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*

E conomies around the world are in the midst of a se-
vere recession. At the same time, the United States
and other governments are stepping up their inter-

national tax enforcement efforts. The Internal Revenue
Service plans to hire 1,500 new international enforce-
ment specialists by 2010, and various transfer pricing
initiatives in President Obama’s budget are expected to

generate $2.9 billion between 2010 and 2019.1

While more companies may wish to seek the cer-
tainty of an advance pricing agreement in the current
climate, they also should be aware that recessionary pe-
riods can magnify both the benefits and risks of an
APA. On the one hand, the Internal Revenue Service
APA Program can accommodate more innovative trans-
fer pricing approaches to deal with the greater uncer-
tainty surrounding a company’s prices and profits dur-
ing an economic downturn, while such approaches
might be contested on audit. On the other hand, the tax-
payer may settle for a method that may prove to be less
than ideal when economic conditions ultimately are re-
alized. This risk can be mitigated to some extent by
building in safeguards within the APA such that suffi-
ciently large deviations in economic conditions from
those anticipated while crafting the transfer pricing
method would trigger a separate set of results.

Based on pronouncements by and conversations
with officials, the IRS appears cognizant of the chal-
lenges presented by the currently prevailing economic
conditions and the need to address the impact of these
conditions on transfer pricing approaches. APAs could
be especially beneficial in a down economy because
they can provide an opportunity to discuss economic
hardship with tax authorities in real time. In addition,
the agreements offer the possibility of negotiating profit
tests with wider single-year targets as well as nontradi-

1 See ‘‘IRS International Specialists Would Grow by 1,500
Under 2009 Budget, Obama Plan,’’ 18 Transfer Pricing Report
41, 5/28/09; ‘‘Practitioners Debate Impact of Obama Transfer
Pricing Proposals,’’ 18 Transfer Pricing Report 49, 5/28/09.
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tional adjustments to the tested party and comparable
companies.2

Need for Adjustments
One aspect of a recession, especially one as severe as

the current one, that makes determining appropriate
transfer pricing approaches challenging is that its im-
pact may be uneven across industries or across compa-
nies within an industry. Further, recessions are, in gen-
eral, spaced further apart than expansionary periods,
thus limiting the experience of practitioners in dealing
with recessions.3 The result is that transfer pricing ap-
proaches that were developed in periods of moderate
expansion or contraction and based on market com-
parisons that were good benchmarks during periods of
expansion may not work well in a recessionary period
such as the current one. Thus, companies may find it
appropriate to adjust transfer pricing approaches devel-
oped during non-recessionary periods to approaches
that reflect current economic conditions.

Making adjustments for a recession is consistent
with the guidance in the Section 482 regulations. Regs.
§1.482-1(d) states that ‘‘whether a controlled transac-
tion produces an arm’s length result is generally evalu-
ated by comparing the results of that transaction to re-
sults realized by uncontrolled taxpayers engaged in
comparable transactions under comparable circum-
stances. For this purpose, the comparability of transac-
tions and circumstances must be evaluated considering
all factors that could affect prices or profits in arm’s
length dealings (comparability factors).’’ The provision
lists ‘‘economic conditions’’ as a comparability factor.

In addition, Regs. §1.482-1(d)(3)(iv) states, ‘‘Deter-
mining the degree of comparability between controlled
and uncontrolled transactions requires a comparison of
the significant economic conditions that could affect the
prices that would be charged or paid, or the profit that
would be earned in each of the transactions.’’ Among
the factors listed under economic conditions to be con-
sidered is ‘‘the economic condition of the particular in-
dustry, including whether the market is in contraction
or expansion.’’

Based on conversations with IRS officials, it is the au-
thors’ understanding that the APA Program currently is
considering the impact of a down economy on prices
charged between uncontrolled parties and plans to pro-
vide feedback to taxpayers on whether adjustments will
be appropriate in current APAs, as well as how to ad-
dress the issue in new submissions. In determining how
to implement adjustments for a down economy, it is ex-
pected that the APA Program will consider the stage of
a particular case—that is, whether the APA still is being
negotiated with the taxpayer or the recommended ne-
gotiating position is completed or pending. Once an
APA has been signed, it is not expected that the IRS
would consider reopening discussions unless a critical
assumption (discussed below) had been violated.

Potential Adjustments to Method
In the course of assisting taxpayers in the negotia-

tion of a number of APAs at various stages, the authors

have had open discussions with the APA office about
mechanisms that might enable taxpayers to reflect the
current economic downturn in the APA terms. Summa-
rized below are various adjustments to the transfer pric-
ing method a company might consider to reflect the im-
pact of the downturn when negotiating APAs with the
IRS. The willingness of the IRS or another tax authority
to accept any particular approach is expected to vary
case by case.

Revise comparable companies under the
comparable profits method

Comparable companies selected under normal eco-
nomic conditions may not provide good benchmarks in
economic downturns. For example, there may be varia-
tions in the demand characteristics of certain product
markets whereby the market demand of some indus-
tries may be more sensitive to the overall economic
downturn. As a result, the degree of sales decline may
vary among potential comparable companies. Also,
companies may have different abilities or degrees of
flexibility to cut costs. If a company’s ratio of perma-
nent employees to temporary workers is high, it may
face difficulty reducing the workforce or overall human
capital-related expenses, as permanent employees may
be subject to a longer employment contract or it may be
more costly to terminate their employment given sever-
ance cost obligations or other factors.4

These issues often call for different ways to refine or
expand the selection criteria for comparable compa-
nies. One simple way is to screen potential comparables
based on quantitative criteria, such as ratios of selling,
general and administrative expenses (SG&A) to sales,
or percentage declines in sales for the applicable pe-
riod. Taxpayers also might consider using regression
analyses to identify the sensitivity of operating profits to
sales declines. Further, taxpayers may want to consider
a year-pooling approach, under which the arm’s-length
range would include the profitability levels of the com-
parable companies only for those years in which a com-
parable company’s growth rate was similar to the tested
party’s for the tested year. For example, comparable
company data can be obtained from the early 1990s,
which may be pertinent if the sales decline then was
similar to that of the tested party for the tested year.

Pooling—taking each available year of comparable
data as a separate observation—also might be consid-
ered as a way of selecting observations to establish a
range for benchmarking. Under this approach, an ap-
propriate range might be created from a relatively small
number of companies or for a small number of years.
This may be useful where recessionary comparable
data occur over a relatively short span of time, or where
the most appropriate comparables are few. Note, how-
ever, that the IRS APA office has indicated a preference
for multiple-year averaging, rather than pooling, of
comparable results.5

2 See 17 Transfer Pricing Report 675, 1/22/09.
3 According to the National Bureau of Economic Research

(NBER), the last recession took place in 2001 and lasted eight
months.

4 Cross-border comparability also may be affected due to
variations in local law and practices regarding workforce re-
ductions.

5 See APA training materials dated 10/18/01, available at
http://www.irs.gov/pub/irs-apa/
test_periods_avging_ranges_results.pdf. Also see 10 Transfer
Pricing Report 31, 5/16/01; 10 Transfer Pricing Report 67,
5/30/01.
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Revise time period for profitability
benchmarking

Taxpayers might consider extending the time period
over which comparable company benchmarks are ob-
tained to include financial data from prior recessions.
For example, instead of using only the most recent
years preceding the APA term for profit benchmarking,
a taxpayer might propose to extend the multiple-year
period back to the last recession in the early 2000s.

Revise APA term

For an APA currently in negotiations, a taxpayer
might consider proposing a shortened APA term that
excludes recession years to meet the profit range being
proposed for the APA. Or a taxpayer might consider
segmenting the APA term into non-recessionary and re-
cessionary periods and applying different tests to the
normal and the recessionary periods. Also, the taxpayer
might propose expanding the term to include more fu-
ture years to smooth out the current recession’s impact,
or request the inclusion of profitable rollback years for
multiple-year term testing.

Revise profitability range established by
comparable companies

Numerous possibilities exist for adjusting profit
ranges for APAs. A simple option is to use a lower 50
percentage point interval within the entire profit range
to reflect the impact of recession years, such as the 10th
to 60th percentile levels rather than the customary in-
terquartile range (the 25th to 75th percentile levels).
Another option is to use the entire profit range, as vola-
tility and uncertainty increase when recent recession
years are included in the APA term.

Alternatively, the taxpayer could determine the cor-
relation between average comparable company profit-
ability and an economic indicator such as the capacity
utilization index. The range could be adjusted based on
the realization of the value of the capacity utilization in-
dex. In addition, if a gap exists between the economic
correlation for comparable companies and that for the
taxpayer, the taxpayer can adjust the profitability range
to reflect that correlation gap. Also, a taxpayer could in-
vestigate interest rates to be used for working capital
adjustment to see if they are appropriate during a reces-
sion. For example, the use of company-specific short-
term borrowing rates may be more suited to capture dif-
ferences in the recession’s impact on each company’s
performance (which could affect external borrowing
rates of the company) for the comparable companies
and the taxpayer.

Correct tested-party results

A taxpayer could consider adjusting the tested-party
results to correct for relatively high SG&A such that the
ratio of SG&A to sales is representative of a ‘‘normal’’
year. In a recession, companies often attempt to reduce
the level of SG&A to adjust for declines in sales and
profitability. However, contracts for employment, capi-
tal, or office leasing can cause a lag between the decline
in sales or profits and when such cost-cutting measures
begin to bear fruit and reduce SG&A expense. There-
fore, an adjustment for elevated SG&A to sales during

such a catch-up period could be considered in an APA
context.

A taxpayer also might consider identifying ‘‘special
items’’ to exclude from its operating expenses to make
its profit-level indicator (PLI) comparable to the compa-
rable companies’ PLIs obtained from the Compustat�
database. This is because the database classifies some
expenses as special items and removes them from the
calculation of operating profit to improve comparability
between companies and so that these comparisons cap-
ture the results of a company’s ongoing operations,
rather than unusual occurrences that are not related to
ongoing operations. Some examples of items classified
as special items by Compustat are restructuring
charges, goodwill impairment, unusual impairment of
long-lived assets, and unusual inventory write-downs.

Revise best method

The transfer pricing method suggested for normal
years may no longer be the best method when applied
to recession years. For example, CPM may no longer be
the best method when all related parties participating in
a certain transaction generate losses due to the global
impact of the current economic downturn. In that case,
a taxpayer may want to propose a transactional method
or a profit or loss split. In theory, splitting a system
profit or loss is a reasonable concept if the shared profit
or loss is allocated among related entities within the
group based on the relative share of functions under-
taken and risks assumed. The taxpayer should consider
how the APA office might view the change in method
from the more common CPM approach and look for a
reasonable economic justification.

Other possible adjustments

It is important that a taxpayer understand the
sources of profitability of its various business segments.
When losses are generated predominantly from
unrelated-party transactions, it generally is helpful for
the taxpayer to segment them out (and allocate the
SG&A if separate books are not kept) to help clean up
the segmented financial information of the covered
transactions under an APA. This assumes that such seg-
mentation and allocation can be performed reasonably
in estimating the SG&A and other pooled expenses al-
locable to each segment, and that such allocation does
not distort the true expense intensity of each segment.

An APA generally uses financial data from the most
recent three to five years preceding the proposed term
of the agreement to benchmark profitability going for-
ward (typically for the next five years). However, the
current economic downturn substantially reduced prof-
itability of many taxpayers for 2008, especially in the
last quarter of the year, and such declines are continu-
ing for 2009 and are expected to continue into 2010.
Some industries, such as heavy construction and ma-
chinery manufacturers and distributors, could be af-
fected even in their later fiscal years due to longer con-
tract terms that cause a lag in the economic impact.

For benchmarking such uncertain and volatile future
years, the use of financial information from 2005-07, in
which the U.S. economy generally was booming, is not
appropriate. Therefore, a taxpayer should consider us-
ing projections rather than historical data to benchmark
appropriate profitability. A high level of accountability
for such projections is essential; taxpayers should be
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prepared to show realistic financial projections to the
APA office and to discuss the prospects for the business
up front at the pre-filing conference.

During an economic downturn, many production fa-
cilities operate below full capacity. Some are closed
temporarily or are placed on a reduced production
schedule. When such information is identified for a tax-
payer or for comparable companies, taxpayers might
consider adjusting part of SG&A and certain direct pro-
duction costs included in cost of goods sold to reflect
the level of production capacity. For example, when a
plant operates far below capacity, some fraction of its
facility rent and capital lease expenses—or equivalent
depreciation or amortization expenses if the plant is
owned—might be reclassified as non-operating ex-
pense.

Critical assumptions

In a U.S. APA, a critical assumption is ‘‘any fact the
continued existence of which is material to the taxpay-
er’s proposed [transfer pricing method], whether re-
lated to the taxpayer, a third party, an industry, or busi-
ness and economic conditions.’’6 Failure to meet a criti-
cal assumption can result in cancellation of the APA,
absent agreement by the affected parties to revise it.7

A challenge for taxpayers seeking prospective treat-
ment of their related-party transactions in an uncertain
economy is developing an approach that provides an
adequate balance of flexibility and certainty. An APA
critical assumption could be used in this regard as a
‘‘stop loss’’ mechanism whereby the taxpayer and the
tax authority can reconsider whether the arrangement
needs to be revised or terminated due to material
changes in the economic environment. For example, an
APA could contain a critical assumption relative to
maintaining one or more key customers or requiring
some minimal sales revenue. Providing for an auto-
matic adjustment in response to certain events rather
than revising or canceling the APA also may be pos-
sible.

Deciding on the Approach
Not every approach to adjusting for the downturn

will work well in every situation. The best approach will
depend on the taxpayer’s particular situation and its
preferences.

If the company is fairly certain significant changes in
its business will occur shortly after the end of the origi-
nal APA term, then expanding the APA term to include
more future years to smooth out the current recession’s
impact may not work well since the transfer pricing
method likely will not apply for the later years.

While on paper a number of different approaches
may appear equally appropriate, a company may prefer
one or more over the others given its business culture.
For instance, a company that prefers certainty over
flexibility in its method may agree to an adjusted com-
parables range knowing that economic conditions may
deteriorate more than anticipated rather than a test
where the arm’s-length range will not be determined
until the end of the term. Having certainty may trump

other factors for taxpayers who need predetermined
benchmarks to target when setting their transfer prices.

Case Studies
This section illustrates some of the approaches sug-

gested in the last section.

Example 1: Revising profitability range
established by comparable companies

Suppose a distributor of electronic equipment cur-
rently is negotiating an APA. The company has deter-
mined CPM is the best method for testing its transac-
tions, with a single test covering all the APA years to be
performed at the end of the APA term. The proposed
APA term is the fiscal year ended (FYE) Dec. 31, 2007,
through FYE Dec. 31, 2011. The taxpayer has identified
a set of comparable companies and obtained the five-
year average operating margin (OM) of the comparable
companies for 2003-07.

Under normal circumstances, an average historical
interquartile range provides an appropriate benchmark
for testing future profitability. However, given the se-
verity of the downturn currently affecting economies
around the world, an interquartile range reflecting rela-
tively normal periods of expansion or contraction may
not accurately project the future. Thus, it may be rea-
sonable to adjust the transfer pricing method through a
mechanism that shifts the arm’s-length range down-
ward to make it more appropriate for benchmarking the
taxpayer’s results over the APA term that includes a se-
vere recession. This adjusted range, however, would be
used only if the economic downturn is severe enough to
warrant an adjustment, and only if objective economic
criteria could be developed that connected the effect of
the downturn on the taxpayer to the proposed down-
ward shift in the range.

Table 1 presents the interquartile range and 10th and
60th percentile operating margins for the set of compa-
rable distributors to the taxpayer.

While the original proposal by the taxpayer was to
test the cumulative operating margin at the end of the
APA term against the 25th to 75th percentile range for
the comparable companies in the table above, the
method could be adjusted to account for the economic
downturn as follows.

The 10th to 60th percentile results of the comparable
companies, instead of the interquartile range, could be
used to benchmark the taxpayer’s results at the end of
the term if the recession’s severity crosses an objective
threshold. The severity could be measured, for instance,
by the electronic industry’s capacity utilization index,
which in turn could be shown to be correlated with the
taxpayer’s results. Thus, if the electronics industry’s av-
erage capacity utilization index over the term of the
APA fell below a predetermined threshold, the 10th to
60th percentile of the comparable companies’ operating
margins might be used to benchmark its results. In
other words, the benchmark range would be −0.2 per-
cent to 3.9 percent.

If, however, the capacity utilization index does not
fall below the agreed threshold, then the arm’s-length
range would be measured by the interquartile range. In
other words, the benchmark range would be 0.3 percent
to 5.0 percent.

To achieve greater comfort that any drop in OM ob-
served over the term of the APA is driven by economic

6 Rev. Proc. 2006-09, 2006-1 C.B. 278, section 5.07.
7 Rev. Proc. 2006-09, section 11.06(3).
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reasons rather than transfer pricing, annual gross mar-
gin (GM) tests could be used in addition to the OM term
test. The benchmark gross margin ranges would be de-
rived from the same set of comparables determined
through use of the CPM for the term test. However,
since the OM term test would be the primary test, and
the GM test would be only a supplemental test to dem-
onstrate that the potentially low operating margins are
not the result of non-arm’s-length transfer prices, the
range of GMs should be wide enough to constitute a
supplemental test. Instead of the interquartile range, for
instance, the range could be set at the 10th to 90th per-
centile range.

Table 2 presents the interquartile range and 10th and
90th percentile gross margins for the set of comparable
distributors to the taxpayer. As a supplemental test to
the OM term test, the secondary GM test could specify,
for instance, that during every year of the APA term the
taxpayer’s GM should lie within a range of 9.5 to 25.1
percent, where 9.5 percent is the lowest 10th percentile
over years 2003-07 and 25.1 percent is the highest 90th
percentile over the same set of years.

Example 2: Using Indexed Range

Suppose a semiconductor manufacturer is negotiat-
ing an APA. The taxpayer has determined CPM is the
best method for testing the arm’s-length nature of its
transactions, with a single test covering all the APA
years to be performed at the end of the APA term. The
proposed APA term is FYE Dec. 31, 2007, through FYE
Dec. 31, 2011. The taxpayer has identified a set of com-
parable companies and obtained the five-year average
net cost plus markup ratio (NCPM) of the comparable
companies over 2004-08.

To account for the economic downturn, the APA
range created using historical information could be ad-
justed at the end of the APA term based on a capacity
utilization (or other economic) index. For example, if
capacity utilization fell below a certain level, the APA
range would be reduced as a function of actual capacity
utilization. One option is to use a regression-based ap-

proach similar to one suggested in an article by an APA
economist, David Broomhall.8

Suppose a linear regression is performed using data
for, say, 1979 through 2008, with the following specifi-
cation:

Mt = a + b*It-1 +c*T + ut,
9 where

Mt = median of the comparable companies’ NCPM at
time t;

It-1 = semiconductor capacity utilization index at time
t-1;

T is a time trend;
ut is a regression error term; and
a, b, and c are parameters estimated by the regres-

sion.
Suppose the following results were obtained:
Mt = 8.500 + 0.541*It-1 – 0.004*T, R-Squared =

87.5%
According to the estimated regression, a one per-

centage point decrease (increase) in the capacity utili-
zation index would be associated with a 0.54 percent-
age point decrease (increase) in the median NCPM.

Table 3 below illustrates the impact of a change in
the capacity utilization index on the interquartile range.
The starting point of the analysis is the average 2004-08
range, with a 25th percentile of 2.0 percent, a 75th per-
centile of 14.0 percent and median of 7.0 percent. The
average semiconductor capacity utilization index over
2003-07 was approximately 79 percent. Suppose the av-
erage capacity utilization index (lagged one year) over
the five years of the APA term, i.e., 2007-11, turns out to
be 77 percent. Then, according to the table below, the
adjusted interquartile range would be 0.92 percent at
the 25th percentile level to 12.92 percent at the 75th
percentile level.

8 Broomhall, D., ‘‘Dynamic Adjustment in Transfer Pricing
Agreements,’’ Business Economics, April 2007.

9 Broomhall (2007) used a similar but not identical regres-
sion specification: ln(Mt) = a + b*ln(It-1) + c*T.

Table 1: OM Range for Comparable Distributors, 2003-07

2003 2004 2005 2006 2007
Weighted
Average

Minimum -2.0% -3.9% 0.0% 0.5% 0.4% -0.8%
10th Percentile -1.5% -1.8% 0.4% 0.8% 0.5% -0.2%
25th Percentile -1.3% -0.2% 0.5% 1.5% 0.7% 0.3%
Median 1.0% 2.5% 3.2% 4.2% 4.3% 3.4%
60th Percentile 1.4% 3.1% 3.5% 4.6% 4.8% 3.9%
75th Percentile 1.7% 3.3% 4.2% 6.5% 6.7% 5.0%
Maximum 2.1% 4.5% 9.0% 15.5% 12.9% 10.3%

Table 2: GM Range for Comparable Distributors, 2003-07

2003 2004 2005 2006 2007
Minimum 4.8% 4.7% 4.5% 4.4% 5.2%
10th Percentile 12.0% 10.7% 11.2% 9.5% 10.9%
25th Percentile 16.0% 14.1% 14.3% 13.2% 13.6%
Median 17.2% 17.6% 17.7% 17.6% 17.0%
75th Percentile 22.1% 19.9% 20.8% 20.6% 20.4%
90th Percentile 23.1% 23.9% 24.1% 24.2% 25.1%
Maximum 23.7% 24.6% 25.3% 24.8% 26.0%
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Example 3: Adjusting the Tested Party

As discussed above, during recessions, different
companies have different abilities to adjust their cost
structures to match their reduced sales potential. To
make a reliable comparison for transfer pricing pur-
poses, adjustments must be made for such differences.
Instead of (or in addition to) adjusting the results deter-
mined by the comparables, the tested-party results
could be adjusted to correct for its relatively high
SG&A, such that the SG&A to sales ratio is representa-
tive of a ‘‘normal’’ (that is, non-recession) year.

As explained in the first example, suppose a distribu-
tor of electronic equipment is negotiating an APA. The
taxpayer has determined CPM is the best method for
testing the arm’s-length nature of its transactions, with
a single test covering all the APA years to be performed
at the end of the APA term. The proposed APA term,
again, is years, 2007-11. The taxpayer has identified a
set of comparable companies and obtained the five-year
average operating margins of the comparable compa-
nies over the years 2003-07.

Suppose the historical SG&A to sales ratios for the
comparable companies and the taxpayer are as pre-
sented in Table 4.

Observe in Table 4 that the taxpayer had a large
spike in its SG&A to sales ratio during the last recession
(2001). While many of the comparables also had a spike
in SG&A to sales during the last recession, none was as
pronounced as the taxpayer’s. If this fact pattern per-
sists for the taxpayer in the current recession, an ad-
justment for the increased SG&A to sales ratios of the
taxpayer could be justified. One way to make such an
adjustment could be to cap the SG&A to sales ratios for
the taxpayer in fiscal years in which at least one quar-
ter of the year was in recession.

The application of the cap on SG&A to sales during
the recession years is illustrated next.

Suppose the taxpayer’s income statement over the
APA term is represented in Table 5, the interquartile
range of the SG&A to sales ratios for the comparables
over the APA term is represented in Table 6, and at the
end of the APA term it is determined that 2008 and 2009
were the only years with at least one quarter in reces-
sion as defined by the NBER. Thus, according to this ap-
proach, the SG&A to sales ratios for the taxpayer would
be capped at, say, the 75th percentile of the SG&A to
sales ratios of the comparable companies in those
years.

Table 7 calculates the adjusted OM for the taxpayer
in 2008-09, with the corresponding five-year average.

Table 3: Impact of Change in Capacity Utilization Index on Interquartile Range (Starting Point: 2004-08
Averages)

If APA Term 5 Years,
Average (Lagged)

Capacity Utilization
Index = Adjusted Median

Adjusted 25th
Percentile (Fixed Width

from Median)

Adjusted 75th
Percentile (Fixed Width

from Median)

70% 2.14% -2.86% 9.14%
71% 2.68% -2.32% 9.68%
72% 3.22% -1.78% 10.22%
73% 3.76% -1.24% 10.76%
74% 4.30% -0.70% 11.30%
75% 4.84% -0.16% 11.84%
76% 5.38% 0.38% 12.38%
77% 5.92% 0.92% 12.92%
78% 6.46% 1.46% 13.46%
79% 7.00% 2.00% 14.00% Starting Point (5-Year Average

Lagged Index and Range as of
2008)

80% 7.54% 2.54% 14.54%

Table 4: SG&A to Sales Ratios of Comparable Companies and Taxpayer

Company 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Comparable 1 21.9% 20.1% 17.7% 18.4% 20.2% 20.9% 19.6% 19.0% 17.4% 16.5%

Comparable 2 9.1% 9.3% 9.6% 12.3% 14.0% 13.1% 11.5% 10.8% 10.0% 9.5%

Comparable 3 11.9% 10.5% 10.7% 13.1% 12.1% 10.8% 10.3% 9.4% 8.7% 8.7%

Comparable 4 16.9% 18.0% 19.4% 17.1% 15.5% 12.0% 11.9%

Comparable 5 19.6% 17.3% 13.9% 18.5% 13.9% 14.1% 13.9% 12.3% 12.8% 15.4%

Comparable 6 17.8% 14.8% 12.1% 21.4% 19.0% 19.4% 17.0% 15.9% 14.2% 15.1%

Comparable 7 6.0% 4.4% 5.4% 4.9% 6.0% 4.7% 4.5% 4.4% 5.0% 4.7%

Comparable 8 13.7% 13.8% 13.5% 14.1% 14.9% 15.3% 14.6% 13.6% 13.0% 13.1%

Taxpayer 11.2% 10.2% 9.6% 24.8% 16.9% 17.8% 13.2% 13.8% 17.4% 15.0%
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Table 5: Taxpayer’s P&L over APA Term

2007 2008 2009 2010 2011
Sales (Net) 1,100.0 700.0 600.0 700.0 800.0
Cost of Goods Sold 850.0 540.9 463.6 540.9 618.2
Gross Profit 250.0 159.1 136.4 159.1 181.8
SG&A 165.0 180.0 175.0 160.0 160.0
Operating Profit 85.0 -20.9 -38.6 -0.9 21.8
SG&A/Sales 15.0% 25.7% 29.2% 22.9% 20.0%
OM 7.7% -3.0% -6.4% -0.1% 2.7%

Table 6: Realized SG&A to Sales Ratios of Comparable Companies and Taxpayer over APA Term

2007 2008 2009 2010 2011
25th Percentile 9.1% 12.1% 17.1% 17.1% 15.1%
Median 12.5% 15.5% 20.5% 20.5% 18.5%
75th Percentile 15.3% 18.3% 23.3% 23.3% 21.3%

Table 7: Calculation of Adjusted SG&A to Sales and OM for Taxpayer

2007 2008 2009 2010 2011 Wt. Avg.
SG&A/Sales 15.0% 25.7% 29.2% 22.9% 20.0% 21.5%
OM 7.7% -3.0% -6.4% -0.1% 2.7% 1.2%
Revised SG&A/Sales 15.0% 18.3% 23.3% 22.9% 20.0% 19.3%
Revised OM 7.7% 4.5% -0.5% -0.1% 2.7% 3.4%

As illustrated in the tables above, the taxpayer’s
weighted average OM over the period FY 2007 through
FY 2011 without capping its SG&A is 1.2 percent. With
the cap set at the 75th percentile of the comparable
companies in the recession years of 2008-09, it goes up
to 3.4 percent.

As proposed in the first example, to achieve greater
comfort that any drop in OM observed over the term of
the APA is driven by increased SG&A to sales (which,
in turn, are driven by economic reasons) rather than by
transfer pricing, the taxpayer could suggest annual
gross margin tests that specify GM ranges within which
its GM must lie.

Conclusion
It bears repeating that the facts and circumstances of

every pending or potential APA are different, and an
APA approach that is appropriate in one situation may
not be acceptable in another. Taxpayers are also faced
with the need to make a decision about the level of flex-
ibility and resultant uncertainty with which they are

willing to live in order to obtain relief from the tax au-
thorities. It should be noted that, absent specific lan-
guage in APAs already executed, the existence of the
current global recession is not generally considered suf-
ficient to trigger a critical assumption that would termi-
nate or revise an active APA.

When working with the IRS APA Office or any other
tax authority, it is important to have open and direct
communication. In fact, for those taxpayers still in the
pre-filing stage, the IRS has informally recommended
that options for accounting for the downturn be dis-
cussed at a pre-filing conference. From the authors’ ex-
perience, it has been necessary for taxpayers to demon-
strate the impact the current recession is having on
them, and to propose a mechanism for relief. Every
cloud has a silver lining, as the saying goes, and while
the recession is causing economic troubles for many
multinationals, the tax authorities appear willing to
work with taxpayers to provide appropriate relief when
the taxpayer can demonstrate hardship.
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