended to suggest that there are no 
problems with the application of the current Section 482 
regulations. We realize that the arm's-length principle may have 
both conceptual and practical limitations in a world of inte- 
grated firms selling differentiated products. The Treasury has 
examined and will continue to examine specific problems in the 
regulations, and will propose changes if they appear useful or 
warranted. We will also work with the IRS on issues raised by 
the recently completed survey on 482 adjustments. However, 
additional analysis is necessary before we can conclude that a 
major review of the regulations is warranted. 

My staff will be happy to expand on our comments. 

Sincerely, 

Mr. William J. Anderson 
Director 
General Government Division 
U.S. General Accounting Office 
Washington, D.C. 20548 

(268061) 
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