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APA Disclosure

A: Redacted APA

Q: What is history?

In an earlier column,’ we griped about the IRS’ ca-
pitulation in pending litigation that threatened to
end the confidentiality of Advance Pricing Agree-
ments (“APAs”) with the IRS regarding intercompany
transfer pricing. In January 1999, the IRS reversed
its long-held position and decided that APAs should
be disclosed publicly under Code Sec. 6110 in the
same way as letter rulings, i.e., in full text but with
identifying or otherwise protected information de-
leted (“redacted”).? Had the IRS prevailed in this
position, its new treatment of APAs would have ul-
timately resulted in the publication, similarly re-
dacted, of voluminous and sensitive “background
documents.” Of particular concern, this treatment
would apply to already completed APAs, notwith-
standing the clear representations by the IRS and
the vital understanding of taxpayers that materials
submitted and developed in the APA Program would
be fully confidential tax return information.

The IRS’ change of position in the BNA litiga-
tion® triggered great consternation in the interna-
tional taxpayer community, as well as with the
United States’ treaty partners, and threatened con-
siderable harm to both the APA Program and the
Competent Authority process. Concerned groups
and taxpayers sought to reverse the apparent course
of the litigation,* treaty partners complained vo-
ciferously, and a legislative initiative to correct the
situation was begun.

In the end, the legislative effort prevailed (or at
least prevailed first). On December 17, 1999, Presi-
dent Clinton signed into law amendments to Code

Secs. 6103 and 6110 that clearly characterize APAs
as “return information” exempt from disclosure un-
der both the Freedom of Information Act and the
Code Sec. 6110 rules regarding written determina-
tions. The legislation was effective upon the date of
enactment to preclude disclosure after that point of
any APAs. It thus effectively mooted the still-pend-
ing BNA litigation in which no APAs had yet been
publicly disclosed.’

In a commendable compromise of competing
concerns, however, the new legislation went be-
yond mere confirmation that APAs are confiden-
tial. When explaining its change in position last
year, the IRS expressed its belief that releasing APAs
would “help taxpayers better understand the issues
involved in APAs and increas|e] public confidence
in the fairness of the tax system as a whole.”® Like-
wise, the elimination of so-called “secret law” was
BNA'’s avowed litigation objective. In this vein, the
new statute requires the U.S. Treasury Department
to publish an extensive annual report on the status
of APAs, containing both statistical information on
APAs and the APA Program as well as general de-
scriptions of taxpayer characteristics, covered trans-
actions, transfer pricing methodologies and other
features of issued APAs.” The published descrip-
tions will be on an aggregated basis, and they are
subject to proscriptions against releasing informa-
tion that might directly or indirectly identify par-
ticular taxpayers. The first report, due March 31,
2000, is to cover all APAs issued through the end
of 1999 (which includes all of the APAs covered
by the BNA litigation).®
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Although the process of reaching the APA compro-
mise was not easy, the end result should serve tax-
payer interests well. Public guidance on the nuances
of APA-agreed methodologies is highly desirable, and
the legislation forces the IRS to make good on its
promise at the inception of the APA Program to pro-
vide guidance. Indeed, the annual report approach
is bound to be more useful and understandable than
radically redacted individual APAs, and it will avoid
much of the administrative and judicial sparring that
would have inevitably accompanied a redaction ap-
proach.

Let us revisit, then, the issues we promised in our
earlier column to explore further:

m /s it correct that disclosure of APAs is inevitable?
The answer is a resounding “No.” Confidentiality
has now been conclusively determined through
statutory amendments.
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m  What is protected by the secrecy provisions in trea-
ties? Most U.S. tax treaties contain provisions pro-
tecting information that is exchanged between
treaty partners from disclosure. While these pro-
visions are consistent with (and in many cases in-
corporate by reference) our domestic law, includ-
ing the new legislation, there remains an interest
in the extent to which the treaty restrictions are
independent of and/or supercede U.S. disclosure
law. Pending litigation by another tax publisher in
connection with the disclosure of IRS Field Ser-
vice Advices poses this issue in a judicial setting.®
Our treaty partners have strong views on this is-
sue, which remains an open one at this time.

m  Will the APA Program continue as a popular and
stellar IRS program under the new disclosure re-
gime? Even though the only APA “disclosure re-

gime” is now the generic

(Absent this outcome,
we would have elabo-
rated here on our
strong belief that the
correct legal answer
under prior law was
that APAs were “return

information” pro-
tected from disclosure
under Code Sec.

6103, not rulings
disclosable under
Code Sec. 6110 or ge-

Although the process of reaching the APA
compromise was not easy, the end result
should serve taxpayer interests well. Public
guidance on the nuances of APA-agreed
methodologies is highly desirable, and the
legislation forces the IRS to make good on
its promise at the inception of the APA
Program to provide guidance.

annual report approach,
there remains some risk
that even this will lead to
increasingly “homog-
enized” APAs that are less
responsive to the complex
needs of multinational
businesses. Time will tell.
The ultimate location of
the APA Program in the re-
structured IRS could also
have an impact on the
Program. Although the

neric legal analysis of
the sort in IRS Field Service Advice that was held
disclosable in 1997 litigation.)

m s it possible to redact APAs in a way that is si-
multaneously fair to APA-holders and useful to
other taxpayers? We thought not, based on ex-
perience in the preliminary stages of the APA
redaction process. Fortunately, this question
need not be answered, although we do antici-
pate some touchy line-drawing exercises as the
IRS prepares the APA annual reports.

m s release of redacted APAs the best way to pro-
vide pertinent information about IRS transfer-pric-
ing policies? As above, no. Congress has em-
braced the view that generic IRS guidance is con-
siderably more promising.

m  AreAPAs really “binding agreements” as stated in
the governing Revenue Procedures? The IRS's abil-
ity to unilaterally abrogate APA provisions (along
with potential remedies of APA-holders) will for-
tunately not need to be tested in this context.

Program will currently
stay in IRS Chief Counsel’s Office, the dynamics
might change if it were eventually moved closer
to the Field examination level.

m  Will the proposed cloning of the APA Program to
fact-intensive domestic tax issues succeed or fail
because of the disclosure issue? The new statu-
tory protections literally cover only “advance pric-
ing agreements,” which are not defined by stat-
ute. (The Conference Report refers to the APA Pro-
gram conducted by the IRS to resolve international
transfer pricing issues.) Absent legislative or regu-
latory clarification, expansion or “cloning” of the
APA Program to resolve domestic issues raises the
specter of reenacting the whole disclosure con-
troversy. The IRS has recently initiated'® a broader
advance resolution process (called “Pre-Filing
Agreements”) in the “New IRS.” It would be well
advised to consider the confidentiality issue most
carefully and cautiously before proceeding-as
would interested taxpayers.
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m  What other fallout may result from the IRS dis-
closure course [last year]? Events of the past year
cast a pall over some bilateral APA competent
authority negotiations; hopefully this will now
abate. However, residual concerns about treaty
secrecy and IRS commitments spawned by these
events, as well as upcoming changes in IRS struc-
ture, will require redoubled efforts to reassure
treaty partners and taxpayers of the contours of
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it did have. Whether the taxpayer can later
justify a cost is irrelevant.”?

Unlike the taxpayer’s burden of proof under Code
Sec. 482, which can be discharged with the ben-
efit of hindsight, the taxpayer can set aside a de-
termination under Code Sec. 6038A(e)(3) only with
“clear and convincing evidence that the Secretary
abused that discretion, while accepting as true all
allegations and inferences that may support the
Secretary’s position.”*

In UPS, the IRS allocated the insurance premi-
ums paid by a U.S. corporation to a Bermuda af-
filiate under Code Secs. 482 and 61. The alterna-
tive adjustment was based on the IRS’ character-
ization of the intercompany transaction as a sham,
devoid of any business purpose or economic sub-
stance. In sustaining the proposed adjustment un-
der Code Sec. 61, the Court decided the case un-
der the lower preponderance of the evidence stan-
dard, rather than the arbitrary, capricious and un-
reasonable standard applicable to Code Sec. 482
allocations. While several very old transfer pric-
ing cases involved sham theories, UPS is the first
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various IRS programs. Broader legislation may
ultimately be necessary to conclusively assuage
these concerns without protracted litigation or
litigation anxiety.

The APA Program is moving back on track. Careful
future handling by all concerned is imperative to pre-
serve this exceptionally valuable process and restore
taxpayer confidence and international credibility.

that APAs are not disclosable at all.
5 The BNA case was dismissed by agreement of the parties on January
6, 2000.
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to comparables and tested parties, ranges, adjustment mechanisms,
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ment 2000-35.
? Tax Analysts, (DC-D.C.) 98-1 ustc 150,407, 117 F3d 607, 620.
10 [.A. 2000-7 (2/11/2000).

@

case in many decades to apply the sham theory to
an intercompany transaction. In the wake of UPS,
international examiners recently have been assert-
ing the sham theory in a number of pending trans-
fer pricing audits.

Conclusion

The IRS’ success in winning transfer pricing issues
and imposing penalties since 1995 should be a so-
bering “wake-up call” to all taxpayers. While a tax-
payer with strong factual support for its intercom-
pany prices still can prevail in litigation, the risk
of loss has substantially increased for those inter-
company transactions not adequately supported by
real world comparables or well-developed eco-
nomic analyses. Taxpayers that fail to contempo-
raneously document a result attempt to apply arm’s
length principles in determining their return posi-
tions are certain to incur substantial penalties un-
der Code Sec. 6662.
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