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In brief 

The IRS issued informal guidance on April 14 advising taxpayers that high-quality, comprehensive 

transfer pricing documentation can reduce the chance that the IRS will audit a transfer pricing issue or 

can improve the speed of audit resolution by demonstrating a low level of compliance risk. The informal 

guidance, in the form of Frequently Asked Questions (FAQs), was issued by the Tax Treaty and Transfer 

Pricing Operations office of the IRS Large Business and International Division (LB&I) to provide insight 

on documentation best practices based on the IRS’s experience, and to promote higher quality transfer 

pricing documentation.  The FAQs are a follow-up to the LB&I Directive issued in January 2018, advising 

IRS examiners to scrutinize transfer pricing documentation and emphasizing that inadequate 

documentation does not protect against transfer pricing penalties.   

Documentation required by the transfer pricing penalty rules provides the IRS with a guide to taxpayers’ 

intercompany transactions.  The FAQs outline expected analyses, context, and content that taxpayers 

should use to support their transfer prices.  The FAQs include guidance involving various specific 

situations that the IRS has encountered, including documentation covering a distributor that incurs a loss 

because of an unexpected decline in sales.  This guidance may be particularly relevant in light of the 

current economic conditions.  

 

In detail 

The Transfer Pricing Documentation FAQs released April 14 advise taxpayers that high-quality transfer 

pricing penalty documentation can help a taxpayer to avoid a transfer pricing audit — what the IRS calls 

“deselecting” — or to conclude an audit more quickly. 

As a brief background, transfer pricing penalty rules under Internal Revenue Code Section 6662(e) and 

Treas. Reg. sec. 1.6662-6 require taxpayers to select and apply a specified method in a reasonable 

manner.  A taxpayer’s selected method must provide the most reliable measure of an arm’s-length result. 

The rules require a taxpayer to have contemporaneous documentation to support its selection and 

application of the method and to provide it to the IRS within 30 days of a request for it.  In the absence of 

documentation, a penalty would apply if a transfer pricing adjustment exceeds a prescribed threshold. 
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The documentation regulations — finalized 25 years ago — encourage transfer pricing compliance by requiring taxpayers 

to address their transfer pricing when filing their tax return and also provide the IRS with a guide for auditing transfer 

pricing. 

In a continuing effort to deploy its limited resources most efficiently, in January 2018 the IRS issued several transfer 

pricing directives that it says encourage taxpayers to improve their transfer pricing documentation and allow the IRS to 

focus on high noncompliance areas.  This guidance includes Directive LB&I-04-0118-003 on the appropriate application of 

the transfer pricing penalty and Directive LB&I-04-0118-002 instructing the IRS to respect taxpayers’ choice of a best 

method.  According to the IRS, the just-released FAQs support these directives by “providing reminders about the relevant 

rules and offering insights about documentation best practices.” 

The FAQs also address publicly noted concern about the declining quality of transfer pricing documentation.  Additionally, 

the FAQs incorporate best practices gleaned through cooperative work with taxpayers on advance pricing agreements 

(APAs) and mutual agreement procedure (MAP) cases, where many of the recommended analyses come forward through 

the due diligence process.    

Below, in summary, are IRS’s best practices as outlined in the FAQs. 

IRS’s top 10 characteristics of high-quality transfer pricing documentation 

Self-assessment: Taxpayers are advised to step into the shoes of the IRS — in effect auditing themselves — to 

proactively address areas of potential non-compliance and include that analysis in the documentation.  Examples include 

using additional profit level indicators to support the chosen transfer pricing method and testing the stability of the arm’s-

length range to make sure it does not overly depend on one comparable. 

Industry and company description: The FAQs remind taxpayers not to squander their opportunity to tell their story.  A 

focused, relevant industry analysis and company description builds the critical basis on which the transfer pricing method, 

its application, and taxpayer’s results stand.  It offers taxpayers their best chance to put forward the narrative that best 

captures what they want to share with the taxing authority. 

Observation: Given the current economic environment, this industry analysis section can provide the vehicle for 

taxpayers to explain COVID-19 related impacts, transactions engaged in by third parties in the same industry in response 

to the crisis, as well as business cycle information that can explain taxpayers’ decisions. 

Functional analysis, not functional checklist: Use the functional analysis to explain where and how the company creates 

value.  A checklist can provide a useful summary, but without explanation is inadequate. 

Risk allocation: Solid documentation reflects the big picture as well as the narrow focus.  The big picture includes how 

parties allocate business risks within the group (e.g., which entity is the entrepreneur in the group; which bears limited 

risks).  To address the narrower focus on specifics, companies should update transfer pricing documentation as risks 

change or as the taxpayer’s approach to risks changes.  Documentation also should address how the tested party’s risks 

compare to the benchmarking comparables and reflect how the transfer pricing method aligns with intercompany 

agreements.  

Best method and PLI selection: Documentation should thoroughly explain why a method was chosen and why other 

methods were not chosen.  The FAQs support previous guidance the IRS issued to its international team instructing them 

in general to respect a taxpayer’s chosen transfer pricing method except when higher level approval is obtained to apply a 

different method.  Directive LB&I-04-0118-006 issued in January 2018 requires IRS international personnel to seek 

approval for changing the best method from the one the taxpayer puts forward in transfer pricing documentation or an 

APA submission.  The FAQs remind taxpayers that the best method and PLI selections require explanations rather than 

conclusory statements to support the choice. 

In particular, the FAQs call out the importance of internal comparable data.  Examples include license agreements with 

unrelated parties for the same technology used or licensed by related parties, and contracts with unrelated buyers and 

sellers of goods also bought or sold by related parties.  The FAQs indicate an expectation that a company’s legal 

department would retain an index of significant third-party agreements.  Proactively and contemporaneously documenting 
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this information can ease the audit process considerably. These documents can be maintained as part of the background 

documents available for IRS upon request, but need not be part of the transfer pricing documentation. 

The FAQs also note that the analysis to support the profit level indicator (PLI) should be just that, an ‘analysis’ — and not 

an ipse dixit statement simply declaring the chosen PLI to be the best.  The IRS examiner’s evaluation of the taxpayer’s 

transfer pricing may hinge on the choice of the most reliable PLI. 

Comparability criteria, selection, and adjustments: The regulations require a thorough analysis to support the 

comparability of benchmarking companies.  The FAQs specifically point to the need to assess the comparability of profit 

potential of the intangibles involved when applying the comparable uncontrolled transaction (CUT) method. 

In addition, documentation should explain and adjust for the impact of differences between the tested party and the 

uncontrolled comparables.  

Contemporaneously available information: Identifying information available when preparing transfer pricing 

documentation, even if not included in the documentation itself, can improve the quality of the final documentation. 

Explanation of data: Documentation should describe segmented data, describe how it was constructed, and tie it to 

reliable financial data.  Taxpayers should have data available in functional format so the IRS can see the underlying 

calculations.  This supporting information can reside in the background documents rather than the principal 

documentation. 

Profit allocation sanity check: Documentation should show the reasonableness of the application of the transfer pricing 

method.  This ‘sanity check’ often is used in APA and MAP cases to show that the agreed transfer pricing method leaves 

a reasonable return aligning with the functions and risks of each party.  For example, does a low-risk distributor end up 

with higher returns than the entrepreneur of the group? 

User friendly: IRS recommends preparing a table at the beginning of the transfer pricing documentation summarizing the 

covered transactions, volumes, method selected, benchmarking range, as well as actual results for each transaction. IRS 

provided a sample.  Such information provides the IRS with at-a-glance information to assist its compliance risk analysis. 

The takeaway 

With issuance of the FAQs, the IRS gives taxpayers tools that may help avoid or significantly mitigate a transfer pricing 

audit.  Upgrading transfer pricing documentation to include additional analysis requires some up-front investment for a 

potentially significant return — avoiding an audit. At the same time, companies must balance providing the IRS relevant 

information with what could be a burdensome endeavor of meeting every specific example from the FAQ list.   

Taxpayers also can use the FAQs proactively in an audit — the more their documentation reflects the best practices, the 

stronger the argument for asking the IRS not to consider the transfer pricing issue. 

Finally, although it was not necessarily written with the current economic conditions in mind, the guidance in the FAQs 

suggests that taxpayers would be well advised to update their transfer pricing documentation with available information 

supporting their policies now, on a contemporaneous basis. 

 

 

https://www.irs.gov/pub/irs-utl/sample-inter-trans-summary.pdf
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