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1. Legal Foundation:  IRC Section 482 and OECD 
Guidance

a) Update:  Medtronic Case

2. Basic Principles of Agreements

3. Application to Specific Intercompany Contracts
a) Service Agreements
b) Distribution Agreements

Overview



 Risk of taxing authority recharacterizing
intercompany transactions
 No Agreement
 Agreement Fails Scrutiny

 What impact would an adverse ruling have on 
your business model?

The Issue



A. U.S. Principles:  Internal Revenue Code Section 
482

B. Most U.S. Tax Treaty Partners, including 
Mexico:  OECD Guidance 
 Similar to U.S. Rules
 NOTE: I am not an expert on Mexico Transfer Pricing, 

this is general OECD guidance, identifying differences 
to U.S. principals

Legal Foundation
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LEGAL FOUNDATION

SECTION 482



 § 482 Allocation of income and deductions 
among taxpayers.
 In any case of two or more organizations, trades, 

or businesses (whether or not incorporated, 
whether or not organized in the United States, 
and whether or not affiliated) owned or controlled 
directly or indirectly by the same interests, the 
Secretary may distribute, apportion, or allocate 
gross income, deductions, credits, or allowances 
between or among such organizations, trades, or 
businesses

Legal Foundation: Section 482



 Arm’s length standard.  Treas. Reg. §1.482-1(b).
 Best method: Taxpayers are required to select the “Best 

Method”—the one that provides the “most reliable 
measure of an arm’s length result.” Treas. Reg. §1.482-
1(c)(1). two primary factors: 
(1) the degree of comparability between the controlled transaction or 
taxpayer and uncontrolled comparables, and 
(2) the quality of the data and assumptions used in the analysis. 
Treas. Reg. §1.482-1(c)(1).

Legal Foundation: Section 482



 Comparability: This analysis involves a comparison of 
the controlled transaction and the uncontrolled 
comparables. The more differences that are identified, the 
less likely the two transactions are comparable.

 Factors used to assess comparability include: 
 Functions;
 Contractual terms;
 Risks;
 Economic conditions; and
 Property or services. 
Treas. Reg. §1.482-1(d)(1).

Legal Foundation: Section 482



Functional
 (A) Research and development;
 (B) Product design and engineering;
 (C) Manufacturing, production and process engineering;
 (D) Product fabrication, extraction, and assembly;
 (E) Purchasing and materials management;
 (F) Marketing and distribution functions…;
 (G) Transportation and warehousing; and
 (H) Managerial, legal, accounting and finance, …services

Legal Framework: Section 482



Identifying Contractual Terms: Ex ante contracts are 
generally given effect so long as the terms are “consistent 
with the economic substance of the underlying 
transactions.” Treas. Reg. §1.482-1(d)(3)(ii)(B).

Economic substance: Based on the actual conduct of the 
parties and legal rights of the parties to the transaction. 

Legal Foundation: Section 482



Lack of economic substance: The IRS may disregard 
contractual terms and/or impute terms consistent with the 
transaction. The parties’ “course of conduct” is often used 
as the starting point for imputing terms or agreements. 

See e.g., Treas. Reg. §1.482-1(d)(3)(ii)(C) exs. 3, 4, & 6 
(imputing services arrangements).

 What Happens when No Written Agreement?
 IRS OR OTHER TAXING AUTHORITY DECIDES

Legal Foundation: Section 482



Contractual Terms:
 form of consideration paid; 
 purchase or sales volumes;
 scope of warranties; 
 rights to updates;
 revisions or modifications; 
 Duration of the agreement; 
 Termination rights; 
 Re-negotiation rights; 
 Collateral transactions and on-going business relationship between 

the buyer and seller; and 
 Extensions of credit and payment terms. 
Treas. Reg. §1.482-1(d)(3)(ii)

Legal Foundation: Section 482



 Risks:
 Market Risks
 Research and Development Risks
 Financial Risks
 Credit and collection Risks
 Product Liability Risks
 General Business Risks

Treasury Regulations § 1.482-1(d)(iii)(A)

Legal Foundation: Section 482



 Risks: The allocation of risks in a transaction may be 
reflected in a contract. Such allocation, however, must be 
consistent with the economic substance of the 
transaction. 

 Treas. Reg. §1.482-1(d)(iii)(B).
Economic Substance Questions:
 Did the parties act in accordance with their allocated risks?
 Do the risk holders have the financial wherewithal to assume their 

allocated risks?
 Did the allocation reflect the level of control the risk bearing party 

had over the risk? 

Legal Foundation: Section 482



 Risks: The allocation of risks in a transaction may be 
reflected in a contract. Such allocation, however, must be 
consistent with the economic substance of the 
transaction. 

 Treas. Reg. §1.482-1(d)(iii)(B).
Economic Substance Questions:
 Did the parties act in accordance with their allocated risks?
 Do the risk holders have the financial wherewithal to assume their 

allocated risks?
 Did the allocation reflect the level of control the risk bearing party 

had over the risk? 

Legal Foundation: Section 482



Economic Conditions:
 (A) The similarity of geographic markets;
 (B) The relative size of each market, and the extent of the overall 

economic development in each market;
 (C) The level of the market (e.g., wholesale, retail, etc.);
 (D) The relevant market shares for the products, properties, or 

services transferred or provided;
 (E) The location-specific costs of the factors of production and 

distribution;
 (F) The extent of competition in each market with regard to the 

property or services under review;
 (G) The economic condition of the particular industry, including 

whether the market is in contraction or expansion; and
 (H) The alternatives realistically available to the buyer and seller.

Treasury Regulations § 1.482-1(d)(iv)

Legal Foundation: Section 482



Property or Services
 Embedded Intangibles

Legal Foundation: Section 482
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LEGAL FRAMEWORK

OECD GUIDANCE



Action Items 8-10: Outcomes in line with value creation. 
Application of arms length standard.
 Agreements should match economic reality
 Risk allocations must be supported by actual decision-making
 capital without functionality will generate no more than a risk-free 

return
 tax administrations may disregard transactions in certain 

circumstances

Legal Foundation: OECD



Emphasis of BEPS on transfer pricing: to accurately 
delineate actual transactions between the associated 
enterprises. Tax authorities should supplement the “terms 
of any contract with the evidence of the actual conduct of 
the parties
 Section 482 comparison. Treasury may believe it does not need 

to make major, or any, revisions to section 482 to address this 
specific issue as it has woven the “economic substance” concept 
into the fabric of section 482. 

 “[T]he United States generally interprets the arm’s length standard 
in a manner consistent with the OECD Transfer Pricing 
Guidelines.” See generally, 2006 U.S. Model Technical 
Explanation at 23.

Legal Foundation: OECD 



Comparability Analysis: Comparability is the “heart” of the 
arm’s length principle. Guidance for Applying the Arm’s 
Length Principle, at 15. 
1. Identify commercial or financial relations and the 

conditions and economically relevant circumstances.
2. Second, compare the conditions of the controlled 

transaction to those between independent enterprises.

Commercial and Financial Relations: Under BEPS, this 
is the center of the functional analysis. 

Legal Foundation: OECD 



Commercial and Financial Relations Factors
1. Contractual terms
2. Functions performed with an eye on what assets were 

used and what risks were assumed
3. The characteristics of property transferred or services 

provided
4. The economic circumstances of the parties and of the 

market in which the parties operate
5. The business strategies pursued by the parties 

Legal Foundation: OECD 



Contractual Terms
Formalized agreements “provide the starting point for 
delineating the transaction between the parties.” 
Contracts “were intended” to divide risks, responsibilities, 
and outcomes among the parties. 
BEPS, Guidance for Applying the Arm’s Length Principle at 
18.

Legal Foundation: OECD 



Functional analysis.
Where there are material differences between contractual 
terms and the conduct of the associated enterprises in their 
relations with one another, the functions they actually 
perform, the assets they actually use, and the risks they 
actually assume, considered in the context of the 
contractual terms, should ultimately determine the factual 
substance and accurately delineate the actual transaction. 
Id. at 19. 

Section 482 Comparison. Incorporates section 482 economic 
substance concepts by focusing on what the parties actually did. 

Legal Foundation: OECD 



No Contract / Missing Terms: Terms of a transaction may 
be “found in communications between the parties.” 

BEPS, Guidance for Applying the Arm’s Length Principle at 
18.
 Section 482 Comparison. Both BEPS and section 482 

contemplate imposing additional transactions and terms that were 
not included in any contract. 

Legal Foundation: OECD 



Contractual Assumption of Risk: There are benefits to 
allocating risks in ex ante contracts. Ex antecontracts may 
present the best evidence of the actual allocations of risk as 
post hocevents can only confirm which risks occurred. 

BEPS, Guidance for Applying the Arm’s Length Principle at 
28. 

Legal Foundation: BEPS 



 BEPS Action 7: Even if Sub does not conclude 
contracts on Parent’s behalf, Parent will still have 
a PE in Country X if Sub “habitually plays the 
principal role leading to the conclusion of 
contracts that are routinely concluded without 
material modification” by Parent.
 “convincing the third party to enter into a contract” with 

Parent: Creates a PE
 “mere promotion or advertising” of Parent’s products 

and/or services: No PE.

OECD/BEPS on PEs



 Comparable uncontrolled price (CUP) method. 
 Resale price method (RPM). 
 Cost plus (CP) method. 
 Profit split method (PSM).
 Residual profit split method (RPSM). 
 Transactional net margin method (TNMM).

Acceptable Methods in Mexico
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MEDTRONIC V. CIR
T.C. MEMO 2016-112



Intercompany agreement between Medtronic’s Puerto 
Rican manufacturing subsidiary and its domestic parent, 
the Puerto Rican entity had been allocated all risk

 IRS Issue: Risk was allocated ex post, when risks were 
known.  Agreement did not reflect economic substance.

Treas. Reg. §1.482-1(d)(3)(iii)(B).

 Lesson from Case:  Identify and Memorialize EARLY or 
may not be respected for BEPS and Section 482 
purposes

Medtronic
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GENERAL PRINCIPLES OF 
INTERCOMPANY AGREEMENTS



 Clear Expression of Intent
 Recitals are helpful 

 Need for Clarity
 Make sure the agreement accurately reflects the type 

of arrangement, otherwise IRS or other taxing authority 
may recharacterize.

 Enforceability
 Mutual Consideration
 Real Enforcement Provisions

Basic Principles



 Economic Substance

 Term and Termination 

 Signature Date” and “Effective Date”: Documents 
that memorialize pre-existing agreements or 
understandings between the parties

 Properly executed Legal Binding by local law

General Principals



 Comfort level from external auditors

 Actual compliance by parties (notices, invoices, 
termination etc.)

 Impact of functional currencies

General Principals



 OSIRIS
 Onesource
 Amadeus
 ORIANA

 Less Formal:  Public Financial Statements of 
Companies

Use of Transfer Pricing Databases



 Permanent Establishments

 Profit Split can create local law Partnerships 

Non-Transfer Pricing Concerns



 With transfer pricing study:  On taxing authority

 Without transfer pricing study:  On taxpayer

Burden of Proof



DOs
 ANALYZE intercompany dealings and identify 

any meaningful transaction
 ENGAGE in functional and risk analysis and 

assess which party performs which functions and 
has the risk
 CONFIRM those parties ACTUALLY have the risk 

and can ACTUALLY perform their duties.
 MEMORIALIZE important transactions BEFORE 

an audit

 DON’T wait for the taxing authority to determine 
how it should be

IF YOU REMEMBER ONE THING
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APPLICATION TO SPECIFIC
TYPES OF INTERCOMPANY

AGREEMENTS



 Need to adequately determine the 
cost-pool (e.g., non-operating 
expenses such as interest and taxes 
may be excluded).

 Review from time to time
 Budget pre-approval by Parent.
 Clarify terms of invoicing and 

payment and ensure the parties 
comply with these terms to avoid 
adverse tax consequences

Services Agreements

U.S. Subsidiary
(Texas)

U.S. Employees
U.S. Office

100%

Legend  (for US. tax purposes)

C Corporation

Parent Company
(Mexico)

Services of 
U.S. Employees

Cost of U.S. 
Employees Plus 
Profit Margin



Risk of Parent’s permanent establishment in 
Country X:
 Traditionally, this PE risk was neutralized by 

providing in the agreement that Sub does not 
have authority to bind Parent.

Services Agreements



Distribution Agreements

U.S. Subsidiary
(Texas)

U.S. Employees
U.S. Office

100%

Parent Company
(Mexico)

Finished Goods

 Recitals
 Description of Transaction
 Risk Allocation
 Payment risk / FX risk / unsold 

product risk / defect and
 Warranty risk
 Responsibility for Marketing

Payment for 
Goods less 
Markup

Sales to U.S. 
Customers



Coordinate transfer pricing and IP protection 
goals

If related party distributor develops local market 
through own effort and funds, it is entitled to return 
from any marketing “intangibles” developed

Distribution Agreements



Questions

Austin C. Carlson, CPA, JD
acarlson@grayreed.com

713-986-7213

Gray Reed & McGraw, P.C.
1300 Post Oak Boulevard, Suite 2000

Houston, Texas 77056
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