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Altera Could Bolster State Transfer Pricing Scrutiny 

By Eric Tresh, Maria Todorova and Justin Brown (July 2, 2020, 10:44 AM EDT) 

         On June 22, the U.S. Supreme Court denied Altera Corp.'s petition for certiorari seeking 
review of the U.S. Court of Appeals for the Ninth Circuit's decision upholding the U.S. 
Department of the Treasury's transfer pricing regulation requiring related participants in 
cost-sharing agreements to include stock-based compensation costs in the joint cost pool 
to comply with the arm's-length standard.[1] 
 
The split Ninth Circuit court had previously reversed a unanimous, en banc decision of the 
Tax Court invalidating those regulations on the grounds that they violated the 
Administrative Procedure Act.[2] 
 
In finding that the cost-sharing regulations adequately comported with the arm's-length 
standard, the Ninth Circuit endorsed a more fluid definition of the standard — one that 
permits the use of flexible methodology and does not necessarily require specific arm's-
length comparability. 
 
The federal tax and administrative law implications of the Ninth Circuit's holding are 
important and have been widely discussed in the legal press. However, the Altera decision 
may also have potentially broad significance for the states' application of transfer pricing 
principles in separate-return states. This article discusses the potential state tax impacts of 
the decision and strategies for state transfer pricing audits in the wake of Altera. 
 
The Ninth Circuit's Decision 
 
The majority upheld a regulation issued by the Treasury under Internal Revenue Code Section 482, 
which provides that stock-based compensation, or SBC, must be shared among related parties for a cost-
sharing arrangement to qualify as arm's-length under Section 482.[3] 
 
The Tax Court previously concluded, in a unanimous opinion, that the regulation was not a valid 
implementation of the arm's-length standard because the Internal Revenue Service and the Treasury 
failed to consider any unrelated party transactions where the parties share SBC costs. The court also 
found that the Treasury's rulemaking process was flawed because it was not based on empirical data 
and failed to address public comments evidencing that SBC costs were not shared between unrelated 
parties. 
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As a result, the Tax Court found the regulation was an invalid exercise of the authority granted to the 
Treasury under Section 482, in violation of the Administrative Procedure Act, or APA. 
 
In its opinion, the court applied a Chevron deference analysis to the IRS' interpretation. [4] Applying 
Chevron's two-step analysis, the court found that Section 482 was ambiguous as to whether stock-based 
compensation must be shared, and that the Treasury regulation at issue was based on a reasonable 
interpretation of the statute. 
 
Specifically, the court found it was "reasonable that [the] Treasury would understand that Congress 
intended for it to depart from analysis of comparable transactions as the exclusive means of achieving 
an arm's-length result" in light of the "fluid" definition of the arm's-length standard.[5] 
 
The court explained that the "commensurate with income" clause that was added to IRC Section 482 in 
1986, including the legislative history surrounding the amendment, signaled that Treasury was moving 
away from a "purely method-based" application of the arm's length standard requiring comparable 
transaction analysis. As a result, the court held that the Treasury's interpretation of Section 482, as 
expressed in its duly promulgated regulation, was entitled to deference. 
 
In a strongly worded dissent, U.S. Circuit Judge Kathleen O'Malley of the Ninth Circuit, disagreed with 
the majority's opinion that "historically the definition of the arm's-length standard has been a more fluid 
one" and found the IRS' disregard of comparable transactions that it deems imperfect inconsistent with 
the statute. 
 
Judge O'Malley stated that the majority opinion "encourages 'executive agencies' penchant for changing 
their views about the law's meaning almost as often as they change administrations.'"[6] In the dissent's 
view, the addition of the commensurate-with-income standard did not replace the comparable 
transaction analysis and was meant to apply only in instances where comparable transactions did not 
exist. 
 
The dissent further argued that the Treasury was required under the APA to explicitly state its rejection 
of the arm's-length comparability standard, which it had not done in either the notice of proposed 
rulemaking or the preamble to the final regulations. As a result, the dissent concluded that the 
regulation was procedurally defective and therefore not entitled to Chevron deference.[7]  
 
Transfer Pricing in State and Local Income Taxes 
 
Transfer pricing is also an important issue in accurately determining a taxpayer's state tax liability. Many 
states that require separate-company returns have statutes that either adopt IRC Section 482 or contain 
language that is substantially similar to the language of Section 482.[8] As a result, taxpayers often rely 
on the arm's-length standard embodied in Section 482 and the regulations thereunder to account for 
expenses related to intercompany transactions. 
 
Unlike at the federal level, where the IRS is subject to the constraints of the federal APA, the states' 
requirements for promulgating regulations are not always as well developed or as rigorous.[9]  
 
Despite the adoption of Section 482-type statutes in the state tax law, historically, states placed less 
emphasis on compliance with Section 482 when auditing affiliated transactions. Instead, states have 
often employed other methods for addressing actual or perceived abuses with respect to related party 
transactions. 



 

 

 
These methods include mandatory or discretionary combined reporting, assertion of economic nexus 
over related entities, and addback provisions requiring certain payments to related entities to be added 
back to the tax base. As a result, state guidance and case law regarding transfer pricing is substantially 
less developed as compared to federal law. 
 
However, in recent years, states have focused increasingly on the application of Section 482 and transfer 
pricing principles.[10] For example, the Multistate Tax Commission began its arm's-length adjustment 
services with the formation of an advisory group in 2014 and approval of a final program design in May 
2015. 
 
Later renamed the State Intercompany Transaction Advisory Service, or SITAS, this initiative's stated 
mission is to provide states with services and opportunities for cooperation with respect to transfer 
pricing. However, the SITAS initiative has struggled to find members and funding, with only five states 
initially committing to the project. To date, the main emphasis of the SITAS initiative has been training 
and sharing of information related to transfer pricing among member states. 
 
Outside of the Multistate Tax Commission's SITAS initiative, a number of states regularly share transfer 
pricing information and have coordinated their engagement of third-party transfer pricing consultants to 
assist with state audits of controlled transactions. These consultants are often engaged on a 
contingency-fee basis and stand to reap significant awards based on the amount of their 
assessments.[11]  
 
In addition to the use of transfer pricing consultants, states have become more aggressive in challenging 
transfer pricing arrangements in court. Some recent state tax cases involving transfer pricing include 
See's Candies Inc. in Utah, Hess Corp. et al. in Washington, D.C., BMC Software Inc. in New Jersey, 
Columbia Sportswear USA Corp. and Rent-A-Center East Inc. in Indiana, and Trader Joe's East Inc. in 
Georgia.[12]  
 
Altera and State Income Tax 
 
Among the key points of the Altera decision is that it affirms the authority of the Treasury and the IRS to 
interpret the arm's-length standard of Section 482 broadly, based on the fluid history of the standard. 
Applying the reasoning of Altera to transfer pricing between affiliated entities in the state context could 
provide state tax authorities with an argument for additional discretion when challenging transfer 
pricing arrangements. 
 
As we have seen in many of the state tax transfer pricing cases, states have argued for broad, and 
sometimes unfettered, discretion in making adjustments to related party transactions.[13] To the extent 
that the Altera decision endorses the IRS' authority under Section 482 to employ methods other than 
the comparable transactions method to satisfy the arm's-length standard and allocate income among 
related parties, Altera may also serve to embolden state departments of revenue to scrutinize controlled 
transactions and promulgate their own rules.[14]  
 
Defending State Transfer Pricing Audits in the Wake of Altera 
 
Prudent taxpayers will be proactive in documenting the arm's-length nature of their affiliated transfer 
pricing methodology. Notwithstanding, deference to tax administrators in some states and even 
applying Altera, tax administrators should still be required to prove why an intercompany arrangement 



 

 

was not arm's-length before making an adjustment. 
 
When defending affiliated transactions using the arm's-length standard, taxpayers should take care to 
present evidence of comparable transactions where possible. Expert testimony and contemporaneous 
documentation of transfer pricing policies are often critical in defending against attacks by tax 
administrators. 
 
In addition, transfer pricing documentation should demonstrate the reasonableness of any transactions 
between related entities beyond simply demonstrating that the terms are similar to those that would be 
agreed to by parties contracting at arm's-length. This is of particular importance in situations where 
comparable arm's-length transactions do not exist. 
 
Taxpayers facing a transfer pricing assessment based on a tax administrator's interpretation of Section 
482 or a substantially similar state law should consider the authority for the department's interpretation 
and amount of deference owed to the revenue administrator's position. In some cases, it may be 
possible to argue that the position is either arbitrary and capricious or contains no limiting principle and 
therefore no deference is owed at all.[15] 
 
To the extent that the interpretation is in the form of a regulation, attention should be paid to the 
process by which the regulation was promulgated and whether the state APA's requirements were 
followed. Taxpayers with substantial related party transactions should consider careful review of 
proposed regulations and seek to provide formal comment where a regulation is based on authority 
outside of what would be acceptable under federal transfer pricing principles. 
 
When a state relies on interpretations from sub-regulatory guidance such as a policy bulletin or revenue 
ruling, taxpayers maybe be able to argue that revenue administrators' interpretations are not entitled to 
deference.[16] 
 
See's Candies 
 
An example of a taxpayer successfully documenting its transfer pricing methodology is the See's Candies 
case in Utah.[17] In See's, the Utah Tax Commission took the position that it was authorized to adjust 
royalty payments made by See's to an affiliated insurance company based on Utah's statute granting the 
commission authority to allocate income or deductions between related corporations. 
 
The taxpayer in See's presented evidence of similar transactions between unrelated entities and also 
pointed out that Utah had never issued any guidance alerting taxpayers that it intended to use anything 
but the arm's-length standard. 
 
Beyond relying on the arm's-length transaction standard under the federal Section 482 guidance, See's 
also presented evidence and testimony regarding the reasonableness of its transfer pricing and the valid 
business purposes behind the transactions. In addition, See's argued that Utah's controlled transactions 
statute contains language that is substantially similar to Section 482.  
 
Finding for See's, the Utah Supreme Court upheld the Utah district court's decision that the Tax 
commission had abused its discretion by denying the royalty expenses, in part because See's proved its 
pricing was reasonable, the commission did not consider federal guidance under Section 482 and the 
commission failed to consider See's transfer pricing study. 
 



 

 

The Utah Supreme Court rejected the commission's position that the district court had erred in looking 
to the federal transfer pricing rules for guidance in determining whether reallocation of income was 
appropriate. Instead, the court held that because the Utah statute authorizing such adjustments was 
ambiguous, and that the language of the Utah statute was borrowed from the federal Section 482 
language, the "cluster of ideas" associated with the federal language, including the arm's-length 
transaction standard, was applicable to the Utah transfer pricing statute. 
 
Therefore, the court upheld the use of the arm's-length transaction standard as a prerequisite for the 
commission to exercise its powers to reallocate income between related entities. 
 
Inappropriate Methodology 
 
Taxpayers have also had some success in disputing state transfer pricing adjustments by showing that 
the state's methodology is inappropriate based on the taxpayer's specific facts. Taxpayers involved in 
trading commodities, for example, have been successful in refuting state transfer pricing adjustments 
based on the comparable profits method, by asserting that the comparable uncontrolled price method is 
more appropriate for such situations.[18] 
 
In some instances, states have issued assessments based on reports generated by third-party 
consultants which fail to take into account the nature of a taxpayer's business and that result in 
adjustments to state taxable income that are out of all proportion with reality. Faced with these large 
assessments of tax, many taxpayers have been compelled to reach a settlement with the state taxing 
authority, although often for only a small fraction of the tax asserted in the assessment. 
 
States' willingness to agree to such settlements reflects the inherent weakness in many of these 
assessments based on third-party transfer pricing reports. However, taxpayers are often eager to settle 
such matters rather than face protracted litigation and the specter of an unfavorable ruling. The lack of 
guidance in most states regarding transfer pricing adjustments, in the form of either regulations or case 
law, increases the uncertainty for taxpayers and further encourages such settlements. 
 
Conclusion 
 
Taxpayers should consider following the example of the taxpayer in See's, by documenting and 
providing testimony regarding the reasonableness of its transfer pricing beyond the standard arm's-
length transaction analysis. Following the Supreme Court's denial of certiorari in Altera, it is likely that 
the trend of increased state scrutiny of controlled transactions and increased litigation related to such 
adjustments will continue. 
 
Taxpayers that are prepared with contemporaneous documentation related to their intercompany 
transactions, regarding both the reasonableness of the pricing and evidence of comparable transactions, 
as well as the business purposes behind the transactions, will be in the best position to defend against 
any proposed adjustments. 
 
Notwithstanding the Altera decision, the strategy of attacking transfer pricing guidance may prove more 
effective at the state level where state departments of revenue often have not formally promulgated 
regulations and instead are formulating their positions during audit or as part of a trial. Such 
subregulatory guidance should not be accorded the same level of deference as a duly promulgated 
regulation. 
 



 

 

As a final point, it should be noted that the Ninth Court's decision in Altera is not binding on courts in 
other federal circuits. Taxpayers with a similar issue in other circuits may pursue a ruling that could lead 
to a circuit split, which could potentially lead to the U.S. Supreme Court taking up the issue in the future. 
Additionally, taxpayers should be aware that the level of deference to be granted to the Treasury, the 
IRS, and other agencies' guidance is being litigated in multiple courts, and deference to state agencies is 
also being debated in state legislatures and courtrooms across the country, with varying results.  
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