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The Information Technology Industry Council (“ITI”)  and its members wish to thank Mr. Chairman Levin, Ranking Member Camp and Members of the House Committee on Ways and Means for holding this hearing on transfer pricing issues in the global economy.   Transfer pricing is an important subject for the U.S. government and many U.S. companies, including members of ITI.   

ITI is the premier voice, advocate, and thought leader for the information and communications technology (ICT) industry.  ITI's members are global leaders in innovation from all areas of ICT including hardware, services and software.   ITI is dedicated to advocating for its member companies through three main divisions: Environment and Sustainability, Global Policy, and Government Relations.  In these divisions ITI engages in a broad range of issues around tax, trade, talent, security, access and sustainability.
The Global Economy

The global presence of U.S. companies has grown dramatically over the past several decades.  It has not been surprising that, as we have seen the rate of growth in the economies of Asia outpace the growth rates in the U.S. and most of the rest of the world, we have seen the operations of global companies, including U.S. companies, established in the Asian countries to participate in their economic growth.   In particular, we have seen high rates of growth in Asia for technology companies --  including both foreign companies controlled by U.S. parent companies (controlled foreign corporations, or “CFCs”) and other foreign companies – in economic functions that are critical to their businesses, such as marketing, manufacturing, R&D, product design, sourcing and management of supply chains and quality assurance.  

Competitive Position Of U.S. Tax Policies
We have all heard many times that, since the U.S. reduced its corporate tax rate as a part of the Tax Reform Act of 1986, other developed countries have reduced their tax rates such that, today, the U.S. has the second highest tax rate with the OECD countries.    Because the economies of Asia have provided U.S. technology companies with the highest rates of growth for their business opportunities, and consequently for their business operations, our ITI member companies have a fundamental concern about any change to the U.S. tax system that would increase U.S. taxes on their international operations.   Any such change would have a two pronged impact; it would not only result in increased costs on their business activities, but it would harm their competitive position, since these costs would land only on CFCs and not on other foreign companies.    

It is also important to note that, over the past several decades, the U.S. has not made major tax policy changes in isolation.   Other countries have responded to changes in U.S. policy when they believe they need to in order to make their tax systems more competitive or to protect their tax bases.    Some examples include:

· After the U.S. enacted a research tax credit in 1981, other countries have followed suit and introduced their own research incentives.  

· In 1986, the U.S. phased its corporate tax rate down from 46% to 34% (now 35%); other countries responded and surpassed the U.S. rate reduction.    

· In the late 1980s, the U.S. became more aggressive in conducting transfer pricing audits.   At the time, foreign government transfer pricing audits were fairly uncommon outside of a few countries in Europe.  To protect their tax bases, countries all over the world responded with their own transfer pricing audit initiatives.   

· In 1991, the U.S. introduced the process for obtaining an Advance Pricing Agreement (“APA”), an important step to facilitate the administration of transfer pricing.   Nearly every developed country has adopted a similar process, including a process for negotiating a bilateral or multilateral APA among a taxpayer and several governments.

· In 1994, the U.S. was the first to introduce a requirement that, in order to avoid potential penalties, a taxpayer must have documentation that was contemporaneously prepared (a pricing study) with its tax return that demonstrates that the taxpayer has complied with U.S. pricing requirements.   Today, 44 countries require pricing studies.
 

These examples demonstrate that other countries understand the importance of offering a competitive tax system to the global business community but that they will also respond to a U.S. transfer pricing initiative when they perceive that it may affect their tax bases.       

Transfer Pricing
General Comments

Some of the concerns raised in the testimony and background documents submitted to the Committee suggest that some companies may, through transfer pricing, be engaged in violations of U.S. tax law.   It is not always clear whether these are intended to be references to clear cases of federal income tax evasion.   However, to clarify, ITI and its member companies stand behind the government in efforts to pursue cases of federal tax evasion, such as its recent initiative to stop the illegal concealment of foreign bank accounts and unreported income.  This includes cases of evasion through illegal transfer pricing.   

The Roles Of The Arm’s Length Standard And Economics
The arm’s length standard is the fundamental principle which the U.S. follows in its transfer pricing law
  and it is the standard used by most countries to define and administer their transfer pricing laws.
  The Administration believes that the U.S. should continue to use the arm’s length standard. 
   

Simply stated, the standard provides that transactions between related parties shall be conducted upon the same terms and conditions that would be agreed upon by unrelated parties.   Thus, transfer pricing under the arm’s length standard is an exercise in economics.   It involves understanding the economic position and functions of the parties to a transaction and placing a value on the important elements of the transaction.   As a consequence, most pricing audits, disputes, Advance Pricing Agreements, settlements, litigation or Competent Authority procedures under tax treaties involve the expert opinions of economists on functions and value.
    
We emphasize that an economic analysis of transactions is at the heart of transfer pricing because we think it is an important reference for distinguishing between two concerns about transfer pricing and business operations in a global environment.    A common statement made during the Committee hearing was that   U.S. companies have used CFCs  to accumulate profits in low tax rate jurisdictions.   However, it is important to distinguish between the case where a CFC accumulates profits because it violates pricing rules and the case where the accumulated profits are proportional to legitimate economic functions the CFC performs in a country.   Much of the dialog surrounding transfer pricing seems to comingle these two scenarios into a simple but inaccurate assumption that increases in CFC profits in low tax rate jurisdictions is an indicator that the U.S. should change its transfer pricing rules.    This assumption ignores the link between the arm’s length standard and economics.   If CFCs are abiding by the arm’s length standard, their profits reflect the value of the economic functions they perform.   It is logical that as the economic base of CFCs has grown substantially over the last decade or so, so have their profits.   Absent violations of the arm’s length standard, it does not follow that the profits from this economic base should be included in the U.S. tax base. 

Another theme presented during the Committee hearing was that, in particular, the U.S. is suffering losses in its tax base because intangible assets are migrating to low tax rate jurisdictions.   Witnesses suggested that this migration was evidence that the arm’s length standard is not a suitable approach for transfer pricing and that the U.S. should consider replacing it with some  formulary method for allocating profits among a parent and its CFCs.   One commentator recently criticized the fact that the U.S. and other countries respect contracts entered into by affiliated companies, and that these contracts can be the basis for shifting income between countries.
  

Again, however, we point to the fact that economic analysis is at the heart of transfer pricing.   The location of ownership of intangible property is typically not a controlling issue in transfer pricing.   What is important is analyzing what intercompany transactions occurred that caused the property to be created and end up in the hands of its owner, and what intercompany transactions occur between the owner and affiliated companies when the property is used.  

Likewise, all intercompany contracts are subject to economic analysis and the IRS is clearly empowered to ignore them or modify them if they do not conform to the requirements of our transfer pricing regulations or otherwise reflect terms and conditions that unrelated parties would agree upon.   

It is also worth noting that our tax system has produced a large body of public guidance in the form of Treasury regulations, rulings and case law that addresses how our transfer pricing rules apply to intangibles and intercompany contracts.      

Formulary Alternatives To The Arm’s Length Standard And The Issues They Present   
Some witnesses and others have indicated that the arm’s length standard should be replaced with a requirement to allocate profits under a formula.    These formulas do not attempt to set prices for specific intercompany transactions but instead typically begin with a calculation the combined pre-tax income of all affiliated companies and then allocate it among the parent and CFCs.   One suggested approach is to use the “three factor” formula that was developed by the states to apportion the federal taxable of a taxpayer to a particular state where it did business.   Each state had its own specific method for apportioning income, but at one point a typical method would be to apportion based on the average of three ratios – sales within the state to total sales, property within the state to total property and payroll within the state to total payroll.   For example, if the federal taxable income for a company is $1,000 and the average of these three ratios for New York is 20%, the taxable income apportioned to New York would be $200.    

Another proposed alternative is a residual profit split formula where a portion of the combined pre-tax income is first allocated to the parent and CFCs based on what is determined to be a normal return for their respective economic functions without considering the benefit of intangibles.  Next, the residual profit, which is assumed to result from the intangibles, is split among the parent and CFCs based on some formula such as the revenues of each company.   

It would only be by sheer coincidence that the apportionment of global income to the individual companies within an affiliated group under these alternative approaches would match the income the companies earn when the arm’s length standard is applied by other countries, which means a portion of the affiliated group’s global income would either be subject to double taxation or no taxation.   This mismatching of how income is determined would likely require the U.S. to renegotiate its entire network of tax treaties.   It is in theory possible that the major countries could negotiate a common formula, but if the experience of the states with apportionment factor rules is any indication, it is very unlikely.
  Based on experience, it is more likely that, if other governments perceive a move to a formulary method is influencing their tax bases (e.g., they sense that U.S. companies are modifying their transfer pricing so the U.S. profits accumulated in CFCs are equal to the amount  apportioned under the U.S. formula), they will react to protect their tax bases.
   

The Administration’s Proposal For A New Category Of Subpart F Income 
Last February, Treasury published the General Explanations of the Administration’s Fiscal Year 2011 Revenue Proposals (the “Greenbook”), which outlines the Administration’s proposed changes to the Internal Revenue Code.   One of the proposals would create a new category of Subpart F income that would tax the “excess” profits of CFCs currently.  The proposal is further described in the Greenbook as follows:  
Under the proposal, if a U.S. person transfers an intangible from the United States to a related controlled foreign corporation that is subject to a low foreign effective tax rate in circumstances that evidence excessive income shifting, then an amount equal to the excessive return would be treated as subpart F income in a separate foreign tax credit limitation basket.

There have not been any official details released on the proposal since the Greenbook; however, it appears that this is how it would operate:

· As a new category of Subpart F income, if the facts surrounding a CFC’s operations meet the three tests of the new statute, i.e. (1) intangibles have been transferred from the U.S. to the CFC, (2) the CFC is subject to a low foreign tax rate and (3) there is evidence of excessive income shifting, then the shareholder would be required to include the excess income in its federal income tax return currently.   Absent this provision, the shareholder would not typically be taxed on the income until it receives a dividend from the CFC.    

· The tax rate and profits thresholds have not been officially proposed, but for purposes of calculating a revenue score, Treasury officials have indicated that a rate below  10% was assumed to be the trigger for a low foreign tax rate, and a return on assets in excess of 30% was assumed to be the evidence of excessive income shifting.
  

Tax Policy Issues And The Administration’s Subpart F Income Proposal
Why has the Administration proposed this new category of Subpart F Income?   The Greenbook says that:

The potential tax savings from transactions between related parties, especially with regard to transfers of intangible assets to low-taxed affiliates, puts significant pressure on the enforcement and effective application of transfer pricing rules. There is evidence indicating that income shifting through transfers of intangibles to low-taxed affiliates has resulted in a significant erosion of the U.S. tax base.

Similar statements have been made in testimony and from commentators, i.e., intangibles and the income related to them have been shifted to CFCs, and it has become too difficult to use the arm’s length standard to administer and enforce transfer pricing.   Witnesses have indicated that the IRS is having difficulties with pricing audits and litigation and one commentator refers to the fact that the IRS has lost some major pricing cases as a reason to change from the arm’s length standard 

In defense of the proposal, the Administration characterizes it not as a replacement of the arm’s length method, but as a backstop for the method to enforce pricing in the more egregious or outlier cases.  The Administration believes the U.S. the arm’s length method should continue to be the U.S. standard for transfer pricing, but it also believes that the proposal would not conflict with the arm’s length method.
 

With all due respect to the important goals at Treasury to improve the administration of our tax laws, and taking into account that there are some important details about the proposal that need to be clarified, based on what has been revealed thus far, this proposal does in fact have the potential to conflict with the arm’s length standard and displace it to at least some extent.    It was designed for that.   It has been designed to apply tax to a CFC’s earnings without any examination of the CFC’s transfer pricing methods in a manner that eliminates the taxpayer’s right to defend its transfer pricing in an audit, in an administrative appeal, through a tax treaty process or in litigation.    That is the mechanical result from framing the proposal as a new category of Subpart F income.   Once the taxpayer concludes that its CFC has been the transferee of intangibles from a U.S. person, has the low foreign tax rate and has excess profits, the taxpayer will have no choice but to include the income on its tax return whether or not it can prove convincingly that its transfer pricing fully complies with the Internal Revenue Code.   Treasury officials have suggested that they might not audit a taxpayer’s pricing when the proposal applies.
    A law that presumes an inappropriate shifting of income from the U.S. and applies tax to that income when there is no violation of our transfer pricing rules is not merely complementary or just a backstop to the arm’s length standard.    It abrogates the standard, and is a formulary approach to pricing.  

 As noted above, there are important details about the proposal that need to be clarified, and clarification might temper our concerns with this proposal.   We believe some of these issues are:  

· The Transferred Intangible.  The proposal refers to the transfer by U.S. person of a U.S. intangible without any regard to (1) when and how the transfer may have occurred (is there an inappropriate shifting of income if the CFC paid fair market value for the intangible?), (2) how valuable the intangible was, (3) whether it has any remaining value in the year the excess profits are earned and (4) whether there is any requirement that the intangible be significantly linked to the excess profits (e.g., the intangible only relates to Business Activity X, while unrelated  Business Activity Y is the only source of excess profits).    

· The Low Foreign Effective Tax Rate.   The proposal does not define a time period for the low rate (e.g., one year, five years, etc.) and does not consider extenuating reasons for the low rate (tax loss or tax credit carryovers). 

· The Excessive Return.   Treasury has suggested that this term could mean profits in excess of a 30% return on assets.   If so, assets need to be defined (e.g., original cost, net book value, market value?).   What if the CFC has developed its own software, patents and IP or intangibles such as customer relationships or workforce?   These do not typically appear as assets on a balance sheet.   What if the CFC’s calculated return is 45% (assumed to be  15% above the threshold for excess returns), but its parent company earns a 60% return?  And what if there are other companies that are comparable to the CFC that earn 45% without engaging in any transactions with affiliated companies?  In these cases, would the 45% return still be an indicator of excess income shifting? 

Most of these are issues that would be analyzed if an economic study were undertaken to determine whether the transfer of the intangible or the income earned by the CFC resulted from a violation of transfer pricing rules.     

Tools Available To The IRS For Administering The Arm’s Length Standard

There have been comments to the effect that the IRS can no longer enforce transfer pricing if it is required to use of the arm’s length method; that the IRS encounters too many barriers as it undertakes a complex analysis of a taxpayer, its industry and comparable transactions, and it has a limited success rate in case settlements and litigation.
  

Several comments are appropriate here.  First, it is important to note again that the arm’s length standard is the rule in the other developed nations.  With all of its faults, it is the best method for countries to determine, either individually or jointly, the transfer pricing, and thus the taxable incomes, of a global company and its CFCs.   Second, the Committee should approach with caution the suggestion that the IRS record in case settlements and litigation is a reason to abandon the arm’s length standard or that it supports a blanket assumption that the outcomes in settlements and litigation are incorrect.   Lastly, although no one can reasonably suggest that the analysis and enforcement of transfer pricing is an easy task for the government or the taxpayer, the IRS does in fact have a list of tools for transfer pricing:

· Taxpayers generally have the burden of proof.

· The “commensurate with income” rule which allows the IRS some degree of hindsight (which can be rebutted) in determining the transfer pricing associated with the transfer of an intangible from the U.S. 

· A requirement for contemporaneous pricing studies to avoid potential pricing related penalties.

· Tax return disclosure procedures, including the new requirement for disclosing Uncertain Tax Positions

· Tax treaty processes, including exchange of taxpayer information and processes for simultaneous audits and joint audits of a taxpayer by both governments.
· APAs, including bilateral or multilateral APAs among the taxpayer and governments.
· Very broad powers to compel production of taxpayer records  in the U.S. and abroad.

· Rules that govern the quality of tax opinions by advisors, including under some circumstances, sanctions against tax advisors.
 

· The newly passed codification of the economic substance doctrine.

· Case law authority to recognize the substance over form for many transactions.

· The fact that the auditing firms of publically traded companies will exercise their fiduciary responsibilities to look for tax exposures, including egregious or outlier instances of transfer pricing, apply the proper financial presentation and review the exposures with management and audit committees.
In summary, we emphasize two important points about transfer pricing.  First, there has been a lot of dialogue about the U.S. losing its tax base because of companies shifting their incomes overseas through transfer pricing.    It is important to separate the case where the shifting results because taxpayers violate our transfer pricing rules from the case where taxpayers comply with the rules.   Second, it is important for the U.S. to continue to use the arm’s length standard.   It is based on economic analysis and thus offers the best approach for determining an individual company’s economic income as if it had no transactions with affiliates, and, importantly, the best approach for allocating a global company’s total income across a series of countries that is in sync with the allocations of that same amount of income that are made by other governments.   History tells us that if the U.S. takes some other approach, other governments will respond if they believe it is necessary to remain competitive or to protect their tax bases.   

ITI and its members appreciate the opportunity to submit these comments on transfer pricing and we appreciate the interest the Committee has in the subject.   We offer ITI and our members as a continuing resource to the Committee and staff to analyze any aspect of our international tax rules.   
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� Testimony of Stephen E. Shay, Deputy Assistant Secretary (International Tax Affairs)
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� “We continue to believe that the arm's-length standard provides the appropriate basis for clearly reflecting income among affiliates.  We also believe that the standard provides the most effective way to avoid double taxation [. . . ].” Shay.





� “Requests for an economist are mandatory in all IRC section 482 (including APAs) cases, except cases in which the examiner is utilizing the "safe haven" provisions of the regulations.”  Internal Revenue Manual 4.49.1.2  (11-03-2006).  





� Michael C. Durst, “Congress: Fix Transfer Pricing and Protect U.S. Competitiveness,” Tax Notes, 26 July 2010 401-405 





� There never has been uniformity for apportionment among the states.   When the use of three factors was widespread, there were differences among the states such as whether sales included other receipts such as dividends, interest, capital gains, or whether net book value or original acquisition cost was used for assets.   Moreover, over the past several decades, many states changed their apportionment formulas to attract factories and employment by assigning a double weighting to the sales factor or changing to a single factor apportionment based only upon sales.   


  


� For example, when foreign governments first realized in the 1990s that U.S. parent companies were entering into APAs with the IRS, they became uncomfortable about the fact that profit levels in their countries were being determined by advance agreements with the IRS.   In response they undertook to identify CFCs that were pricing under an APA by adding a disclosure requirement on tax returns and by asking during examinations.   CFCs with pricing determined under an APA were singled out for special attention.   





� Alison Bennett, “Treasury Officials Defend Budget Proposal,” Daily Tax Report, 25 February 2010.
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� “In the case of any transfer (or license) of intangible property [ . . . ] the income with respect to such transfer or license shall be commensurate with the income attributable to the intangible.” Section 482..





� Section 6662(e).





� Announcement 2010-9, 2010-7 I.R.B. 408.





� Treasury Department  Circular No. 230 





� Sections 6662(i) and 7701(o).
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