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Advance Pricing Agreements,
Issued Pursuant to Pub. L. 106-
170, Section 521(b)

Announcement 2000-35

Secretary of the Treasury annually repor
to the public concerning Advance Pricing
Agreements (“APAs”) and the APA Pro-
gram. As this is the first report issued
under Section 521(b), it includes informa-
tion about APAs and the APA Program
with respect to calendar years 199!
through 1999. Section 521(b)(4) . This
document does not provide general guid
ance regarding the application of the
arm’s length standard; rather, it reports ot
the structure and activities of the APA
Program.
Karl L. Kellar,
Acting Director,
Advance Pricing
Agreement Program.

ANNUAL REPORT CONCERNING
ADVANCE PRICING
AGREEMENTS

INTRODUCTION

For convenient reference, the subjec
matter of this report will be organized on
the basis of Section 521(b)(2) of Pub. L
106-170, with each required item or sub-
ject reported and captioned by referenc
to the corresponding statutory provision
First, however, the report provides a gen
eral introductory discussion concerning
the history, practice, and general approac
of the APA Program. This introductory
discussion is adapted in part from mater
ial contained in Publication 321Report
on the Application and Administration of
Section 48ZApril 21, 1999).

Background

The Advance Pricing Agreement Pro-
gram is designed to resolve actual or po
tential transfer pricing disputes in a prin-
cipled, cooperative manner, as ar
alternative to the traditional adversarial
process. Under the adversarial model, th
data gathering, development, and inter
pretation of a transfer pricing issue is &
complex, time-consuming process tha
often results in an administrative appeal
litigation, or competent authority pro-
ceedings under the mutual agreement pre
cedures of our bilateral income tax

This Announcement is issued pursuariteaties. A significant transfer pricing
to Section 521(b) of Pub. L. 106-170, théssue can typically take eight or more
Ticket to Work and Work Incentives Im-years to resolve. Accordingly, by the time
provement Act of 1999, requiring that thghe issue is resolved, the facts in disput
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are typically many years old, and considthree clerical support staff. As of Decemprocess (the bilateral process is discusse
erable uncertainty concerning the propdser 31, 1999, 231 APAs had been corbelow). In 1999, the Organization for
transfer pricing of current transactiongluded, with another 187 pending. ThesEconomic Cooperation and Development
under current conditions can remain.  APAs involve a wide variety of industries.(*OECD”) issued as an annex to its Trans-
During the 1980s and prior to the creThe cross-border transactions involveder Pricing Guidelines, guidelines for bi-
ation of the APA Program, the govern-are also varied, including, for examplelateral APAs. OECD Guidelines for
ment as well as taxpayers with transfemanufacturing, sale, and distribution ofConducting Advance Pricing Arrange-
pricing issues began to explore some sagbods, provision of financial services, ananents Under the Mutual Agreement Pro-
of an advance pricing agreement mechdieensing of intellectual property. cedure (“MAP APAs”)(October 1999).
nism. A 1985 study by a U.S. profes- The APA Program has also becomd&hese new OECD guidelines should leac
sional group on how to improve the largenore “institutionalized” over the years.to an even broader acceptance of the AP
case program recommended advance ruhi 1996, the Service issued internal procgrocess by the international community,
ings in the transfer pricing area. In 1986¢dures for processing APA cases. Chiedind it is to be hoped that they will expe-
an agenda topic at a meeting of U.S. andounsel Directives Manual (“CCDM?"), dite the processing of bilateral APAs by
foreign tax officials on how to reducef{ (42)(10)10 — (42)(10)(16)0 (Novembeproviding for more standardized bilateral
controversies discussed an advance resbs, 1996). Also in 1996, Rev. Proc APA procedures among OECD members.
lution process for transfer pricing. 1n96-53, 1996-2 C.B. 375, was released
1989, several taxpayers and groups appdating Rev. Proc. 91-22 in light of thel e APA Process
proached the IRS to consider alternativBervice’s additional experience with ad- the aApaA process is designed to enable
approaches to transfer pricing compliministering the APA Program. TOgethertaxpayers and the IRS to agree on th
ance, viewing the existing means of deathese releases clarified APA procedure roper treatment of transfer pricing, in-
ing with transfer pricing issues as bein@nd the respective roles of the various IR uding cost-sharing arrangements. An
too adversarial as well as unproductive. functions involved in the APA process.ppa is g legally enforceable agreement.
The IRS considered new techniqueRev. Proc. 96-53, in particular, also prog need not cover all of a taxpayer’s pric-
whereby all parties could share the revides taxpayers a road map of how t‘i)ng arrangements and instead may be re
sponsibility for enhancing compliance inapply for an APA and what to expect ingricted to specified years, specified affili-
the transfer pricing area. Derived fromthe processing of the case. ates, and specified
the “Compliance 2000” initiatives, this  The APA Program has had a consistenfsncactions. APAs are either “unilateral”
concept of shared responsibility is alsgoal of making APAs more practical and,; «pijateral.” A unilateral APA is an
consistent with the current mission stateaffordable, and available to more taXpayégreement between only the taxpayer an
ment of the IRS to work with taxpayersers. To this end, in 1997, the IRS institha |RS on an appropriate transfer pricing
“to help them understand and meet thetuted an Early Referral program bymethodology (“TPM") for the transac-
tax responsibilities.” In April of 1989, the which, in appropriate cases, District €Xzigns at issue. A bilateral APA combines
IRS announced at a meeting with the Taamination teams suggest that taxpayetg, agreement between the taxpayer an
Executives Institute that it was considerpursue APAs before substantial time i$o |RS on a particular TPM with an
ing an advance ruling procedure for transspent examining transfer pricing iss”esagreement between the U.S. and foreig
fer pricing issues. The IRS entered intdo date, however, only three APA r€+axing authority that the TPM is correct,
pilot projects with several taxpayers tajuests have been filed pursuant to thig,qer authority of the mutual agreemen
negotiate and execute what were initiallprocedure. Similarly, in 1998, the IRSprocess usually contained in Article 25 of
called Advance Determination Rulingspublished more streamlined procedures§, income tax treaties. 118 of the APAS
but later became known as Advance Pridoer APAs involving Small Business Tax'completed as of the end of 1999 have
ing Agreements (APAs). In June of 1990payers, and also expanded the availabiliyoay pilateral or multilateral, 112 unilat-
a draft IRS Revenue Procedure for Adef the lowest APA user fee, in an effort t%ral, and one has involved a U.S. posse:
vance Determination Rulings was pubattract smaller taxpayers who may lackiy, The TPM adopted in both unilateral
licly disseminated and the first APA wasthe resources to do the sophisticated stugrq pilateral APAs may also be “rolled
concluded in January of 1991. With thees normally included in APA requests, .k to resolve similar issues for past
publication of Rev. Proc. 91-22 (1991-XNotice 98-65, 1998-52 I.R.B. 10). BYyaars under examination.
C.B. 526), in March of 1991, the IRS for-the end of calendar year 1999, the IRS |, practice, an APA is always the result
mally initiated the APA Program, and byhad concluded 9 small business APAg§s 4 voluntary decision by a taxpayer to
the end of that year, 15 new negotiationsnder these streamlined procedures.  ¢ook an APA. Before making any com-
had started. As the United States has become Mol nents or filing the formal application,
Since then, the APA Program’s caseeomfortable with the APA process so ha‘cfaxpayers may through a prefiling con-
load has steadily grown. The staff hathe world. Today, APAs are receiving intgrence approach the Service to discus
also grown, though not at the same rate aseased acceptance by many of our treafife gervice’s preliminary views of their
the workload. As of December 31, 1999artners, including Australia, Mexico, thepotential APA request, including whether
the APA Program’s staffing included slotsUnited Kingdom, Japan, and Canada. 19, ApaA would be appropriate under the
for a Director, two Branch Chiefs, fourfact, of the 231 closed APAs, 118 involv

i ' §acts, what types of information would be
Economists, fourteen Team Leaders, anaur treaty partners through the b'laterql\ecessary to support the request, an

intercompany



whether the taxpayer’s proposed TPMotiating position and the APA itself arein negotiations, and to work to reach &
would be acceptable. Most taxpayers thaubject to review and approval by the Asmutually acceptable understanding of the
come into the APA Program choose tsociate Chief Counsel (International). appropriate application of the arm’s
participate in such a prefiling conference. length standard to the taxpayer’s facts, i

A taxpayer may attend the prefiling con-1 € Arms-Length Standard a manner that is consistent with the Regu

ference on an anonymous basis if it gaction 482 of the Internal Revenudations.

wishes. Once the taxpayer decides tg,4e permits the IRS to allocate items of The arm’s length approach is also ap
apply for an APA, it must prepare and ﬁlqncome, deductions, credits, or g/ Plied for bilateral and multilateral APAs.
a submission consistent with the requirggances between controlled groups oin 1995, the Organization for Economic
ments of section 5 of Rev. Proc. 96_5%rganizations, “to prevent evasion ofcooperation and Development (“*OECD”)
(1996-2 C.B. 375), accompanied by th?axes, or clearly to reflect the income” ofPublished transfer pricing guidelines tha
appropriate user fee as determined undghy controlled taxpayer, and, in the casgdopted the arm’s length standard, consi

section 5_.1_4 o_f Rev. Proc. 96-53. of transfers of intangible property, to alloent with our Section 482 Regulations.
A multidisciplinary APA Team evalu-

1€ cate income with respect to the transfer igimilarly, the OECD Model Tax Conven-
ates the Taxpayer's submission. The APA \anner that is “commensurate with thion provides:

process focuses on identifying an apprqy,come attributable to the intangible.” where conditions are made or

priate TPM, not a desired tax result. The |, determining whether an allocation imposed between the two enter-

ultimate goal of the APA process is t0 ar{,nder Section 482 is necessary clearly to prises_in their_ comme_rcial_or
financial relations which differ

rive at an agreement on three basic pointsifiect 4 controlled taxpayer’s income, the :
from those which would be

(i) the description of the intercompanyrg employs the “arm’s length” standard,
transactions to which the APA applies; (i), principle which is defined in the atten- made between independent

the TPM to be applied to those transaGyant Treasury regulations. A controlled

tions; and (iii) the arm's length range Of,nsaction meets the arm's length stan-
results that is expected after applying thg, ¢ if the results of the transaction are

agreed-upon TPM to the covered transagynsistent with the results that would
tions. In effect, the IRS APA team CONyaye heen realized if uncontrolled taxpay-
ducts “due diligence” to verify the factSerg had engaged in the same transaction
and to determine whether the proposeg,qer the same circumstances. Under

enterprises, then any profits
which would, but for those con-
ditions, have accrued to one of
the enterprises, but, by reason of
those conditions, have not so
accrued, may be included in the
profits of that enterprise and
taxed accordingly.

TPM constitutes the “best method” undeg,,rrent Treasury regulations, the IRS is .
the Regulations. Typically, one or MOT&yilling to consider many different ap- Comparable language outlining the
meetings between the taxpayer’s reéPrésroaches to establish the taxpayer’s aﬁt_rm’s length principle is included — gen-
sentatives and the IRS APA team takﬁropriate intercompany transfer pricingera”y in Article 9 — in most income tax
place. At these meetings, the parties di?ﬁethodology or cost sharing practicest,reaties to which the United States is @
cuss the issues related to the case and ﬁ‘Fbvided these approaches satisfy tpearty. Thus, in cases where competer
tempt to arrive at an agreement conceriy length principle. authority negotiations aimed at relieving
ing the appropriate facts, TPM, and the ApA Program evaluates each ApAlouble taxation under the mutual agree
results. In a bilateral case, the APAteand qe in terms of developing an arm’sment provisions of our treaties are under
will then formulate a negotiating position|ength transfer pricing methodology thataken, the goal is a mutual agreement cor
for use by the United States Competent .qnsistent with the Regulations. gesistent with the OECD arm’s length

Authority_ in negotiations with the rele- .5 ;se transfer pricing cases typically inStandard.
vant foreign government under the mutu

’ - olve complex facts and difficult issues,
agreement article of the applicable treaty,qre is room for disagreement betweensoMPOSITION. AND OPERATION
Once a mutual agreement under the reafisonable people, acting in good faith, (Section,521(b)(2)(A))

is reached, the APA team and the taxpayel, ot both the “best method” and the

will finalize an APA consistent with the rqher gpplication thereof. Therefore, in Table 1 provides the structure and
terms of the agreement. In un'Iater"J'tEvaluating and processing an APA casstaffing of the APA Program office as of
cases, the team will negotiate the terms ofpa program Team Leaders are willingDecember 31, 1999:

the APA with the taxpayer. Both the neéy, consider taxpayer positions, to engage

APA OFFICE: STRUCTURE,



TABLE 1

APA PROGRAM STRUCTURE AS OF 12/31/99

Branch 1

1 Branch Chief

1 Secretary

7 Team Leaders
2 Economists

Discussion

Within the IRS, the APA Program is lo-

cated in the Office of the Associate Chief

Counsel (International) (*ACC(1)"),
which is part of the Office of Chief Coun-

sel. However, the APA process demands
a variety of skills and draws on expertise

from other offices within the IRS. The
IRS APA team typically includes:

e a‘“team leader” from the APA Of-

fice, who is responsible for lead-

ing the IRS team, negotiating with

the taxpayer and its representa-

tives, coordinating with the other

IRS functions that have a stake in

the APA, formulating the U.S. ne-

gotiating position in the case of a

bilateral APA, and ultimately
drafting the APA

Director’s Office
1 Director (vacant)
1 Secretary to the Director

Branch 2

1 Branch Chief
1 Secretary

7 Team Leaders
2 Economists

when certain novel or complex is- part of the Office of the Assistant
sues are presented, an attorney Commissioner (International).
from one of ACC(l)’s technical In addition, in some cases, depending ol
branches with expertise in such isthe circumstances, Field Specialists anc
sues personnel from IRS Appeals function par-
the revenue agent responsible faicipate as members of the APA Team.
the taxpayer’s examination with
respect to transfer pricing issues,
and often that agent’s manager AG,REEMENT
and/or the case manager (the man- (Section 521(b)(2)(B))

ager with overall responsibility 5 copy of the model advance pricing

for the taxpayer in question) agreement currently in use is attached a
an economist from the APA PrO'Appendix A.

gram or one assigned to assist the
examination group
an attorney from the District

Counsel office that provides legal o ) ) )
advice to the examination group The statistical information required

in bilateral cases, an analyst fronynder Sections 521(b)(2)(C) and (E) is
the Tax Treaty Division, which is contained in Tables 2 through 6 below:

MODEL ADVANCE PRICING

APA PROGRAM STATISTICS
(Sections 521(b)(2)(C) and (E))

TABLE 2
APA PROGRAM STATISTICS — APPLICATIONS AND EXECUTED APAs
91 92 93 94 95 96 97 98 99 Total
Applications Filed 15 21 34 41 58 46 50 67 69 401
APAs executed:
New APAs executed during
calendar year:
Unilateral 3 7 4 16 11 18 15 17 91
Bilateral 1 6 1 K2 5 12 22 22 28 100
Multilateral 1 1 1 3
U.S. Possession 1 1
Renewal APAs executed
during calendar year:
Unilateral 1 3 3 4 8 19
Bilateral 1 1 2 5 4 13
Multilateral 1 1

1 Applications filed during years 1991 through 1995 are reflected on a September 30 fiscal year-end basis. The number ichfi®Asafiptl from 10-1-95 to
12-31-95 were 23, and are included in the total of 58. Applications filed for years 1996 through 1999 are reflected dar ge=temd basis.

2 One bilateral APA executed during the 1994 year was inadvertently omitted in prior reports issued by the APA Program.

3 One unilateral APA was amended during this year but was not counted as an executed APA. Whether an amendment or supphdPdstdouated as a
separate APA depends on the extent and nature of the change.

4 One bilateral APA revision to a renewal and one supplemental were closed this year but were not counted as executed ARA3.alSmeen



Revised APAs executed
during calendar year:
Unilateral
Bilateral
Multilateral

Cumulative total:
Unilateral
Bilateral
Multilateral
U.S. Possession

~N w

14
11

33
17

47
30

=
=Y

87 112
81 118

Cumulative Total of Executed APAs

10

18

25

51

80

11 231

P31

TABLE 3

APA PROGRAM STATISTICS — CANCELLATIONS AND WITHDRAWALS

91 92 93 94 95 96 97 98 99 Total
Number of APAs Revoked or
Cancelecp 0 0 0 0 0 0 0 1 0 1
Number of APA Withdrawals 0 9 4 0 4 3 6 7 13 46

TABLE 4
APA PROGRAM STATISTICS-TIME TO COMPLETE APA
MEDIAN NUMBER OF MONTHS

1991 | 1992 | 1993 | 1994 | 1995 1996 1997 1998 1999
Median number of months
to complete the following
categories of APAs:
Unilateral-New - 14.0 11.0 15.5 13.0 17.0 22.5 14.0 20.0
Unilateral-Renewal - - - - 19.0 9.0 6.0 17.0 10.5
Unilateral-Combined - 14.0 11.0 15.5 15.0 12.5 18.0 15/0 14.0
Bi/Multilateral-New 22.0 17.5 31.0 30.0 22.0 23.5 20.(¢ 31.0 33.0
Bi/Multilateral-Renewal - - - - 30.0 28.0 47.5 16.0 31.0
Bi/Multilateral-Combined 22.0 17.5 31.0 30.0 22.0 24.0 20.0 30/0 33.0

AVERAGE NUMBER OF MONTHS

1991 | 1992 | 1993 | 1994 | 1995  199¢ 199 1998 1999
Average number of months
to complete the following
categories of APAs:
Unilateral-New - 11.7 13.0 14.0 15.8 16.8 21.0 16.1 22.8
Unilateral-Renewal - - - - 19.0 8.3 6.3 17.0 10.6
Unilateral-Combined - 11.7 13.0 14.0 15.9 15.( 18. 16.2 18.9
Bi/Multilateral-New 22.0 19.7 31.0 26.0 19.6 24.6 22.9 34.% 35.4
Bi/Multilateral-Renewal - - - - 30.0 28.0 47.5 19.0 32.7
Bi/Multilateral-Combined 22.0 19.7 31.0 26.0 20.9 24.5? 24. 316 34.9

o

One APA was canceled during 1998 due to taxpayer changing its way of doing business.



TABLE 5
APA PROGRAM STATISTICS — PENDING REQUESTS

Total Pending requests for APAs: 187
Pending Unilateral 51
Pending Bilateral 136

Pending requests for new APAs:

Unilateral 35
Bilateral 106

Pending requests for renewal APAS:

Unilateral 16
Bilateral 30
TABLE 6

APA PROGRAM STATISTICS — INDUSTRIES COVERED

Industry

Number of APAs That
Involve This Industr§

Financial institutions and products

36

Computer hardware, components, and related products, and computer software

Chemicals and related products (industrial, pharmaceutical, cosmetics)

Transportation equipment

26

Electrical equipment and components (excluding computers and consumer electronics)

Food, beverages, and related products

16

Consumer electronics (excluding computers)

16

Engineering, research, consulting, accounting, management, legal, real estate,
subscription, and related services

13

Metal and metal products (excluding machinery)

12

Petroleum refining and related industries

Textile mill and apparel products

Industrial and commercial machinery

Jewelry, sporting equipment, and toys

Transportation services

gajo o ||

Lumber, wood, paper, and related products

Telecommunications equipment, components, and services

General merchandise and food stores

Construction services; construction, ground moving, and mining equipment

Printing, publishing, and related industries

Marketing, customer support, and employee recruiting services

(%)

Other

10

32

25

6 This and other tables following will not necessarily total to 231, the number of APAs issued; for example, in this tabieén@hiPAs covering the listed

industries totals more than 231 because many APAs cover more than one industry.



RELATIONSHIPS BETWEEN RELATED ORGANIZATIONS,
TRADES, OR BUSINESSES
(Section 521(b)(2)(D)(i))

The natures of the relationships between the related organizations, trades, or businesses covered by existing APAs iare ¢
Table 7 below:

TABLE 7
NATURE OF RELATIONSHIPS BETWEEN RELATED ENTITIES

Relationship Number of APAs

That Involve

This Relationship
U.S. parent, foreign subsidiary(ies) 91
Foreign parent, U.S. subsidiary(ies) 90
Sister companies 22
U.S. company and foreign branches 8
Foreign company and U.S. branch 27
Partnership 2
U.S. Parent, U.S. Possessions subsidiary 1

COVERED TRANSACTIONS

(Section 521(b)(2)(D)(ii))
The controlled transactions covered by existing APAs are set forth in Table 8 below:

TABLE 8
TYPES OF COVERED TRANSACTIONS

Transaction Type Number of APAs

That Involve

This Type
Sale of tangible property into the United States 91
Sale of tangible property from the United States a7
Use of intangible property by a U.S. entity 25
Use of intangible property by a foreign entity 39
Performance of services by a U.S. entity 45
Performance of services by a foreign entity 66
R&D cost sharing - U.S. parent 6
R&D cost sharing - foreign parent 8
Financial products - U.S. parent 2
Financial products - foreign parent 5
Financial products - U.S. branch of foreign company 24
Financial products - foreign branch of U.S. company 9
Commodity trading on globally integrated basis 2




BUSINESS FUNCTIONS an essential factor in evaluating the relia- There are a variety of ways in which

PERFORMED AND bility of the TPM (including the selection this issue has been treated in APAs. In th
RISKS ASSUMED, INCLUDING of comparables), the APA evaluationvast majority of cases no adjustment ha:
CURRENCY RISK process has also involved consideration dfeen incorporated into the APA agree-

) . . economic conditions such as the ecanent. This may be because the compare
(Sections 521(b)(2)(D)(ii) and (xii))  Lomic condition of the particular industry.bles experience similar currency expo-
The vast majority of APAs have cov- | gyaluating the functional analysissure, the tested party is assumed not t

ered transactions that involve nUMeroug,e Apa program has considered contradear any of the currency risk, the currency
business functions and risks. For ing5| terms between the controlled partieBuctuations have not been material, or the
stance, with respect to functions, compasnq the consistency of the conduct of theaxpayer is able to pass through substar
nies that manufacture products have tyPisarties with respect to the allocation ofially all of its currency risk to end users.
cally conducted research angigk per the Section 482 regulations, the certain APAs a critical assumption has
development, engaged in product desigRpa program also has given considerabeen inserted that requires the parties t
and engineering, manufactured the prodion 16 the ability of controlled parties torenegotiate the agreement in the even
uct, marketed and distributed the produc,nq osses that might be expected tthat exchange rate fluctuations exceec
and performed support functions such &gecr as the result of the assumption of eertain parameters.
legal, finance, and human resources sefigy  Another relevant factor considered Two types of currency adjustments
vices. Regarding risks, companies havg oy aluating the functional analysis is théiave been employed in APAs. Both have
been subject to market risks, R&D riskSgyient to which each controlled party exbeen employed in conjunction with the
financial risks, credit and collection riskS,ercises managerial or operational contralomparable profits method (“CPM").
product liability risks, and general busi,er the business activities that directl§The first type of adjustment specifies that,
ness risks. In the APA evaluation procesgence the amount of income or loss refor a given percentage change in the ex
a significant amount of time and effort isyjj;eq. The Section 482 Regulations posithange rate, the tested party’s gross mal
devoted to understanding how the funCp 4t parties at arm's length will ordinarilygin will be adjusted by a percentage tha
tions and risks are allocated amongst g, o 4 greater share of those risks ove less than the percentage change in th
controlled group of companies that argich they have relatively more control. exchange rate. The second type of adjus
party to the covered transactions. In some cases it has been necessaryrent has provided a band of exchangg
In their APA proposals taxpayers argmpjoy special adjustments that quantifyate movements for which no adjustment
required to provide a functional analysisyjterences in functions, risks, and marwould be made. For exchange rate move
The functional analysis identifies the COpq(g petween the tested party or transaments outside of the no adjustment band
nomic activities performed, the assets Mjong and comparables. The question dhe operating margin of the tested party i
ployed, the economic costs incurred, angnather and how to adjust for currencyadjusted based upon the extent of the ex
the risks assumed by each of the cofygy exposure has been an area of particohange rate fluctuation. Both of these ap
trolled parties. The importance of thqa; jnterest in APAs. Although there areproaches have generally called for posi
functional analysis derives from the facteyera) types of currency risk (e.g., trangive or negative adjustments depending o
that economic theory posits that there is g.(ional, translation, and economic), econhether a currency appreciates or depre
positive relationship between risk and Xaomic currency risk has been the area aiates against the dollar.

pected return and that different function$, aatest discussion. Economic currency

provide different value and have differen?isk represents the risk that companies RELATED ORGANIZATIONS,
opportunity costs associated with them. It - \r \when their input costs are denomi-1 RADES, OR BUSINESSES WHOSE
is important that the functional analysig,zieq in a currency that is different tharr RICES OR RESULTS ARE TESTED
go beyond simply categorizing the testeg, o of their competitors. For example, if TODETERMINE COMPLIANCE

party as, say, a distributor. It should prog foreign multinational manufactures WITH APA TPMs

vide more specific information since, N o4t in its home country for distribu- (Section 521(b)(2)(D)iii))

the example of distributors, not all distrib+jqp, jnto the United States then the com- The related organizations, trades, of
utors undertake similar functions a”dpany’s competitive position is eroded,sinesses whose prices or resulte ar
. . (strengthened) if the home country’s CUltasted to determine compliance with
Thus, the functional analysis has beepyncy appreciates (depreciates) relative ¥pMs prescribed in existingpAPAs are sef
critical in determining the TPM (includ- \he . s dollar, assuming that the firM'S$orth in Table 9 below:

ing the selection of comparables). Alqompetitors face U.S. dollar based costs.

though functional comparability has been



TABLE 9
RELATED ORGANIZATIONS, TRADES OR BUSINESSES WHOSE PRICES OR

RESULTS ARE TESTED
Type of Organization Number of APAs
That Involve This
Type
U.S. distributor 83
Foreign distributor 35
U.S. manufacturer 46
Foreign manufacturer 45
U.S. provider of services 46
Foreign provider of services 50
U.S. participant in cost sharing arrangement 14
Foreign participant in cost sharing arrangement 14
U.S. licensor of intangible property 14
Foreign licensor of intangible property 12
U.S. licensee of intangible property 23
Foreign licensee of intangible property 33
U.S. dealer in financial products 30
Foreign dealer in financial products 22
U.S. dealer in commodities 2
Foreign dealer in commodities 2
Publisher and web site operator 1

With some TPMs, only the results oftested. For provision of services undebles paid between the related parties i
one party are tested. With the resale pridReg. § 1.482-2(b), typically only thetested. With profit split methods under
method under Reg. § 1.482-3(c), only thprovider of services is tested. With som®&eg. § 1.482—6, and for financial products
distributor’s gross margin is tested. WithTPMs, the prices or results of both partiesases under Prop. Reg. § 1.482-8, th
the cost plus method under Reg. &re tested. For example, with the compaplit of profits between the related parties
1.482-3(d), only the manufacturer’srable uncontrolled price method undeis tested in light of each party’s contribu-
markup on costs is tested. With the conReg. § 1.482-3(b), the price charged béions. With cost sharing under Reg. &
parable profits method under Reg. $ween the related parties is tested. Sim#82-7, the parties’ sharing of costs is
1.482-5, one party’s profitability (nor-larly, with the comparable uncontrolledtested in light of the parties’ reasonably
mally that of the simpler party, with no ortransaction method under Reg. &nticipated benefits.
fewer pertinent intangible assets) i4.482-4(c), the compensation for intangi-

TPMs AND THE CIRCUMSTANCES LEADING TO THE USE OF THOSE TPMs
(Section 521(b)(2)(D)(iv))
The TPMs used in existing APAs are set forth in Tables 10-14 below:

TABLE 10
TPMs USED FOR TRANSFERS OF TANGIBLE AND INTANGIBLE PROPERTY

TPM Number of APAs
That Involve This
TPM

Comparable Uncontrolled Price (CUP) (tangible property only) 7

CUP based on reference to published market data 2

Comparable Uncontrolled Transaction (CUT) (intangible property only) 12

Resale Price (tangible property only) 10

Cost Plus (tangible property only) 10




Comparable Profits Method (CPM): PLI is operating margin 57
Comparable Profits Method (CPM): PLI is gross margin 12
Comparable Profits Method (CPM): PLI is return on assets or capital employed 1
Comparable Profits Method (CPM): PLI is Berry ratio (markup on SG&A) 13
Comparable Profits Method (CPM): PLI is a markup on costs (normally total costs) 1

Commission computed as percentage of sales minus expenses reimbursed by related supplie

=

Operating income point that depends on sales change and on internal management measure,

of profitability 2
Comparable Profit Split 1
Residual Profit Split 14

For globally integrated commaodity trading, profit split by formula based on compensation and

commodity positions 2
Other Profit Split 8
Profit set to sum of a certain return on assets and a certain operating margin; this method combined

with an other profit split 1
Agreed royalty (fixed rate) 7
Agreed royalty (rate varies with operating margin) 2
Agreed royalty (rate varies with ratio of R&D to sales) 1
Taxpayer’s worldwide royalty schedule justified by CPM analysis 1
R&D cost sharing amount plus a percentage of sales 1

TABLE 11
TPMs USED FOR SERVICES

TPM

Number of APAs
That Involve This
TPM

Charge-out of cost with no markup 17
Charge-out of cost with markup 41
Commission as percentage of sales 2
Markup on costs, but R&D expenses limited to certain percentage of sales
Asset-proportionate share of system-wide return on assets, but limited to certain range of
markup on costs 1
Profit is the sum of a markup on costs, a percentage of sales of patented products resulting
from contract R&D performed by tested party, and other factors 1
For real estate management, fee is percentage of rents plus percentage of total value of new|
leases, but not less than a certain markup on costs 1
Dollar cap on management fee 1
Profit split using five-factor formula 1
Profit split, subject to a floor on operating margin 1
TABLE 12
TPMs USED FOR FINANCIAL PRODUCTS
TPM Number of APAs
That Involve
This TPM
Profit split under Notice 94-40/Prop. Reg. 1.482-8 20
Residual profit split 2
Interbranch allocatiore(g, foreign exchange separate enterprise) 18
Market-based commission 2
Taxpayer’s internal allocation system 1




TABLE 13
TPMs USED FOR CONTRIBUTIONS TO COST SHARING ARRANGEMENTS

Cost Allocated By Number of APAs
Using This
Allocation

Sales 7

Sales and production costs 2

Sales and profit 2

Profit 2

Raw material costs 1

TABLE 14
TPMs USED FOR COST SHARING BUY-IN PAYMENTS

TPM Number of APAs
That Involve This
TPM

Capitalized R&D 2

The sum of two payments, one based on capitalized R&D and the other based on a residual

profit split analysis 2

Market capitalization 1

Residual profit split with comparable acquisitions check 1

DISCUSSION vices, providing that services ordinarilytween unrelated parties provide the mos

. should bear an arm’s length charge, anabjective basis for determining an arm’s
In general, the TPMs set out in Tableg, ¢ in certain circumstances an arm'ength price. Reg. § 1.482-1(c)(2). In
10-14 above track the methods specifieflqih charge may be deemed to be teaich cases, reliability is a function of the
in the Regulations. Reg. § 1.482-3(8qst of providing the services. Finallydegree of comparability between the con
provides the following methods to detergpeq g 1.482-7 provides rules for qualitrolled transactions or taxpayers and the
mine income with respect to a transfer ofieq ¢ost-sharing arrangements undesncontrolled comparable transactions o
tangible property: the comparable unconghich the parties agree to share the cogtarties, and the quality of the data and as
trolled price ("CUP") method (Reg. 8yt gevelopment of intangibles in proporsumptions used in the analysis. Reg.
1.482-3(b)); the resale price methogy, (o their shares of reasonably antici1.482-1(c)(2). Factors affecting compa:
(Reg. § 1.482-3(c)); the cost plus methotﬂated benefits from their use of the intanrability include the industry involved, the
(Reg. § 1.482-3(d)); the comparable profgihjes assigned to them under théunctions performed, the risks assumed
its method ("*CPM") (Reg. 8 1.482-5); 3yreement. APAs dealing with such costontractual terms, the relevant market an:
and the profit split method (Reg. S5haring agreements deal with both thearket level, and other considerations
1.482-6). Reg. § 1.482-4 provides thg,aihod of allocating costs among the paReg. § 1.482-1(d)(3). See also the dis
following methods to determine iNCOME&jes and the determination of the amourtussion of comparables below.
with respect to a transfer of intangiblest the «buy-in” payment due in the case of These principles are central to the eval
property: the comparable uncontrolleq, eeyisting intangibles transferred as a reration of an APA case by the APA Team.
transaction (“CUT”) method (Reg. 85yt of entering into the cost sharingTypically, the Team will determine the
1.482-4(c)); CPM; and profit split. In ad-54reement. relevant facts of the case; once the fact
dition, with respect to both tangibles and “ynqer the Regulations, there is no stricare determined, the Team will focus on
intangibles, methods not specified igrarchy of methods, nor is one methodetermining the appropriate TPM by
these sections may be used if they providg, .|sively applicable to a given type ofdentifying comparable uncontrolled data,
a more reliable result; such methods arg,nsaction, while a different methoddetermining the degree of comparability
referred to as “unspecified methods.” 1R,614 pe exclusively applicable to a dif-of such data, making such adjustment
addition to these methods, the Regulggrent type of transaction. Instead, théeither to the taxpayer’s or tested party’s
tions provide for pricing methods applicageqylations prescribe a more flexibledata or to the comparables) as are nece
ble to transactions other than the transfef, g5t method” approach. The bessary to make the data more comparabl
of tangible or intangible property. Reg. §nethod is the method that provides thénd thus more reliable), and determining
1.482-2(a) provides rules concerning thg, g refiable measure of an arm’s lengttvhich TPM would be most reliable, and
proper treatment of loans or advances besgt. Reg. § 1.482-1(c)(1). Usuallythus the best method, in light of the avail-

tween controlled taxpayers. Reg. §ata hased on results of transactions bable data.
1.482-2(b) deals with provision of ser-



This in essence is the function pergeneral guidance could be issued. payer’s pre-royalty results would be in the
formed by the APA Team. The Team Review of Table 10 reveals that theoutine arm’s-length range. Therefore,
must evaluate each case through an appijreat majority of APA TPMs applicable tothe royalty rate adopted in these APAS in-
cation of the principles of the Regulathe transfer of tangible or intangible propereases as the licensee’s profitability in-
tions. APA cases often tend to be morerty are specified methods under the Regreases.
difficult than a typical transfer pricing ulations. The CUP method has been usedBased on the facts and circumstance
case; if the case were easy to resolveshen it has been possible under the facts the cases evaluated by the APA Pro.
there would be less need to resort to thef the cases submitted to identify uncongram, ten APAs to date have utilized a
APA process. Given this fact, and the natrolled transactions with the required destrict transactional resale price method
ture of transfer pricing law and analysisgree of comparability between productsSimilar considerations concerning com-
the APA Team must focus on the particueontractual terms, and economic condiparability and data availability apply to
lar facts of the case and must have a cleéigns. See Reg. 8§ 1.482-3(b)(2)(ii). Irthis method.
detailed understanding of the taxpayer'many cases data concerning external A transactional cost plus method has
business. The Team then evaluates tl@JPs was difficult to obtain; unrelatedbeen applied in ten cases as well. Thi
taxpayer’s functions and risks, the industaxpayers dealing in the comparable prodnethod has proved easier to apply thai
try involved, market conditions, contrac-uct would ordinarily also deal in otherthe other transactional methods becaus
tual terms, availability of data, and all thatems as well, and it is sometimes difficulthe taxpayer’s costs are identifiable and i
other factors that are relevant under thes separate the pricing of the relevanis likely to be easier to identify function-
Regulations. Analysis of the interplay otransactions from the other results, basely comparable transactions for purpose:
the facts and transfer pricing principleon publicly reported available data. Thuspf determining an appropriate arm’s
present in the case, coupled with carefuh the APA Program’s experience, theréength markup than it is to identify closely
consideration of the taxpayer’s views, alhas been a tendency to utilize internaimilar products in the case of a CUP. Se
lows the Team to reach a reasoned, caseUPs. In addition, in two cases, wher®eg. § 1.482-3(d)(3)(ii). In other words,
specific application of the arm’s lengththe covered product involved a commodfor example, a manufacturer might per-
principle under Section 482. ity, publicly available market data pro-form similar functions and assume similar

Such analysis of real-life cases hasided a comparable price that could be reisks even though the product manufac-
proven a valuable way for the Service tderred to for purposes of establishing #&ured is not identical or nearly identical to
learn more about taxpayers’ businesse§UP. the taxpayer’s product.
and their concerns and difficulties in at- For similar reasons, APAs applying the The CPM is frequently applied in
tempting voluntarily to comply with their CUT method have tended to rely on interAPAs. This is because reliable public
tax obligations. This can enable the Senral transactions between the taxpayer amthta on comparable business activities o
vice to provide better and more timelyunrelated parties;e., it has often been independent companies can be more reac
guidance. At the same time, in the indifficult to identify an external CUT. For ily available than potential CUP data, and
terim, taxpayers can achieve certaintgxample, in a case dealing with a royaltgomparability of resources employed,
concerning their prospective filing obliga-for a nonroutine intangible such as dunctions, risks, and other relevant con-
tions through participation in the APAtrademark, it can be difficult to identify ansiderations is more likely to exist than
process. A good example of such synergynrelated party royalty arrangement thatomparability of product. The CPM also
between the APA Program and issuands sufficiently comparable, due to thetends to be less sensitive than other mett
of general guidance is provided by theinique nature of the nonroutine intangieds to differences in accounting practices
proposed “global dealing” regulations (63les. To avoid these difficulties, soméetween the tested party and comparabl
Fed. Reg. 11177 [REG-208299-90tases have utilized a “step royalty’companiesg.g.classification of expenses
(March 6, 1998)). The Service’s early exarrangement to determine the propeas cost of goods sold or operating ex:
perience with “global dealing” APAs wastransfer price for use of a unique intangipenses. Reg. 88 1.482-3(c)(3)(iii)(B),
described in Notice 94-40, 1994-1 C.Bble. For example, taxpayers have argued482-3(d)(3)(iii)(B). In addition, the de-
351. This Notice described the methodthat an intangible was very valuable andree of functional comparability required
ologies that had been used for a particuldinerefore a high royalty rate was approprito obtain a reliable result under the CPM
type of global dealing cases. In thesate. Because there were no exact @ generally less than required under the
cases, a global financial institution or afclosely similar comparables, it was diffi-resale price or cost plus methods, becaus
filiated group of companies would contin-cult to demonstrate objectively whethedifferences in functions performed often
uously trade securities and other financidghe taxpayer was correct. A sliding scaleare reflected in operating expenses, an
products on a twenty-four hour basispr step royalty, in conjunction with athus taxpayers performing different func-
with responsibility for the “book” of posi- CPM analysis, has been used to resolt®ns may have very different gross profit
tions passing from location to location insuch cases. The premise of such APAwargins but earn similar levels of operat-
accordance with the passing of normakas that, if the intangible truly had greatng profit. Reg. § 1.482-5(c)(2).
business hours in a given location. Existvalue, the taxpayer would earn higher As can be seen from Table 10, a variet)
ing rules created uncertainty regarding thiénan normal return from its activities uti-of profit level indicators (“PLIS”) has
appropriate treatment of such fact patizing the intangible. Conversely, as théeen used in connection with application
terns. APAs bridged the gap until moresalue of the intangible decreased, the taxof the CPM. The rationale for choosing



which PLI to use in a given case turns omarked up, such as product-specific taxdhese APAs have tended to use a multi-fac
all the factors contained in the Regulareimbursed by the purchaser. In generaipr formula to represent the contribution of
tions, including availability and reliability gross margin has not been favored asvarious functions to world-wide profits.
of information, and the nature of the acPLI because the categorization of exResidual profit splits, as provided in Prop.
tivities of the tested party. For examplepenses as operating expenses or cost Rég. § 1.482-8(e)(6), have been applied i
return on assets or return on capital engoods sold may be subject to manipulawo cases where routine functions, such a
ployed (“ROCE") may be most reliable intion, resulting in understatement of taxback office functions, were readily valued.
cases where the level of operating assedble income even where gross marginbhe residual profits were allocated on the
has a high correlation to profitability, thatare within an arm’s length range. basis of a case-specific multi-factor for-
is, where the operating assets play a The relative utility of each PLI is themula similar to that discussed in Notice
greater role in generating profits — for exsubject of much discussion and analysi84—40. In two cases, where all the intan
ample, a manufacturer’s operating asseis each case and depends heavily on tlggbles were held in one jurisdiction and
such as property, plant, and equipmeriacts and circumstances of the particulahe other jurisdictions provided routine
could have more impact on profitabilitycase. The APA Team’s analysis will oftermarketing functions, a market-basec
than a distributor’s operating assets, sinamnsider several different PLIs; if the retransactional commission was used as tr
often the primary value added by a dissults tend to converge, that may providenost reliable measure of an arm’s lengtt
tributor is based on services it providesadditional assurance that the result is relreturn for those routine services. In one
which are often less dependent on level @ble. If there is a broad divergence bezase the APA Team determined that th
operating assets. Reg. § 1.482-5(b)(4)(jween the different PLIs, the Team mayaxpayer’s internal profit allocation
The reliability of ROCE has also been dederive insight into important functional ormethod provided an arm’s length result
pendent on the structure of the taxpayer&tructural differences between the testels this case, reliability was enhanced be
assets and their similarity to those of thparty and the comparables. For exampleause this internal method was used in de
comparables, since different asset catsuch divergence may lead to a discoverermining arm’s length payments such a:
gories can have different rates of return. that the taxpayer’s indicated asset valueompensation and bonuses. Prop. Re
Other PLIs applied by APAs in con-are not reliable or comparable, such as ih482-8(e)(5)(iii).
junction with the CPM are various finan-the case of a largely depreciated but still A separate group of financial products
cial ratios. These include operating marvaluable asset base. cases involves U.S. or foreign branche
gin (“*OM"), Berry ratio, markup on costs, Profit split methods are used most oftenf a single taxpayer corporation that op-
and gross margin. OM is defined as therhen both sides of the controlled transaerate autonomously with respect to the
ratio of operating profit to sales. Thetions own valuable nonroutine intangi-covered transactions, for example the
Berry ratid is defined as the ratio of grossbles. If all such intangibles were ownegurchase and sale to customers of a f
profit to operating expenses. A Berryby only one side, the other side wouldancial product such as foreign currency
ratio has in some cases been used whasually be the simpler party and therefordRursuant to the business profits articles c
services provided (for example, a lowits functional contribution would be morethe relevant income tax treaties, severe
risk distributor providing marketing andeasily valued. Where both sides posse#d?As determined the appropriate amoun
distribution services) are the main sourcaonroutine intangibles for which there ar®f profits attributable to each branch
of value added by the tested party, and theo good comparables, however, a proffrom such activity by reference to the
expenses incurred for providing those sesplit method can be the most reliablédranches’ internal accounting methods
vices are classified as operating expensesethod of establishing an arm’s lengtiThe branch results took into account al
rather than costs of goods sold. In sugbrice. APAs have used both comparablgades, including interbranch and/or inter-
cases a Berry ratio is essentially a markuprofit splits and residual profit splits, asdesk trades. In order for this method tc
on operating expenses. OM has beatescribed in the Regulations. In additionprovide a reliable result, however, it was
used when functions of the tested parthPAs have used as an unspecified methatecessary to ensure that all such cor
are not as closely matched with the avaibther types of profit splits; for example,trolled trades be priced on the same mal
able comparables. Markup on costs (noen allocation of profits based on &et basis as uncontrolled trades. To te:
mally total costs) has been used when theeighted allocation formula with operat-whether this was so, the branch’s con
taxpayer’s sales are a controlled transamg assets and certain operating expensegsglled trades were matched with that
tion, because it relies on an uncontrolleds factors, allocations based on the rel&ranch’s comparable uncontrolled trade:
cost figure rather than on the controlledive value of contributions of the partiesmade at times close to the controllec
sales figure. This method has also beer allocations based on compensation arichdes. A statistical test would then be
used where it is common industry practicactivities similar to the Notice 94—40performed to detect pricing bias, by
to set prices by reference to costs, for eX1994—1 C.B. 351), profit split utilized in which the controlled trades might as &
ample, for contract manufacturers. Occasome financial products cases. whole be priced higher or lower than the
sionally, certain costs have not been Profit splits have also been used in ancontrolled trades. See the discussio
number of financial products APAs wheraunder “Nature of Ranges and Adjustmen
. the primary income-producing functionsMechanisms” below.
Named after Professor Charles Berry, who used . R . . .
the Berry ratio when serving as an expert witness f'€ performed in more than one jurisdic- In APA cases involving a cost sharing

E.I. DuPont de Nemours & Co. v. United Stag@8  tion. As described in Notice 94-48ypra arrangement (“CSA”) under Reg. §
F.2d 445 (Ct.Cl. 1979).




1.482-7, the APA Teams have worked3, § 5.07. Failure to meet a critical as31, 1999, include approximately 160 dif-
with the taxpayers to ensure that theumption may render an APA inappropriferent critical assumptions in addition to
arrangement in question meet the requir@te or unworkable. the model APA critical assumption noted
ments of Reg. § 1.482—7(b). In particular, A critical assumption may changeabove. Many of these critical assump-
the Team must determine that the methg@nd/or fail to materialize) due to uncon+tions appear in more than one APA. Most
of determining each participant’s share dfrollable changes in economic circum-of the critical assumptions reflect specific
costs is consistent with the reasonably astances, such as a fundamental and driarms and factors of each taxpayer in at
ticipated benefits that participant is likelymatic change in the economic conditionglaboration of the general model APA
to realize from exploitation of the intangi-of a particular industry. This type of criti- critical assumption. The critical assump-
ble that is the subject matter of the CSAcal assumption may be defined in terms dfons can be subdivided into the following
In cases where the CSA involves transfea significant variance from budgeted salesategories:

of existing technology, the Team mustolume. In addition, a critical assump- (i) operational,

also determine the appropriate “buy-in'tion may change (and/or fail to material- (i) legal,

under Reg. § 1.482-7(g)(2). Table 1%e) due to a taxpayer’s actions that are  (iii) tax,

shows the methods of allocating cosinitiated for good faith business reasons, (iv) financial,

sharing payments adopted in existinguch as a change in business strategy, (v) accounting, or

APAs, and Table 14 shows the methods @hode of conducting operations, or the  (vi) economic.

determining the buy-in. These methodsessation or transfer of a business se@hese various categories of critical as-

have been adopted on a case by casent or entity covered by the APA. sumptions are discussed below.
basis, depending on the taxpayer’s facts - ) ) - )
and circumstances. Effects of Critical Assumptions Operational Critical Assumptions

APAs that have dealt with provision of ¢ 5 critical assumption has not been Over 100 of the critical assumptions
services have applied Reg. Set, the APA may be revised by agreefall into the operational category. It is not
1.482-2(b)(3) to determine an arm’syent of the parties. If such agreemergurprising that this is the largest categon
length charge for such services; in gersannot be achieved, the APA may be carf critical assumptions. APAs by their na-
eral, services have been charged out gljeq |f a critical assumption has noture are factually intensive and reflect the
cost when they were not an integral pafigen met, it requires taxpayer's notice tepecific operations of each taxpayer anc
of the business activity of either the party,y giscussion with the Service, and posts related parties. In agreeing to a TPM
rendering the services or the recipient afjie competent Authority activity. Rev.in an APA, the APA Team is basing its po-
the services. In cases where the servicgs,c 9653, § 11.07. Failure of a criticasition on the facts presented and thus im
were integral, or where it was otherwisg s mption may also provide an autoplicitly upon the assumption that those
determined that parties dealing at arm'§,avic adjustment in the TPM results.  operational facts will remain the same. In
length would not have charged out the (yitical assumption provisions are cruaddition to the general critical assumption
cost of services, the tendency has been @, 15 the APA because a TPM isto that effect, many APAs include specific
use a cost-plus method to determine §yemised on certain assumptions thatritical assumptions relating to important
arm’s length fee. In six cases, other metty,q\y g 4 particular taxpayer, its industryfactual underpinnings of the decision to
ods of determining an arm's length fegq the dynamics of the economy. Critiadopt the TPM.
have been determined to be the begL| 5ssumptions provide flexibility in an  Over twenty of these operational criti-
method, as seen in Table 11. APA by recognizing the reality of changecal assumptions involve costs or ex-

CRITICAL ASSUMPTIONS in business cycl_es and economig circunpenses, such as how the taxpaygr define
(Section 521(b)(2)(D)(v)) stances and their effects on varying arm'somputes, allocates a}nd apportions ppst
length returns. Whether critical assumpand expenses. Also included are critica

APAs include critical assumptionstions change (and/or fail to materialize) imssumptions concerning limits on the

upon which their respective TPMs desubject to the examination process. amount and manner by which expense
pend. Critical assumptions are objective . _ and costs can vary. An example of this
business and economic criteria that fornPe€neral Critical Assumption type of critical assumption is that a U.S.
the _b.asis of a tax.pay.er's proposed TPM. | cluded in the model APA is the fol- Subsidiary’s deductions for restructqring
A critical assumption is any fact (Whetherlowing critical assumption: fees shall not exceed a stated maximun

or not within the control of the taxpayer) The pusiness activities, functions perdollar amount.

related to the taxpayer, a third party, an i%rmed, risks assumed, assets employed,SiX operational critical assumptions in-
dustry, or business and economic condinq financial [and tax] accounting method¥olve sales. These concern limits on sale
tions, the continued existence of which is 4 categories [and estimates] of TaxpaygFixeS' maximum sales amounts, projec:
material to the taxpayer’s proposed TPMgpail remain materially the same as gdions of sales and permissible sales trend
Critical assumptions might include, forgqriped in Taxpayer’s request for this APA and variations. An example of this type

example, a particular mode of conducting of critical assumption is that the com-
business operations, a particular corporafi@xpayer-Specific Critical Assumptions bined sales of covered products for eacl
or business structure or a range of ex- APA year must be within 20% of the pre-

pected business volume. Rev. Proc. 96- | "€ APAs concluded as of Decembey;q s year.



Three operational critical assumptiorremain in effecti(e. that such condition operating margins be outside C% to D%
involve new products. They either in-will continue to be satisfied). for the parent and the subsidiary, unles
clude or exclude new products from cov- Other critical assumptions of this na-due to valid business reasons or attribut
erage of the APA. They also control howure involve liquidations, dissolutions,able to economic conditions beyond the
a new product will be treated. An exameustoms law changes, major regulatorpgarent’s control.
ple of this type of critical assumption ischanges, new import or export barriers ) . ,
that certain new products will not be covand maintenance of a distributor agreéb_\ccountlng Critical Assumptions
ered. ment in a specific form. An example of gayen critical assumptions involve

Five operational critical assumptionghis type of critical assumption is that CUSaccounting methods or practices. Thes
involve permissible variations in itemstoms duties on imported covered products, .| de assumptions regarding the usi
other than sales or expenses. These ishall not increase or decrease by somg generally accepted accounting princi-
clude how new or disposed of affiliatesstated parameter. ples, favorable certified opinions, mark
are treated, to what extent inventories can Others involve which controlled entity;; market accounting, consistency of ac
fluctuate, or to what extent covered purhas title to inventory and productioncouming computations for all related
chases can be imported finished productsquipment, or which controlled entity isparties, methods of accounting for for-
An example of this type of critical as-required to maintain guarantees, Walaign currency gains and losses, and ur
sumption is that the share of coveredanties, or product liability. An examplechanged methods for both financial anc
products that are imported finished goodsf this type of critical assumption is that g, accounting. An example of this type
can vary by X% from the historical baseparent corporation must maintain existing¢ «ritical assumption is that manufac-
line share percentage of imported finisheduarantees for all liabilities of its SUb'turing costs must be computed in the
goods. sidiary, including its debt and product lia-s3 e manner by U.S. and foreign mem

The largest number (over 60) of operability guarantees. bers of an affiliated group.
tional critical assumptions involve limits - )
on change. These critical assumption&X Critical Assumptions Economic Critical Assumptions
state in a specific way that the following  geyen critical assumptions involve tax
items remain substantially the same: CUgsges. These issues include estimated t
tomers, phroglucts, risks, _fu_nchor:_s,_ busifapility, period of limitation on assess-
ggiiemg'; é)atsésa}[fseths_, pricing poleies, af’hent,. tax effect of specified expensesyies and changes in interest rates. The

phic events, businesyrcing of income, Subpart F income Iso includ tions that th i

structure, presence and effect of a co3krmanent establishment, foreign tag o nelas assUmprons tha: mere i
sharing agreement, functional CUITENCY,radit limitati : o )ﬁQt’ be significant changes in ma}rke.t.con-
: redit limitation, increasing CO‘{[‘?ragetrt]Odltlons, technology, product liability,
intangible assets, intangible asset OWNeLpility to change c;rilggcﬁi%rgct);i Iggsétior?’mdum design, process de§|gn, and ma
ship, parties to the agreement, licenseg;; - - ket share. An example of this type of crit-
i > ability to file for a refund, and a conditionco| assumption is that there shall not be

Eight critical assumptions involve eco-
fimic and financial conditions. These
include assumptions regarding interes

percentages. An example of this type Ghat the period of limitation on assesss: roduct
critical assumption is that the location of &,ants shall be kept open for all APA yearg :
particular key executive may not change. | such period expires for the last APA SOURCES OF COMPARABLES,

_ Other operational critical assumptiong,ear ynder U.S. tax law. COMPARABLE SELECTION
involve annual review of functions, dates CRITERIA. AND NATURE OF
of transfer of property, and maintenancé&inancial Critical Assumptions ADJU’STMENTS TO

of records. An example of this type of COMPARABLES AND TESTED

critical assumption is that the gross profit Eighteen types of critical assumption PARTIES

from certain transactions will be recorde@'® financial in nature. These involve ; i
in a regularly compiled database. limitations on system loss, intangible (Secnonzgg:I(.\(/ﬁ;;Z)(D)(V), (vi)

profit projections, buy-in payments, lack
At the core of most APAs are compara-

Legal Critical Assumptions of currency risk, and valid business rea-
B S son for debt. Also included in this cateP!€S- The APA program works closely
Fourteen critical assumptions mvoIvegory are a number of requirements foWith taxpayers to find the best and mos
legal issues. They include whether fhaintaining various financial ratios sucHeliable comparables for each coverec
competent authority agreement is condisg profit splits, Berry ratios, Operatingtransaction. In some cases, CUPs @
tioned, canceled or has an effect on ro'brofit margins, and gross profit margins,CUTs can be identified, with the attendant
back years (prior years not covered by thgiinin prescribed ranges or within limits Product- or intangible-specific analysis of
APA). An example is that the competenp example of this type of critical as-comparability and reliability. In other
authorities’ mutual agreement, which issumption is that the TPM may not yield £25€S, comparable business activities ¢
conditioned on the system profit remain—gross margin outside A% to B% for a conindependent companies are utilized in ap
ing above a specified minimum level, willy, 5o subsidiary, nor may the combined!Ying the CPM or residual profit split



methods. In the APA Program’s experitested party have been eliminate&earching for Comparables
ence, CUPs and CUTs have been mo#trough the use of quantitative and qual- )
often derived from internal transactions oftative analysesj.e., quantitative COmparables used in APAs can be U.S
the taxpayer. But other cases have utscreens and business description®' foreign companies. This depends, o
lized third party CUPs or CUTs from ex-Then, based on a review of available de0urse, on the relevant market, the typ
ternal transactions. scriptive and financial data, a set off {ransaction being evaluated and the re
For profit-based methods where comeomparable companies or transactioni!ts Of the functional and risk analyses.
parable business activities or functionbas been finalized. The comparability? 9€neral, comparables have been lo
of independent companies are soughof the finalized set has then been erfated by searching a variety of database
the APA Program typically has applied chanced through the application of adWhich provide data on U.S. publicly-
three-part process. First, a pool of poustments. These steps of identifyingf@d€d companies and on a combinatior
tential comparables has been identifiedotential comparables, selecting compdf Public and private non-U.S. compa-
through broad searches. From this poolables from the pool, and adjusting th&i€S: Table 15 summarizes some of the
companies having transactions that areomparables, are discussed in turfommon databases that have been use

clearly not comparable to those of théelow. for existing APAs.
TABLE 15
COMPARABLES DATABASES USED IN APAANALYSES
VENDOR DATABASE* COVERAGE
Bureau van Dijk Amadeus European companies
Jade Japanese companies
Fame U.K. companies
Disclosure SEC U.S. public companies
(primarily)
CanCorp Canadian companies
Worldscope Global companies
Moody'’s Domestic U.S. public companies
International Non-U.S. companies
Standard & Poor’s Compustat (Research Insight U.S. & Canadian public
North America) companies (primarily)
Global Vantage (Research Non-U.S. companies
Insight Global)

* Many vendors now package their data with more than one type of access software. This table shows the major databasgardithoh rfront-end” software
used to access them. In addition, it does not show other vendors who package existing databases together in products.

Although comparables were most ofteffiers. Then, the pool has been refinetitative screens to select comparables
identified from the databases cited aboveising a variety of selection criteria spewithout also analyzing descriptive infor-
in some cases comparables were fourddfic to the transaction or entity beingmation about the companies, has not ger
from other sources. Chief among thisested and the transfer pricing methodrally been acceptable APA practice.
group are comparables derived internallpeing used. Rather, companies have been accepted
from taxpayer transactions with third par- The databases listed above in Table Ifgjected as comparables based on a con
ties. In just over 10 percent of all APAsallow for searches by industrial classificabination of screens, business descriptions
there were transactions that were evaldion (generally, U.S. Standard Industriabnd other information found in a com-
ated with reference to internal comparabl€lassification (“SIC”)), by keywords, or pany’s Annual Report to shareholders anc
uncontrolled transactions. Also used in ay both. These searches can yield a nurfiings with the U.S. Securities and Ex-
few cases was information available fronber of companies whose business activéhange Commission (“SECB).
trade publications in specific industriesties may or may not be even remotely In virtually all cases, business activities
and comparables derived from taxpayestomparable to those of the entity beingre required to meet certain basic compa
information on competitors. tested. Therefore, so called “compararability criteria to be considered compara-
bles” based solely on SIC or keywordles. Functions, risks, economic condi-
searches are almost never used in APAs.

Initial pools of potential comparables Rather, pools of initially identified
have been generally derived from th&CMpanies are examined closely. This € while the framework is the same for searches for

; ; mination consists of a combination oU-S. and non-U.S. comparables, there is generall
df'itat_)ases S_hown in Table 15 using a quﬁhantitative screens and qualitative eval/€SS descriptive information publicly available for
bination of industry and keyword identi-4 q non-U.S. companies. Therefore, selection criteria

ations. The application of multiple quan-can be more general for non-U.S. searches.

Selecting Comparables




tions, and the property (product or intaneerns that companies in financial distresdetermine whether a company undertake
gible) and services associated with theften have experienced unusual circuma significant marketing and distribution
transaction must be comparable. Detestances that would render them not confunction. This has been used in circum
mining comparability can be difficult — parable to the entity being tested. Thessgances when complete descriptive infor
the goal has been to use comparability crériteria include: operating losses in anation about a company’s functions wa:s
teria restrictive enough to eliminate comgiven number of years, an unfavorabl@ot available.

panies that are not comparable, but yetuditor’s opinion, or bankruptcy.

not so restrictive as to have no compara- As the transfer pricing regulations stat
bles remaining. The APA Program norin Reg. § 1.482-1(d)(3)((v), the importance atter the comparables have been se
mally has begun with relatively strictof product comparability depends on th?ected, the regulations require that “[ilf
comparability criteria and then has retransfer pricing method being used. Ifnare are material differences between th
laxed them slightly if necessary to derivaising methods that rely on the identificazyntrolled and uncontrolled transactions
a pool of comparables. tion of comparable independent Compa”ieﬁdjustments must be made if the effect o

The APA Program has applied a combithe APA Program has generally required - gifferences on prices or profits car
nation of criteria to determine comparatess product comparability than when usingq 4scertained with sufficient accuracy tc
bility of economic conditions. Specifi- methods that rely on comparable uNcoNmprove the reliability of the results.”
cally, it frequently has combined “samerolled prices and licensing transactionsReg. § 1.482-1(d)(2). In almost all case
industry” criterion with criteria focusing Nonetheless, product comparability, as d‘?ﬁvolving income-statement-based profit
on the level of market served, the matuermined from publicly available corporate gy e| indicators (“PLIS"), certain “asset
rity of the company (minimum or maxi- information, has been used as a Selec“%‘tensity" or “balance sheet” adjustments
mum number of years of operation)riterion when possible. for factors that have generally agreed:
and/or the geographic market served An additional important class of selec-upon effects on profits have been carrie
(minimum or maximum percentage oftion criteria is that which relates to the deg 1 |n addition, in specific cases, addi-
sales in a geographic area and/or percenmelopment and ownership of intangiblg;y4 adjustments have been performe
age of government sales.) property. In many cases in which the eny, improve reliability.

In addition, the APA Program has gentity being tested is a manufacturer, several Tha most common asset intensity ad
erally required the potential comparablesriteria have been used to ensure, for ®Xistments used in APAs include adjust:
to have complete financial data availablample, that if the controlled entity doe$y,ants for differences in accounts receiv
for a specified period of time. Sometimesiot own significant manufacturing intan-aue, inventories, and accounts payable
this has been three years, but it can lgbles or conduct research and developp practice, when data has been available
more or less, depending on the circumment (“R&D”), neither will the compara- ,,st APAs have included these adjust
stances of the controlled transactiorbles. These selection criteria hav‘?nents, regardless of whether or not thei
Using a shorter period might result in thencluded determining the importance otgact is material. Further, while there is
inclusion of companies in different stagepatents in a company or screening fog single standard adjustment mecha
of economic development or use of atypiR&D expenditures as a percentage 0r§ism, the different methodologies usec
cal years of a company subject to cyclicadales or costs. Another criterion used if5ye tended to achieve similar results.
fluctuations in business conditions. some cases has been a comparison of therpo apa Program has required that

Beyond these criteria and screenbook and market values of a companygata must be compared on a first-in first
which are most often applied, many covthis can be another indicator of intangible, (“FIFO") accounting basis. Although
ered transactions have been tested witlalue. Again, quantitative screens relateg, - ncial statements may be prepared on
comparables that have been chosen usitw identifying comparables with signifi- |5st.in first-out (“LIFO") basis, cross-
additional criteria and/or screens. Theseant intangible property generally havecompany comparisons are less meanin
include sales level criteria and tests for fibeen used in conjunction with an undefs,| \when one or more companies USE
nancial distress and product comparabiktanding of the comparable derived from |rq inventory accounting methods.
ity. publicly available business information. This adjustment directly affects costs of

These common selection criteria and Selection criteria relating to asset COMg00ds sold and inventories, and therefor
screens have been used to increase tharability and operating expense compasseacts both profitability measures and in-
overall comparability of a group of com-rability have also been used at times. entory adjustments.
panies and as a basis for further researdftreen of property, plant, and equipment o aApA Program has required adjust
The sales level screen, for example, h$PP&E”) as a percentage of sales or assents for receivables, inventory, anc
been used to remove companies that, dsets, combined with a reading of a COMsayables based on the principle that hold
to their size, might face fundamentallypany’s SEC filings, has been used to helmg assets such as receivables and inve
different economic conditions from thoseensure that distributors (generally Iowe{Ory is a cost to the entity holding them
of the entity or transaction being tested. PP&E) were not compared with manufacz 4 4 penefit to customers and/or suppli

In addition, many APA analyses haveurers (generally higher PP&E), regardg, ¢ (those on either side of a transactio
incorporated some form of selection criteless of their SIC classification. Similarly,  ith the entity holding the assets). Suct
ria related to removing companies experia test involving the ratio of operating ex-

e o . adjustments are based on the assumptic
encing “financial distress” due to con-penses to sales or total costs has helpediifi; the cost of holding these assets i
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equal to their carrying cost. Converselythan a rate (i) should be used in the adjudierences in other balance sheet items, of
the holding of accounts payable is considnents for receivables and payables. erating expenses, R&D, or currency
ered to be a benefit to the entity holding Less frequently seen but still poten+isk.1! In rare or singular cases, there alsc
them, in that they are a source of fundgially important in some cases is the adhave been adjustments for start-up costs
This benefit has generally been assumgdstment for differences in relative levelscost of capital variations, non-routine in-
to be equal to the cost of funds. of PP&E between a tested entity and th&ngibles, sales shocks, manufacturing
To compare the profits of two entitiescomparables. Ideally, comparables anfiinctions, and product liability. These ad-
with different relative levels of receiv- the entity being tested will have fairlyjustments have been evaluated on a cas
ables, inventory, or payables, the APAimilar relative levels of PP&E, sinceby case basis and made only when doin
Program has estimated the carrying cosisajor differences can be a sign of fundaso improved the reliability of the results.
of each item and adjusted profits accordnentally different functions and risks. InFinally, accounting adjustments, such as re
ingly. Although somewhat different for- other cases, however, differences in relalassifying items from cost of goods sold to
mulas have been used in specific APAive levels of PP&E can indicate more obperating expenses, for example, have als
cases, Appendix B presents one set of foa-buy-or-lease difference, variations in thbeen made when warranted to increase rel
mulas used in many APAs.Underlying age of assets, or capital-labor choiceability. Often, data has not been available
these formulas are the notions that (1) batather than any functional difference befor both the controlled and uncontrolled
ance sheet items should be expressed tagen the companies. In these cases, adansactions in sufficient detail to allow for
mid-year averages, (2) formulas shoulgustments similar to those for receivableghese types of adjustments.
try to avoid using data items that arénventories, and payables have been
being tested by the transfer pricingnade. The PP&E adjustment has, how- NATURE OF RANGES AND
method (for example, if sales are conever, been made using a longer term inter- AD‘J,USTMENT MECHANISMS,
trolled, then the denominator of the balest rate than the short term rates used for(S€ctions 521(b)(2)(D)(viii) and (ix))
ance sheet ratio should not be sales) (3)iae other balance sheet adjustments. The types of ranges used in existing
short term interest rate should be used, Additional adjustments, used much\PAS are setforth in Table 16 below:
and (4) an interest factor (i/(1+f)rather more infrequently, include those for dif-

TABLE 16
TYPES OF RANGES

Type of Range Number of APAs

That Involve

This Type
Full range 5
Interquartile range 41
Interquartile range recomputed after Tukey filter 5
Agreed range 11
Floor (result must be no less than x) 20
Ceiling (result must be no more than x) 4
Specific result 144
Financial products - statistical confidence interval to test for internal CUP 16

DISCUSSION able results,” called the “arm’s |engthRegu|ation51,3 then under Reg. §

range.” A taxpayer whose results falh 482—-1(e)(2)(iii)(A) the arm’s lenagth
Reg. § 1.482-1(e)(1) of the transfe(yinin the arm's length range will not berange in(cIL)JEje):E, t%(e )results of all ofgthe
pricing regulations states that sometimeg pject to adjustment. comparables (from the least to the great
a pricing method will yield "a single re- nqer Reg. § 1.482-1(e)(2)(i), such @st). However, the APA Program has only
sult that is the most reliable measure of §nge is normally derived by consideringarely identified cases meeting the re-
arm's length result.” Sometimes, NOWs, set of more than one comparable uncogirements for the full range. If the com-
ever, a method may yield “a range of relltl’O”ed transactiod? of similar compara- parables are of lesser quality, then unde
bility and reliability. If these comparables

are of very high quality, as defined in the'® For such comparables, ‘it is likely that all mater-
9 The formulas in Appendix B do not represent the ial differences have been identified” between the
formal IRS position on adjustments. Rather, they are uncontrolled comparables and the controlled trans:
examples of adjustment mechanisms that have be action. Further, each identified difference has “a
used by the APA Program. 12 The term “transaction” here can include manydefinite and reasonably ascertainable effect on pric
10 This factor may have the holding period incorpotransactions by one company, considered on zor profit, and an adjustment is made to eliminate the
rated into it. aggregate basis. See Reg. § 1.482-1(f)(2)(iv) (proeffect of each such difference.” Reg. § 1.482-
11 See above for a discussion of currency risk.  uct lines). 1(e)(2)(iii)(A).




Reg. § 1.482-1(e)(2)(iii)(B) “the reliabil- bles may yield a range of possible arm’s Some APAs involving financial prod-
ity of the analysis must be increasedgngth royalty rates. However, as a mattarcts have employed a “statistical confi-
where it is possible to do so, by adjustingf business practice, companies typicallgence interval” to compare pricing of a
the range through application of a validix precise royalty rates in advancelarge set of controlled transactions with &
statistical method to the results of all offherefore, APAs often require a specificomparable set of uncontrolled transac
the uncontrolled comparables.” One suctoyalty rate. tions. An example is a financial institu-
method, the “interquartile range,” is “or- APAs also have tended to adopt a poirtton with fairly autonomous branches in
dinarily . . . acceptable,” although a dif-rather than a range when applying profiseveral countries. Pursuant to the bus
ferent statistical method “may be appliedplit methods. In a comparable profiness profits article of the applicable in-
if it provides a more reliable measure.’split under Reg. §1.482-6(c)(2), totatome tax treaties and Prop. Reg. ¢
The “interquartile range” is defined asprofit is split in the same ratio as the profitt.482—-8(b), APAs have been executed a
roughly, the range from the 25th to thef comparable uncontrolled parties idowing the taxpayer to allocate profits be-
75th percentile of the comparables’ resplit. Typically this method produces aween branches with reference to the
sults. (A precise definition is given inspecific ratio of profit split, although if branches’ internal accounting methods
Reg. § 1.482-1(e)(2)(iii))(C).) In the casemore than one set of comparable partigaking into account all trades, including
of bilateral APAs, other methods for setwere used it would be possible to derive mterbranch and/or interdesk trades. |Ir
ting a range have been agreed upon agange. In a residual profit split under Regorder for this method to provide a reliable
result of compromise negotiations be§ 1.482-6(c)(3), each party is first asresult, however, it is necessary to ensur
tween the Competent Authorities. signed a routine return, and any residuahat all such controlled trades be priced ol

A variant on the interquartile range in-profit or loss is split according to eachthe same market basis as uncontrolle
volves a “Tukey filter,” as follows. First, party’s relative contribution to pertinenttrades. To test whether this is so, @
the set of comparables is used to deriveiatangible property. As normally imple-branch’s controlled trades are matche
standard interquartile range. Then the difmented, this method has yielded a spevith that branch’s comparable uncon-
ference D between the top and bottom dfific result for both routine returns and therolled trades made at times close to th
the interquartile range is computed. Nexsplit of the residual profit, although incontrolled trades. A statistical test is per-
all comparables whose results are morgme cases it would be possible to deriiermed to detect pricing bias, by which
than a certain multiple of D (often theranges. Other methods in which a poirthe controlled trades might as a whole b
multiple 1.5 is used) outside the in+ather than a range has been used inclugeced higher or lower than the uncon-
terquartile range are discarded as “outzUP, resale price, and cost plus. Somérolled trades. This has been accom
liers.” Finally, the reduced set of compatimes only one comparable transaction iplished by construction of a statistical
rables (without the outliers) is used taised!* yielding a specific result rather“confidence interval” (typically 95%),
compute a second interquartile rangeghan a range. However, in some casegith the tested hypothesis being that con
which is then used as the arm’s lengtAPAs have specified a modest rangé&olled trades are priced on the same bas
range. This approach has only occasiomround the specific result, to accommoas uncontrolled trades. An adjustment i
ally been used for APAs (see Tablel6)date changing business practices and comecessary if the results of the controllec
The Tukey filter has been used to elimiditions. trades fall outside of this confidence inter-
nate companies that were so anomalousSome APAs specify not a point or aval.
that they arguably should not have beerange, but a “floor” or a “ceiling.” When )
included as comparables in the first place floor is used, the tested party’s result Adiustments

Many times, even though a set of comF_nust be greater than or e_q_ual _to SOMe par-ynder Reg. § 1.482-1(e)(3), if a tax-
parables could yield a range of resultgjcular value. When a ceiling is used, th‘faayer's results fall outside the arm’s
APAs have specified a smgle or s_pecm(tested party’s resuIF must be less than %ngth range, the Service may adjust th
result, also calleq a “point.” This ap-_equal to some particular value. Such af, o1t “to any point within the arm’s
proach was used in some APAs to avoidpproach has been used, for examplfength range.” Accordingly, an APA may
the possibility of manipulation to prod_u_cewhere the TPM is a CPM with OM_ as thepermit or require a taxpayer and its re-
a result near_the bottom of a specifiedLI and the comparable_ transactlor_1§ '§ated parties to make an adjustment afte
range. For bilateral APAs, each count_rylect cgrtam current business condl_tlonﬁqe year's end to put the year's result:
might be conperne_d about _the _poten_tlahat might improve. The APA reqwreqlwithin the range, or at the point, specified
for such mampula_tlon, making it easiethat the tested party’s operating margify the APA. Similarly, to enforce the
fqr_ the two countries to agree on a spe_should always be above the bottom of _thferms of an APA, the Service may make
cific result tha_n_ on a range. In manynterq_uartﬂe range, but that the operatl_nguch an adjustment. Where the APA spec
A_PAs, the specific point has been the memnargin pould go _above _t_he tqp of the iNjfies 4 range, the adjustment is sometime
dian point of the set of comparables’ reterquartile range if conditions improved. ;4 the closest edge of the range, an

sults. However, in some APA cases argu- sometimes to another point such as th

ments for a different point have beer— ~median of the interquartile range. De-
made and accepted. The use of only one comparable transaction is

APAs h ft d int i tgrmore likely when that transaction is an “internal”pending. on t_he facts of each case, suc
o S have often used a point in esta comparable uncontrolled transaction, that is, a trangtutomatic adjustments are not always pel
lishing a royalty rate. A set of compara-:\c/g?unattgit involves one of the related parties undghitted. Some APAs specify that if a tax-




payer’s results fall outside the applicabl®r similar transfer pricing issue for those NATURE OF DOCUMENTATION
point or range, the APA will be cancelecearlier years) . Rollbacks, however, are not REQUIRED
or revoked. Some bilateral APAs specifjunder the jurisdiction of the APA Program, (Section 521(b)(2)(D)(xi))
that in such a case there will be a negotidut rather of the District Director bearing One significant component of any APA
tion between the Competent Authoritiesesponsibility for examination of the tax-agreement is the requirement that a tax
involved to determine whether and tgayer. Accordingly, rollback years are nopayer demonstrate compliance with the
what extent an adjustment should bécluded in or covered by the APA, and thegreed-upon TPM or, alternatively, that
made. Some APAs permit automatic adAPA Program office has not systematicallyany adjustment required by the TPM is
justments unless the result is far outsidigacked rollbacks. In some cases, the APAccurately calculated. To accomplish this
the range specified in the APA. Thus thefProgram may not be informed whether abjective, the APA agreement includes
provide flexibility and efficiency (permit- rollback of the APA methodology has beemdocumentation requirements, which are
ting adjustments when normal businesapplied to back years, as that decision mdgund in Section 5 (Financial Statements
fluctuations and uncertainties push the rdse made after the APA is executed andnd APA Records) and Section 8 (Annual
sult somewhat outside the range), whilelosed by the Chief Counsel’s office. FoReport) of the model APA.
guarding against abuse of the adjustmettie future, the APA Program intends as part The APA agreement generally provides
mechanism. of IRS modernization to implement procein part that “[tjhe determination whether a
In order to conform the taxpayer’s bookslures for better coordination of rollbackgaxpayer has complied with this APA will
to these tax adjustments, the APA usuallwith the examination function. be based on its United States income tax re
permits a “compensating adjustment” as Due to the foregoing, the APA Progranturn; its financial statements as prepared il
long as certain requirements are met. Such unable to provide complete informatioraccordance with generally accepted ac
compensating adjustments may be paid babout rollbacks in this report. In 1999 counting principles (‘GAAP’) on a consis-
tween the related parties with no intereshowever, as part of an unrelated project, titent basis (the ‘Financial Statements’); the
and the amount transferred will not be conAPA Program surveyed the Districts thatdditional records (‘APA Records’) speci-
sidered for purposes of penalties for failurbad participated in APAs in an attempt tdied in Appendix B; and all information ref-
to pay estimated tax. determine how and to what extent rollbacksrenced in section 8 of this APA.” The
had been applied. The results of that suagreement also generally states that a “Tax
vey are summarized in Table 18 below: payer shall file a timely Annual Report for
each APA Year pursuant to the rules of sec

TERM LENGTHS
(Section 521(b)(2)(D)(x))

TABLE 18 ; ”
The various term lengths for existing tion 11.01 of Rev. Proc. 96-53.
A APA ROLLBACKS T Ilv. the APA t
APAs are set forth in Table 17 below: ypically, the AFArequires a taxpayer
Numberof] t© demonstrate compliance with the
TABLE 17 Cases agreed-upon TPM by providing the fol-
TERMS OF APAs b - lowing documents in such an annual re-
. Number of APA cases as port:
Term in Years® Number of of August 23, 1999 194 1. A statement identifying all material
AP_As With Cases with a rollback and differences between the Taxpayer’s
This Term number of rollback years business operations, functions per-
per case: 50 formed, risks assumed, and asset:
1 2 1 year 5 employed during the APA Year and
5 11 2 years 3 the description of the Taxpayer’s
business operations as contained ir
3 48 3 years 10 Taxpayer’s request for this APA or,
4 48 4 years 12 if there have been no such material
5 93 5 years ) differences, a statement to that ef-
6 50 6 years 7 fect. o
2. A statement identifying all relevant
7 6 7 years 2 and material changes in the Tax-
8 3 8 years 1 payer’s accounting methods and
9 1 9 years 1 classifications from those described
0 5 16 years 1 or used in Taxpayer’s request for
Cases in which The APA this APA or, if there have been no
Section 521(b)(2)(D)(x)_ requires that the process facilitated a tS: f:a?q ez;ftg(r;ta | changes, a statemen
report_on te_rm lengths mcl_ude rollbacK settlement of back years, 3. The Taxpayer's Financial State-
years e, prior years to which the APA | though the methodology ments for the APA Year as prepared
TPM is applied in order to resolve the samewas not rolled back 11 in accordance with U.S. GAAP.

4. A financial analysis demonstrating

15 partial tax years and short full tax years are both Taxpayer’s compliance with the
counted as full years.




TPM including a computation of quire documentation tailored to specifipayer’s specific business or specific ac
the TPM amount and a reconciliaindustries. For example, the nature ofounting system. For example, some
tion of the TPM amount to the fi- records kept by taxpayers engaged in th&PAs have required a taxpayer to docu
nancial statements. financial products business often differsnent sales from specific product lines ot
5. Adescription of any failure to meetfrom that of taxpayers in other industriesto compile sales and expense data for sp
Critical Assumptions or, if there Therefore financial products APAs wouldcific factories. In this situation, the infor-
have been no such failures, a statdrave record keeping requirements tailoreghation sought might be used to evaluat

ment to that effect. to that industry. For example, such APAshe financial results or the functions per-

6. Adescription of the reason for, andnight typically require some or all of theformed by a specific affiliate in a consoli-
financial analysis of, any Compen-following additional documents: dated group. Along the same lines, infor-
sating Adjustments with respect to (1) annual profit & loss statements ofmation regarding a company’s worldwide
the APA Year, including the means the U.S. taxpayer; ratio of R&D expenses to sales may she
by which any such Compensating (2) summaries of currencies used tdight on the R&D functions being per-
Adjustment has been or will be sat- account for payments or alloca-formed by a domestic subsidiary as com
isfied. tions to parent or head office; pared to a foreign parent.

7. A copy of the certified public ac- (3) leave order confirmations; Alternatively, some annual reports
countant’s opinion described in sec- (4) daily revaluation reports; have required information such as third
tion 5 of this APA for the APA  (5) historical pricing data for currencyparty royalty agreements, which would be
Year. transactions; used to support a CUT analysis, and U.S

The documentation provisions referred (6) schedule of costs of hedging con€ustoms filings, if there is an issue re-

to above are necessary to establish tracts; and garding the inconsistent valuation of im-
whether a taxpayer has complied with the (7) historical market quotations. ported tangible property. Some APAs

agreed-upon TPM, including whether any The documents outlined above suppotiave also required a taxpayer’s busines
adjustment required to bring the taxpayedransactions that are specific to financigblan or a reconciliation of financial pro-
into compliance with the TPM is accu-product APAs, such as hedging transagections with actual financial results to as-
rately calculated. Under the APA, a taxtions and the allocation of global tradingcertain whether the financial projections
payer must retain all documents requiredxpenses. that formed the basis for the TPM approx:
to be included in the annual report, as APAs covering cost sharing arrangeimated the actual financial results.

well as all work papers, records, or othements may also generate additional docu- Other types of required documents may
documents that support the informatiomentation requirements, such as requirinigclude the production of IRS Forms 5471

provided in such documents. Complianca taxpayer to provide: and 5472 (Information returns outlining
by a taxpayer with the APA documenta- (1) amendments to cost sharing otransactions between controlled parties
tion provisions also constitutes compli- technology license agreement; and IRS Form 3115 (Information return
ance with the record maintenance require- (2) summaries of each product in-outlining changes in accounting meth-
ments of Sections 6038A and 6038C of cluded in cost sharing agreement;ods). Taxpayers may also be required t
the Internal Revenue Code with respect to (3) reconciliations of R&D costs to explain extraordinary transactions with a
the covered transactions during the APA cost sharing payments, includingforeign parent that exceed a certain dolla
term. invoices for cost sharing pay-limitation.

The documentation provisions gener- ments; The type of information described
ally require a taxpayer to submit audited (4) lists of affiliates included and ex-above is necessary in evaluating whethe
financial statements for the APA Year pre- cluded in each cost sharing group;there have been changes to a taxpayer
pared in accordance with U.S. GAAP. (5) summaries of intangibles that eacbusiness or accounting methods tha
The IRS relies on audited financial state- affiliate brings to the cost sharingcould have a material impact on the appli
ments — as opposed to unaudited financial agreement; and cation of the TPM. Through the APA doc-
statements — because they contain an un-(6) internal documents relied upon irumentation requirements, the Service ca
qualified opinion by an independent ac- calculating the annual cost sharingensure taxpayer compliance with the
countant that the Taxpayer’s financial payment. agreed-upon TPM or, alternatively, the

condition is fairly presented. Audited fi- These additional requirements are inneed for an accurate calculation of any
nancial statements also represent the cotended to document transactions germaraeljustment designed to bring a taxpaye
pany’s financial condition as it is pre-to cost sharing arrangements, includingnto compliance.

sented to shareholders and the publithe buy in and buy out payments related

Additionally, audited financial statementsto existing and work-in-progress R&D, EFFORTS TO ENSURE

prepared in accordance with GAAP enthe expenses comprising the cost pool, as COMPL'ANCE WITH APAs

sure that a taxpayer’s financial operationsell as the allocation of those expenses to (Section 521(b)(2)(F))

are reflected based on known accountindgie participating members of the cost AS described a.bove; in “Nature of Doc-
principles. sharing arrangement. umentation Required,” each APA contains

In addition to the requirements identi- Finally, the documentation provisionsdocumentation provisions, based on ths

fied above, APA agreements may also resf an APA can be tailored to address a taf@cts of that case, designed to enable tr
Service to ensure compliance with the



TPM and other terms of the APA. As part person already familiar with the case tany problems on the face of the annual re
of these provisions, the taxpayer is rereview the report; or a request to renewort, the report is forwarded to the Dis-
quired to file an annual report demonstrathe APA to which the annual report relatesrict with examination jurisdiction over
ing compliance with the APA for eachmight be in process, in which case théhe taxpayer — typically, the District that
covered APAyear, and putting the Serviceeam leader assigned the renewal miglparticipated in the APA negotiations. The
on notice if critical assumptions havebe assigned the annual report for simildDistrict is responsible for deciding
been violated or material facts haveeasons of efficiency. whether or to what extent to audit the un-
changed. The APA Program reviews the annuatlerlying data, for example, substantiating
When the annual report is received byeport to make sure that the informatiorexpenses or reviewing allocations used b
the APA Program, it is reviewed by arequired is included in the report, and tohe taxpayer in arriving at the conclusion
member of the professional staff. Oneletermine whether the taxpayer has, ahat it complied with the APA.
Team Leader has been assigned the letiet face of the report, complied with the To date, this multifunctional review
role in this review, and is responsible noterms of the APA, including proper appli-procedure has indicated that taxpayer:
only for reviewing most of the annual re-cation of the TPM. For the most part, theomply with the requirements of the APA
ports received by the APA Program office APA Program does not attempt to audiin the great majority of cases. As of De-
but also for maintaining a database thahe accuracy of the numbers contained icember 31, 1999, out of 239 annual re-
tracks the annual reports required by eache report, but will look at issues such aports that had been reviewed, the Servic
APA to ensure that taxpayers are complyproper classification of expenses. If thi©iad identified proposed adjustments tc
ing with their obligation to file the reportsreview determines that there is a questioimxable income with respect to fifteen
in a timely manner. At times, anotheras to whether the taxpayer is in compliAPAs. Such adjustments totaled approxi-
member of the APA staff will be responsi-ance, the APA Program (in coordinatiormately $132 million, though in some
ble for the initial review of a given annualwith the relevant District) will contact the cases these amounts have not been agre
report, for example, the team leader whtaxpayer to discuss the issue and requestby the taxpayers.
negotiated the APA in question if the levefurther information, as necessary. If the
of complexity makes it more efficient for APA Program'’s review does not detect



Appendix A
MODEL ADVANCE PRICING AGREEMENT

ADVANCE PRICING AGREEMENT
between
TAXPAYER
and

THE INTERNAL REVENUE SERVICE

ADVANCE PRICING AGREEMENT
between
TAXPAYER
and

THE INTERNAL REVENUE SERVICE

THIS ADVANCE PRICING AGREEMENT (“APA”") is made by and between Taxpayer and the Internal Revenue Service (
vice”), acting through the Associate Chief Counsel (International).

WHEREAS, Taxpayer and the Service (the “Parties”) wish to establish a method for determining whether certain prices
international transactions involving Taxpayer are in accordance with the principles of section 482 of the Internal Revesfue
1986 as amended (the “Code”) and attendant Regulations and, to the extent applicable, income tax conventions to whith tl
States is a party;

NOW, THEREFORE, in consideration of the mutual promises contained herein, the Parties agree as follows:

1. Identifying information Taxpayer’s EIN is . [Taxpayer is included in the consolidated federal income tax
filed by , EIN . All references to Taxpayer’s United States income tax return in this APA refer
consolidated return, and all references in this APA to “Taxpayer” shall refer to the consolidated return gro

2. Covered transactionsThis APA governs the pricing of the transactions specified in Appendix A (the “Covered Transactio

3. Legal Effect.

3.1. Taxpayer agrees to comply with the terms and conditions of this APA, including the transfer pricing methodology (*
that is described in Appendix A. If Taxpayer complies with the terms and conditions of this APA, then the Service wilesbt ¢
the application of the TPM to the Covered Transactions and will not make or propose any reallocation or adjustment umde
482 of the Code with respect to Taxpayer concerning the transfer prices in Covered Transactions for the years covereé by
(the “APAYears”).

3.2. Regardless of the date on which Taxpayer filed its request for this APA, Taxpayer and the Service agree, unless ¢
specified to the contrary in this APA, that Rev. Proc. 96-53, 1996-2 C.B. 375, and not any predecessor to Rev. Proc e86s-53
the interpretation, administration, and legal effect of this APA.

3.3. If, for any APA Year, Taxpayer does not comply with the terms and conditions of this APA, then the Service may:

i. enforce the terms of this APA and propose adjustments to the income, expenses, deductions, credits, or allowances
on Taxpayer’'s U.S. federal income tax return in keeping with the terms of this APA;

ii. cancel or revoke this APA pursuant to section 11.05 or 11.06 of Rev. Proc. 96-53; or

iii. revise this APA, upon agreement on revision with Taxpayer.

3.4. [This APA addresses the arm’s length nature of prices charged or received in the aggregate between Taxpayer and
foreign group], and except as explicitly provided in this APA does not address, and does not bind the Service with reggsct t
charged or received, or the relative amounts of income or loss realized, by particular legal entities that are membesrafrTa:
that are members of [foreign group]. The true taxable income of a member of an affiliated group filing a U.S. consalidate
shall be determined under the regulations governing consolidated reSems.g, Treas. Reg. section 1.1502—12. Similarly, to th
extent relevant for United States tax purposes, and except as explicitly provided in this APA, the relative amounts dfdifeom
ferent entities that are members of [foreign group] shall be determined under the arm’s length standard of section 4&2ewvithc
ence to this APA.]

3.5. The Parties agree that nonfactual oral and written representations, within the meaning of sections 10.04 and 10.0
Proc. 96-53 (including any proposals to use particular TPMs), made in conjunction with this request constitute statenients
compromise negotiations within the meaning of Rule 408 of the Federal Rules of Evidence.

4. Term This APA shall apply only to the APA Years, which shall include only

5. Financial Statements and APA Recordshe determination whether Taxpayer has complied with th|s APA will be based ol
United States income tax return; its financial statements as prepared in accordance with generally accepted accourgsg
(“GAAP”) on a consistent basis (the “Financial Statements”); the additional records (“APA Records”) specified in Appendix |
all information specified in section 8 of this APA. Taxpayer will not be in compliance with the TPM unless an indeperifieht c
public accountant renders an opinion that the Financial Statements present fairly, in all material respects, the firtamciaf pc
Taxpayer and the results of its operations, in accordance with GAAP. Taxpayer agrees to maintain the Financial StatéR#fents




Records and to make them available within thirty days of a request by the Service in connection with an examination res
section 11.03 of Rev. Proc. 96-53. Compliance with this section 5 of the APA will constitute compliance with the prosions
tions 6038A and 6038C of the Code, with respect to Covered Transactions during the APA Years.

6. Critical Assumptions The Critical Assumptions of this APA, within the meaning of section 5.07 of Rev. Proc. 96-53, are |
in Appendix C.

7. Tax and Compensating Adjustmentis the event Taxpayer’s actual transactions did not result in compliance with the TPV
scribed in Appendix A, Taxpayer’s taxable income must nevertheless be reported in an amount consistent with the TPM an
quirements of the APA, either on a timely filed original return or on an amended return. Taxpayer may make Compensating
ments as described in and subject to the rules of section 11.02 of Rev. Proc. 96-53, and subject to any restrictidhissgtd in

8. Annual Report Taxpayer shall file a timely Annual Report for each APA Year pursuant to the rules of section 11.01 of
Proc. 96-53. The Annual Report shall contain the information described in Appendix D. In connection with an examinat
scribed in section 11.03 of Rev. Proc. 96-53, the District Director may request and Taxpayer shall provide additionalfatas, c
tions, data or information reasonably necessary to clarify the Annual Report or verify compliance with the APA.

9. Disclosure This APA, and the information, data, and documents related to this APA and Taxpayer’s APA request are: (-
sidered “return information” pursuant to section 6103(b)(2)(C) of the Code; and (2) not subject to public inspectiontas aéwrit
termination” pursuant to section 6110(b)(1) of the Code. Pursuant to section 521 of the Tax Relief Extension Act of 1859, h
the Secretary of the Treasury is obligated to prepare a report for public disclosure that would include certain spesifjoatlydde
information concerning all APAs, including this APA, in such form as not to reveal taxpayers’ identities, trade secretpriand
etary or confidential business or financial information.

10. Disputes Should a dispute arise concerning the interpretation of this APA, the Parties agree to seek resolution of the
by the Associate Chief Counsel (International), to the extent reasonably practicable, prior to seeking alternative raspedess.
not related to the interpretation of this APA shall be pursued consistent with section 11.03(4) of Rev. Proc. 96-53.

11. Section Captions The section captions contained in this APA are for convenience and reference only and shall not af
any way the interpretation or application of this APA.

12. Notice Any notices required by this APA or Rev. Proc. 96-53 shall be in writing. Taxpayer shall send notices to the S
at the address and in the manner prescribed in section 5.13(2) of Rev. Proc. 96-53. The Service shall send noticeséb Te

13. Effective date This APA shall become binding when both Parties have executed the APA [,and the competent author
and the United States have executed a mutual agreement that is consistent with this APA].

14. Counterparts This APA may be executed in counterparts, with each counterpart deemed an original.

IN WITNESS WHEREOF, the Parties have executed this APA on the dates indicated below.

TAXPAYER

By: Date:
[Name of Signature]
[Title]

INTERNAL REVENUE SERVICE

By: Date:
[Name of Signature]
[Deputy] Associate Chief Counsel (International)

APPENDIX A
TRANSFER PRICING METHODOLOGY
For each APA Year:

H. Covered Transactions

The Covered Transactions for this APA consist of

l. Transfer Pricing Methodology (“TPM”).
APPENDIX B
APA RECORDS

1. All documents listed in Appendix D for inclusion in the Annual Report, as well as all documents, notes, work papess, rec
or other writings that support the information provided in such documents.

2. [Insert here other records.]
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APPENDIX C
CRITICALASSUMPTIONS

. The business activities, functions performed, risks assumed, assets employed, and financial [and tax] accountingdmeth
classifications [and methods of estimation] of Taxpayer shall remain materially the same as described or used in Taxpa
request for this APA.

. [Insert here other Critical Assumptions.]

APPENDIX D
ANNUAL REPORT

Taxpayer shall include the following in its Annual Report for each APA Year:

1.

o o M w

© N

A statement identifying all material differences between Taxpayer’s business operations (including functions perfamed,
assumed and assets employed) during the APA Year and the description of the same contained in Taxpayer’s request fi
APA, or if there have been no such material differences a statement to that effect.

. A statement identifying all material changes in Taxpayer’s accounting methods and classifications [and methods of] estir
from those described or used in Taxpayer's request for this APA, or if there have been no such material changes a statt
that effect.

The Financial Statements.
A financial analysis demonstrating Taxpayer’s compliance with the TPM.
A description of any failure to meet Critical Assumptions, or if there have been no such failures, a statement ta. that effe

A description of the reason for, and financial analysis of, any Compensating Adjustments with respect to the APA Year, |
ing the means by which any such Compensating Adjustment has been or will be satisfied.

A copy of the certified public accountant’s opinion, described in section 5 of this APA, for the APA Year.
. [Insert here other items to be included in Annual Report.]

Appendix B
FORMULAS FOR BALANCE SHEET ADJUSTMENTS

Definitions of Variables:

AP = average accounts payables

AR = average trade receivables, net of allowance for bad debt

cogs = cost of goods sold

INV = average inventory, stated on FIFO basis

opex = operating expenses (general, sales, administrative, and depreciation expenses)
PPE = property, plant, and equipment, net of accumulated depreciation

sales = net sales

h = average holding period, stated as a fraction of a year (for AP or AR)
i = interest rate

{ = entity being tested
. = comparable

Equations:

If

If

Cost of Goods Sold is controlled (generally, sales in denominator of PLI):

Receivables Adjustment (‘RA”): RA = {[(AR saleg x saleg] - AR } x {i/[1+(i x h )]}
Payables Adjustment (“PA”): PA = {[(AP saleg x saleg| - AP} x {i/[1+(i x h )]}
Inventory Adjustment (“IA"): 1A= {[(INV,/ saleg x saleg| - INV .} X i

PP&E Adjustment (“PPEA”).  PPEA={[(PREsaleg x saleg| - PPE} x i

Sales are controlled (generally, costs in the denominator of ¥LI):

16 Depending on the specific facts, the equations below may use cost of goods sold as shown or total costs, which is definedpex)c



