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Numerous headlines have illustrated the issue of state governments struggling to 

bring in revenues sufficient to cover state budgets.  One action that states are 

increasingly pursuing as a source of inflows is proposing tax assessments related to 

alleged transfer pricing1 abuses by corporate taxpayers.  CFO.com indicated that 49% 

of chief financial officers polled find state tax compliance more challenging than 

federal tax compliance.2  One potential reason for this response is the increasing 

focus of state revenue authorities on transfer pricing issues that previously may have 

been treated as "federal" audit items. 

Historically, states have scrutinized the business purpose and economic substance of 

royalties charged by domestic intellectual property holding companies in low or no 

tax jurisdictions, but states have since adjusted their laws and policies in this area.  

Many state tax and revenue authorities now believe that transfer pricing adjustments 

represent the best opportunity to combat perceived continued tax avoidance 

stemming from other types of intercompany payments.  A few of the more notable  

                                                             

1
 Transfer pricing is a term used to describe how a taxpayer prices transactions 

among its related entities operating in multiple jurisdictions, often with differing 
income tax rates. 
2
 "CFOs Hate the Corporate Rate," CFO.Com, May 12, 2011. 
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regulatory and enforcement trends in the complex topic of state transfer pricing3 are 

covered in this article. 

Contingency-fee vendors 
To compound the state tax compliance issues faced by taxpayers regarding transfer 

pricing, a new enforcement trend has emerged.  At least two firms have gained 

traction negotiating agreements with multiple state tax and revenue authorities to 

calculate tax assessments for corporate taxpayers based on the application of the 

firms' transfer pricing methodology.  For their part in calculating the proposed 

transfer pricing assessments, the firms earn a contingency fee based on a percentage 

(generally 14-16%) of the tax revenue that the particular state recovers, or a fixed 

amount in states that don't allow contingency fees.   

State contract auditors 
Another state transfer pricing trend results from the expansion of issues scrutinized 

under state tax audits.  Faced with limited budget, some states are outsourcing 

aspects of these tax audits to contractors.  One contract auditor is reported to have 

current or past arrangements, for transfer pricing assistance, with Alabama, the 

District of Columbia, Kentucky, Louisiana, and New Jersey.  In fact, certain states, 

including Minnesota, have considered legislation that would require the state to 

engage contract auditors to perform analyses "to identify and collect revenues from 

taxpayers that are using abusive transfer pricing schemes."4   

It appears that the District of Columbia has been one of the more active jurisdictions 

and has renewed its contract auditor arrangement at least once.  Taxpayers have 

responded by opposing the District of Columbia's proposed adjustments, and at least 

one case has been docketed with the Superior Court of the District of Columbia, Tax 

Division.5  This case and other early court decisions could have a significant impact 

on future contract audits. 

Other states are following more traditional approaches and have either hired in-

house transfer pricing specialists to examine the tax positions of companies filing tax 

returns in their jurisdiction or engaged outside experts to testify against taxpayers 

that choose to dispute assessments in that state’s judicial system.  Over the past 

decade, states have also pursued regulatory changes,6 including enacting statutes that 

disallow intercompany transactions (largely intangible asset licenses and financing 

arrangements) to attempt and maintain their tax bases. 

                                                             

3
 Transfer pricing, long a controversial topic on the federal and international levels 

where multi-million dollar tax payments to settle cross-border disputes are frequent, 
is increasingly becoming an issue for companies involved in state-to-state 
intercompany transactions. 
4
 See, e.g., Minnesota H.F. 904, introduced March 7, 2011. 

5
 BP Products North America, Inc. v. District of Columbia, Tax Docket No. 

2011cvt10619, filed June 17, 2011.  Other assessments may be appealed to the 
District's Office of Administrative Hearings (OAH), but these hearings are not public. 
6
 Transfer pricing is primarily an issue for taxpayers in separate company return 

states, but can be an issue in unitary states as well. 
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How should taxpayers prepare for potential scrutiny 
of state-to-state intercompany transactions? 
Although it is unrealistic for taxpayers to prepare separate transfer pricing analyses 

documenting each state-to-state transaction, it is beneficial if a transfer pricing 

report covers the primary ones and is followed consistently.  In addition, it is helpful 

if the taxpayer prepares and executes other documents, such as intercompany 

policies and agreements, that detail the transactions and payment terms and also 

reference the transfer pricing analyses.  Also, if an audit is anticipated, it is helpful if 

a taxpayer assembles relevant documents and develops defensible positions prior to 

the start of the audit.  However, with the aggressive stance that states are pursuing 

and the likely disagreement regarding what constitutes arm's length, a new trend of 

more state tax disputes could result.  
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