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What Facebook And Apple Can Teach You About Transfer Pricing
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Two interesting stories today about the intricacies of the international corporate taxation system. One concerns Facebook FB -0.62% and the manner in which the IRS is questioning the basis upon which they did a transaction. The other is Joe Stiglitz going off on one about Apple AAPL +0.12% and really not understanding the basic issues at all. Both are about transfer pricing, at least purportedly they are. And the correct answer here is that Facebook is at least being asked an interesting question (and obviously I have no idea what the answer is) while Stiglitz seems not to grasp the basics at all.
There is a basic economic point at issue here. Corporate taxation is due where the economic value is created. We have a rather large system set up to try to determine where that value is created so that the right people can tax it. This system is not perfect, most certainly it isn't, but there's pretty much nothing in it that Apple is doing wrong or even oddly (a very minor matter which the EU is examining excepted). Facebook is, as I say, being asked an interesting question at least.
To Facebook first:
Facebook disclosed on Thursday that it could owe billions due to an IRS investigation into the way it moved assets to an Irish subsidiary to avoid higher taxes.
The IRS tax penalty could total $3 billion to $5 billion, plus interest, according to a Facebook filing with the Securities and Exchange Commission. If so, Facebook says the penalty could have a "material adverse impact" on its financial position.
Sounds bad, obviously.
“I don’t think Facebook is necessarily hiding anything, but it’s a fight over pricing,” said Stephen Hamilton, a tax lawyer in Philadelphia. “This is what companies do when they transfer their own assets; they try to value them as low as possible and when the issue is litigated, they usually end up somewhere in the middle."
Here's what Facebook has said directly in its results:
On July 27, 2016, we received a Statutory Notice of Deficiency (Notice) from the IRS relating to transfer pricing with our foreign subsidiaries in conjunction with the examination of the 2010 tax year. While the Notice applies only to the 2010 tax year, the IRS states that it will also apply its position for tax years subsequent to 2010, which, if the IRS prevails in its position, could result in an additional federal tax liability of an estimated aggregate amount of approximately $3.0-$5.0 billion , plus interest and any penalties asserted. We do not agree with the position of the IRS and will file a petition in the United States Tax Court challenging the Notice. If the IRS prevails in the assessment of additional tax due based on its position, the assessed tax, interest and penalties, if any, could have a material adverse impact on our financial position, results of operations or cash flows.
To explain what is going on here: Our basic legal and economic insistence is that tax is due where the value is created--this is the same as trying to tax in the jurisdiction where the economic activity is taking place. That economic activity is not sales, not employees, it's something a little more ethereal. Most especially when it comes to intellectual property it's a bit difficult to pin down. We're all happy with the idea that some of the value of, say, Google GOOGL -0.75% search is where we are making the search, some is where the servers are, some is where Google is. But the vast majority of that value lies in the intellectual property that makes it possible to search at all. And where does that reside?

So it is with Facebook. Sure, some value lies in Menlo Park. Some in the servers around the world. But it's pretty obvious that the real economic value of Facebook is, well, Facebook itself. And which jurisdiction does that live in? The correct legal and economic answer to that is where Facebook itself as a company is: the U.S. So, ultimately, all Facebook profits not taxed by anyone else become righteously taxable by Uncle Sam. The same is true for Apple.
American tax law says that you only have to pay Uncle Sam when you bring your foreign profits back to the U.S. So, what a lot of people do is the following: The U.S. IP to these systems remains in the U.S. But the not-U.S. IP, or the rights to use it, get sold to a company in, say, Bermuda. The profits from the non-U.S. use of the IP pile up in Bermuda and only get taxed in the U.S. if they are repatriated. Whether Facebook uses Bermuda or not I can't recall but Apple definitely does. This is a feature (or a bug, to taste) of the U.S. tax system and not of anyone else's.
However, when those foreign rights are sold they must be sold at full value. Because, obviously, Uncle Sam wants his pound of flesh. So, you must sell them at the full value to your foreign subsidiary, the income you get from that sale becomes a taxable profit inside the U.S. and Uncle Sam gets all that future cash right now. Well, in theory at least, because the net present value of that IP asset should be the future income stream from it. In a fast-growing business, however, this becomes really rather difficult to measure.
And that's what the IRS is doing right now. Asking, well, yes, we know the move, it's fine as a move, but really, what was the price you valued Facebook's IP for use outside the U.S. and Canada at? Really? You sure?
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It's a fair question. It's also not one with an accurate answer. That sale and transfer took place in 2010. What was the value of the whole of Facebook in 2010?
January 2010: Offers to buy Facebook's private company stock on SecondMarket place Facebook's valuation at $14 billion.
June 2010: A report by Elevation Partners pegged Facebook's value at $23 billion.
July 2010: A report by Next Up Research pegged Facebook's value at $12 billion.
August 2010: Shareholder trading values Facebook at more than $33 billion.
November 15, 2010: Facebook's worth pegged at $41 billion.
November 19, 2010: Facebook shares sold at a $34 billion valuation.
November 22, 2010: Investors sell portion of stake in Facebook at a price valuing Facebook at $35 billion.
November 30, 2010: Facebook reaches value of $50 billion based on private market transactions.
Don't forget, for the IRS here it's not the total value of Facebook which is at issue. It's "what was the fair market value for the right to use Facebook's intellectual property outside the US and Canada?" at that time.
No, me neither, but that's what the argument is about and it's a fair question to ask, whatever the answer ends up being. And that's what this story is about.
Joe Stiglitz on the other hand, is betraying a certain lack of knowledge about this system:
Now, the outspoken former Chief Economist of the World Bank has come out to criticize Apple--and, by extension, other tech giants--who claim that all their profits are made in Ireland, a notorious tax haven that's jockeying to take Luxembourg's crown as king of the European money-laundries.
Stiglitz didn't mince words, calling the ploy a "fraud" and the U.S. tax law that permits it "obviously deficient."
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No, Apple's profits being made in Ireland is entirely fair and reasonable by the standards of the current international tax system. Really:
“Here we have the largest corporation in capitalization not only in America, but in the world, bigger than GM was at its peak, and claiming that most of its profits originate from about a few hundred people working in Ireland--that’s a fraud,” Stiglitz said. “A tax law that encourages American firms to keep jobs abroad is wrong, and I think we can get a consensus in America to get that changed.”
Again, think of what the purpose of our tax system is. We want to tax the corporation and the profits where the economic activity takes place. The way that Apple operates outside the U.S. is that all of that economic activity does take place in Ireland. It is an Irish company that buys all the parts to make iKit. It is this Irish company that signs all the contracts to have it assembled and this Irish company that then sells it to distributors around the world. Thus the economic activity, the value add, is being undertaken in Ireland and that's where the tax should be paid.
If Ireland declines to tax it then that's up to Ireland. And in the event that Ireland doesn't, then Uncle Sam will if it comes back to the U.S. And to get it out to shareholders, Apple must bring it back to the U.S. first. This simply isn't a fraud nor is it even something even slightly odd. This is just the way that the international corporate tax system works.
[bookmark: _GoBack]Or the TL;DR version: The IRS is asking Facebook a fair question and we've no idea what the answer is. Joe Stiglitz is blathering about Apple.
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