By Mimi Song



Transfer pricing positions involving intangible property are heavily audited by
tax authorities worldwide. For multinational companies, compliancein this area
is crucial to avoid transfer pricing adjustments and penalties.

Intangible assets canbe among the most valuable assets a company owns. For
most multinationals, they are a major source of sustainable competitive
advantage. Intangible ownership—be it trademarks, patents, secret formulas,
or know-how—canimpact the tax burden throughout the group.

Definition of Intangibles

Fortransfer pricing purposes, the OECD defines anintangible as an asset thatis
not physical orfinancial butis capable of being owned or controlled forusein
commercial activities and whose use or transfer would be compensated
betweenindependent partiesin comparable circumstances. Legal,
contractual, and other forms of protection may affect the value of anintangible
and thereturns attributed toit, but the existence of such protectionisnot a
necessary condition for being characterized as anintangible for transfer
pricing purposes.

Intangible assetsinclude patents, “know-how” and trade secrets, trademarks,
trade names and brands, rights under contracts and government licenses, and
license and similar limited rights inintangibles, according to the OECD.
Accordingto OECD guidelines, group synergies, market-specific
advantages/conditions, and assembled workforce are not considered
intangible assets for transfer pricing purposes.



The OECD’s base erosion and profit shifting (BEPS) projectidentified 15 actions,
three of which aim to ensure that transfer pricing outcomes are inline with value
creation—the entities that create the most value for a group are entitled to larger
shares of the profits. Action 8 focuses specifically on the treatment of intangibles,
and Action 9 seeks to align economic returns with the source of value creationrather
than the provider of risk and capital. The final guidance on these actions has now
beenincorporated into the updated OECD transfer pricing guidelines.

Broadly, the updated OECD guidelines cover three core areas regarding transfer
pricing involving intangibles:

« ldentifyingintangibles for transfer pricing purposes
» Valuing and transferring ownership of intangibles

* Therights tointangibles’ returns

Profits surrounding intangibles can’t be attributed only to ownership. The OECD
advises thatintangible returns, which can often be quite significant, are allocated to
the group entity that performs the important “development, enhancement,
maintenance, protection, and exploitation” or (DEMPE) functions for the intangible.
Taxpayers will also have to consider which entity manages and controls the risk
associated withthe performance of the DEMPE functions (i.e., operational risk);
manages and controls the financing of the DEMPE functions; and which entity can
ear therisks associated with financing (e.g., financial risk).



Determine arm’s length prices. This should be consistent with each
party’s contribution of functions performed, assets used, andrisks assumed.



Questions to Consider When Analyzing Intangibles:

* Whoisthe legal owner of the intangibles post transfer?

 Isthelegal owner also performing the important DEMPE functions, managing
and controlling the operational and financial risks associated with those
DEMPE functions, and does it have the financial capacity to bearthose risks?
If not, is there a commercial reason for this misalignment?

« Does the pricing approach appropriately reflect the contributions of all
relevant parties?

It’s critical that entities assuming risk withrespect to DEMPE functions exercise
control overrisks and have the financial capacity to assume therisks to be
entitled to the returns of the risk.

Entities providing funding and assuming the related financial risk but not
managing or performing the DEMPE functions forintangibles would only be
entitled to arisk-related return, not a residual return.

Entities that provide funding that do not manage or control therisk associated
with funding decisions would only be entitled to a risk-free return.



U.S.regulations and the OECD transfer pricing guidelines bothrecommend traditional
transfer pricing methods to analyze intangibles: the comparable uncontrolled price (CUP)
method/comparable uncontrolled transaction (CUT) method; the resale price method
(RPM); the cost plus (CP) method; the transactional net margin method
(TNMM)/comparable profit method (CPM); and the profit-split (PS) method.



» Lack of comparability

» How to account for differentintangibles owned/used by different related
parties

» Difficultiesisolating the impact of intangibles on the groups’income
» Timing differences between efforts and returns

» Group arrangements, i.e., ownership, risk, where funding is separated from
functions, control overrisk, and decision making

« Different countries interpreting the rules differently

Outcome: This is the first big win for the IRS in years. Coca-Cola stands to pay $9
billioninback taxes.






place and goodwill. The law also presented the IRS’s preferred methods for
valuing IP inintercompany transfers. So, with a new definition and preferred
methodsregardingintangible assets, what types of transactions do you think
the IRS willbe focused onin the future?

At Exactera, we believe that tax compliance is more thanjust obligatory
documentation. Approached strategically, compliance can be an ongoing tool
thatreveals valuable insights about abusiness’ performance. Our Al-driven
transfer pricing software, revolutionary income tax provision solution, and R&D
tax credit services empower tax professionals to go beyond mere data gathering
and number crunching. Our analytics home in on how a company’s tax position
impacts the bottomline. Tax departments that embrace ourtechnology become
avalue-add part of the business. At Exactera, we turn tax datainto business
intelligence. Unleash the power of compliance. See how at exactera.com.
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