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The Thai Revenue Code has not yet provided rules for transfer pricing
regarding intangible property. Since intangibles have special characteristics, the lack
of a proper legislation leads to difficulties, uncertainties and conflicts in defining

intangibles and the transfer price.

This thesis aims to study rules regarding transfer pricing of intangibles
especially the US laws and OECD guidelines on transfer pricing. The study shows that
without a proper legislation, difficulties arise in these main areas which are the scope
of intangibles, the ownership of intangibles and the methods used to determine

the transfer price of intangibles.

The study suggests that the Revenue Code should be amended to
include a proper transfer pricing legislation in order to specify rules concerning
transfer pricing of intangibles and to reduce uncertainties and conflicts between

the Revenue Department and taxpayers.
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¢ Boos, M. International Transfer Pricing: The Valuation of Intangible Assets (The Hague; New York:

Kluwer Law International, 2003). page 103.
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that, under the facts and circumstances, provide the most reliable measure of an arm’s length
result.”

o Rotkowski, A.M. Intangible Property in Transfer Pricing Analyses. Insights winter 2015: 56-63.

* Department of Treasury, “General Explanations of the Administration’s Fiscal Year 2015

Revenue Proposals” (March, 2014).
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Lagarden, M." Intangibles in a Transfer Pricing Context: Where Does the Road Lead?',: 342.
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e Paragraph 1 of article 9 of the OECD Model Tax Convention “[Where] conditions are made or
imposed between the two [associated] enterprises in their commercial or financial relations
which differ from those which would be made between independent enterprises, then any

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

*OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax Administration 2010

" Art9.1 a and b, OECD Model Tax Convention on Income and on Capital “Where a Contracting
State includes in the profits of an enterprise of that State —and taxes accordingly — profits on
which an enterprise of the other Contracting State has been charged to tax in that other State
and the profits so included are profits which would have accrued to the enterprise of the first-
mentioned State if the conditions made between the two enterprises had been those which
would have been made between independent enterprises, then that other State shall make an
appropriate adjustment to the amount of the tax charged therein on those profits. In determining
such adjustment, due regard shall be had to the other provisions of this Convention and the

competent authorities of the Contracting States shall if necessary consult each other.”
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! OECD 2015 Chapter 1 paragraph D 1.36 “The economically relevant characteristics or
comparability factors that need to be identified in the commercial or financial relations between

the associated enterprises in order to accurately delineate the actual transaction...”
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" | RC. section 482 and Treasury Regulation section 1.482-2 (1969) “Transfer of Intangibles to
related foreign corporations as licenses or outright sales were subject to the arm’s length
standard”

" |RC. section 367(d)(2) (1969) “transfers as contributions to capital or as sales, the payment for
which was contingent on productivity, use, or disposition, required recognition as U.S. source
income in the amounts that would have been received annually under the agreement.”

"% HR. Conference Report No. 841, 99" Cong., 2d Sess. I1-637 , 1638 (1969)
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“"In the case of any transfer (or license) of intangible property, the income with respect to such
transfer or license shall be commensurate with the income attributable to the intangible.
% Conference Report No. 841, 99th Cong., 2d Sess. 11-637 , 1I-638 (1969)

1 Boos, M. International transfer pricing: The valuation of intangible assets.
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" Internal Revenue Service, Study of Intercompany Pricing Rules,53 Fed. Reg, at 43540 (1988)

e Lashbrooke, E.C. .R.C § 482 Commensurate with Income Standard for Transfer of Intangibles.

Depaul Business Law Journal. 1989 : 188
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5 1482-4 (0) (2) (i) (B) (1) Comparable intangible property. In order for the intangible property
involved in an uncontrolled transaction to be considered comparable to the intangible property

involved in the controlled transaction, both intangibles must --
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() Be used in connection with similar products or processes within the same general industry or

market; and

(i) Have similar profit potential.

125 a ¢ v & N a 1 = o ea = G U Y
UM TITIUATNA. ﬂ@%?ﬂ’li'ﬁ]ﬂLﬂUﬂ’]HNUl@]ﬂiiHﬂqﬁlﬁ)ULWlu"{ﬂﬂVﬁ‘WEJauvLiJﬁJgﬂiqﬂmlﬂﬁUiﬂﬂUiUW

AN Y v aa A8 X ! av v a " o
Wi@%quuﬂquumuﬂﬂawmﬁmum’]lm%]'ﬂll']&]m']ﬂﬂﬁgLV]ﬂLLagll‘lﬂﬂigﬂaUﬂQﬂ’]{Lulﬂa. #1181,



116

Tunisnianuaiuisatunisvinalslduindn) nguuieiivualilyfiansunannuaiunse

1 a

Weunulavesaninwinasuiiieseganeiwnuls d9linansavade wu Weulvlunisleu

Y 1 [y

sEAuTuN sTaLmIngadulifisuse sedvauduendn walvesmswdduladigusneiu

U

wayszezafazdnsenuduendnvaliulild vsemhanloududsulousenseii

IRS (Internal Revenue Service) @35NW1NSYBIUTLNAANIFOIUTAN

#rsundiminddulifisusrandyaruindnazlignloudieviesyynlnldsening

Y

[ A

dayayrilifianuduiusiurilinismgsnssuundseuiisuiuinlaenn usegelsini

A7)

edD_

MNAgN1Faunsangsnssuiaaeifefulasiinangruniinnuuien oviganeald

Aa1u1saun3s cuT unlale

(¥) The comparable profit method (CPM)

a

5UpaeUAT TNMM 989 OECD Taetdun1siiasizyinisiafnsedass

[
v Ao

Y9IgINTIUNTNITAIVAN (§3nI30veIamRINElueIa) a1nnsviilsnsenisendt diain

seaunls (Profit Level Indicators %138 PLIs) Wigunuseaun1svinnnlsvasdamnedassdu

'
v v Aa a

Ql a a v (4 Y A v = & 126
AR Tuﬂ%ﬂiium\‘lﬁjﬂﬁ]LLazﬂWUIWGQWUﬂﬂimLL’JﬂaEJMVIﬂmEJﬂaﬂﬂUﬂU’Jmﬁ/iﬂﬁ]ﬂWUIULma

Y

1
Y [ [ 1 [ v 4

FauTnseaunlslAadndiuYeImNUFUNUSIE 9N lsAUAUNUNS aNSNeNTA Y LYu

q

B

LY = v o a A A a Y = Y1 [ [ a |
E]G]i']NﬁG]E]‘ULLV]‘LJL‘VIUUﬂUNUV‘!u‘VILﬁEJl‘lJLN@W"U’]%U']LL@’J’%N’%]%?%QIWNLUUI‘UGH&J‘VTaﬂT]ﬂ'WWIG]E)

v
v Aad

Saszutelil AllIS CPM AonisiUssulfisunilsainnisaiidueiu (operating profits)

= [y [

voRamialueIeiamiamnilavesginssuiignauay Wguiumlsnsaiiivauveiamig

= PN 1l =& Ao ¥ LY 5 le’o.l ¥ a wva v cal o 14
‘1/1‘14@1‘14@3ﬂiiil‘l/llilﬂJﬂ’]iﬁ']UﬂﬂJ%x‘]ﬂJﬁﬂ@m%ﬂaﬂﬂﬂu mummanummwaamm%‘mm‘mu@ﬂa

a

lu §1.482-5 (b) (2) Fammuairgdyyrignnaaeualsaziianuuzunisssuailay

oo QY

a o v B A 127
Nﬂ'ﬂmsﬁU‘ﬁauuaﬁJWﬁ@

Wuszdiuwuu CPM I3 dunisidseuiisuninilsvesgsnssy unni

a o | aa o o = a Y] v Y a
ﬂqiwgﬂqiﬁlﬂmﬁﬁqﬁﬂiimaﬁqﬂ'}ﬁ CUT LLﬁgﬁJﬂaqﬂﬁJﬂT}NLﬂﬁﬁJ‘ULV]EJ‘UﬂuI@?J@Q‘VTu’]V]ﬂ"IiQWU

"% Income tax regulation section 1.482-5 The comparable profits method evaluates whether the
amount charged in a controlled transaction is arm's length based on objective measures of
profitability (profit level indicators) derived from uncontrolled taxpayers that engage in similar
business activities under similar circumstances
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CPM fudannfiatiuwnu Profit split) >

" Income Tax Regulations section 1.482-6 “In general. The profit split method evaluates whether
the allocation of the combined operating profit or loss attributable to one or more controlled
transactions is arm's length by reference to the relative value of each controlled taxpayer's
contribution to that combined operating profit or loss. The combined operating profit or loss
must be derived from the most narrowly identifiable business activity of the controlled taxpayers
for which data is available that includes the controlled transactions (relevant business activity). ”
129 Bonano, W.E. Transfer of Intangible Property under Section 482. International Tax Bulletin Feb

1999 : 5
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" Income tax Regulations section 1.482-6 (c)X2)i)B)(1) “..Finally, the comparable profit split may
not be used if the combined operating profit (as a percentage of the combined assets) of the

uncontrolled comparable varies significantly from that earned by the controlled taxpayers.”
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2 OECD, Revised Discussion Draft on Transfer Pricing Aspects of Intangibles: 30 July 2013 (OECD
2013), chap. VI, sec 44 [online] http://www.ocecd.org/ctp/transfer-pricing/revised-discussion -draft-
intangibles.pdf

" OECD 2015 section 1.140 “Paragraphs 19.148 — 9.153 discuss the treatment of location savings
in the context of a business restructuring. The principles describe in those paragraphs apply
generally to all situations where location savings are present, not just in the case of a business

restructuring.
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" OECD 2010 paragraph 9.153 “In appropriate circumstances (e.g. if there are significant unique
contributions such as intangibles used by both the enterprise in Country X and its subsidiary in

Country V), the use of a transactional profit split method may be considered.”
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- OECD 2015 paragraph 1.143 “When reliable local market comparables are not present,
determinations regarding the existence and allocation of location savings among members of an
MNE group, and any comparability adjustments required to take into account location savings,
should be based on an analysis of all of the relevant facts and circumstances, including the
functions performed, risks assumed, and assets used of the relevant associated enterprises, in the
manner described in paragraphs 9.148 — 9.153.”

*United Nations Practical Manual on Transfer Pricing for Developing Contries paragraph 10.3.3.5
“In determining LSAs and their impact on transfer pricing, both industry analysis and quantitative

analysis are critical.”
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U.S. Code § 482 - Allocation of income and deductions among taxpayers

In any case of two or more organizations, trades, or businesses (whether or not
incorporated, whether or not organized in the United States, and whether or not
affiliated) owned or controlled directly or indirectly by the same interests, the
Secretary may distribute, apportion, or allocate gross income, deductions, credits, or
allowances between or among such organizations, trades, or businesses, if he
determines that such distribution, apportionment, or allocation is necessary in order
to prevent evasion of taxes or clearly to reflect the income of any of such
organizations, trades, or businesses. In the case of any transfer (or license) of
intangible property (within the meaning of section 936(h)(3)(B)), the income with
respect to such transfer or license shall be commensurate with the income

attributable to the intangible

TITLE 26 —- INTERNAL REVENUE

CHAPTER | - INTERNAL REVENUE SERVICE, DEPARTMENT OF THE TREASURY
SUBCHAPTER A -- INCOME TAX

PART 1 -- INCOME TAXES

NORMAL TAXES AND SURTAXES

DEFERRED COMPENSATION, ETC.

METHODS OF ACCOUNTING

ADJUSTMENTS

26 CFR 1.482-4

§ 1.482-4 Methods to determine taxable income in connection with a transfer of
intangible property.

(@) In general. The arm's length amount charged in a controlled transfer of intangible
property must be determined under one of the four methods listed in this paragraph
(a). Each of the methods must be applied in accordance with all of the provisions of

§ 1.482-1, including the best method rule of § 1.482-1(c), the comparability analysis



166

of § 1.482-1(d), and the arm's length range of § 1.482-1(e). The arm's length
consideration for the transfer of an intangible determined under this section must be
commensurate with the income attributable to the intangible. See § 1.482-4(f)(2)
(Periodic adjustments). The available methods are -

(1) The comparable uncontrolled transaction method, described in paragraph (c) of
this section;

(2) The comparable profits method, described in § 1.482-5;

(3) The profit split method, described in § 1.482-6; and

(4) Unspecified methods described in paragraph (d) of this section.

(b) Definition of intangible. For purposes of section 482, an intangible is an asset that
comprises any of the following items and has substantial value independent of the
services of any individual -

(1) Patents, inventions, formulae, processes, designs, patterns, or know-how;,

(2) Copyrights and literary, musical, or artistic compositions;

(3) Trademarks, trade names, or brand names;

(4) Franchises, licenses, or contracts;

(5) Methods, programs, systems, procedures, campaigns, surveys, studies, forecasts,
estimates, customer lists, or technical data; and

(6) Other similar items. For purposes of section 482, an item is considered similar to
those listed in paragraph (b)(1) through (5) of this section if it derives its value not
from its physical attributes but from its intellectual content or other intangible
properties.

(c) Comparable uncontrolled transaction method -- (1) In general. The comparable
uncontrolled transaction method evaluates whether the amount charged for a
controlled transfer of intangible property was arm's length by reference to the
amount charged in a comparable uncontrolled transaction. The amount determined
under this method may be adjusted as required by paragraph (f)(2) of this section
(Periodic adjustments).

(2) Comparability and reliability considerations - (i) In general. Whether results
derived from applications of this method are the most reliable measure of an arm'’s

length result is determined using the factors described under the best method rule
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in § 1.482-1(c). The application of these factors under the comparable uncontrolled
transaction method is discussed in paragraphs (c)(2)(ii), (ii), and (iv) of this section.

(i) Reliability. If an uncontrolled transaction involves the transfer of the same
intangible under the same, or substantially the same, circumstances as the
controlled transaction, the results derived from applying the comparable
uncontrolled transaction method will generally be the most direct and reliable
measure of the arm's length result for the controlled transfer of an intangible.
Circumstances between the controlled and uncontrolled transactions will be
considered substantially the same if there are at most only minor differences that
have a definite and reasonably ascertainable effect on the amount charged and for
which appropriate adjustments are made. If such uncontrolled transactions cannot
be identified, uncontrolled transactions that involve the transfer of comparable
intangibles under comparable circumstances may be used to apply this method, but
the reliability of the analysis will be reduced.

(i) Comparability -- (A) In general. The degree of comparability between controlled
and uncontrolled transactions is determined by applying the comparability provisions
of § 1.482-1(d). Although all of the factors described in § 1.482-1(d)(3) must be
considered, specific factors may be particularly relevant to this method. In particular,
the application of this method requires that the controlled and uncontrolled
transactions involve either the same intangible property or comparable intangible
property, as defined in paragraph (c)(2)ii)(B)X(1) of this section. In addition, because
differences in contractual terms, or the economic conditions in which transactions
take place, could materially affect the amount charged, comparability under this
method also depends on similarity with respect to these factors, or adjustments to
account for material differences in such circumstances.

(B) Factors to be considered in determining comparability -- (1) Comparable
intangible property. In order for the intangible property involved in an uncontrolled
transaction to be considered comparable to the intangible property involved in the
controlled transaction, both intangibles must --

(i) Be used in connection with similar products or processes within the same general

industry or market; and
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(i) Have similar profit potential. The profit potential of an intangible is most reliably
measured by directly calculating the net present value of the benefits to be realized
(based on prospective profits to be realized or costs to be saved) through the use or
subsequent transfer of the intangible, considering the capital investment and start-up
expenses required, the risks to be assumed, and other relevant considerations. The
need to reliably measure profit potential increases in relation to both the total
amount of potential profits and the potential rate of return on investment necessary
to exploit the intangible. If the information necessary to directly calculate net
present value of the benefits to be realized is unavailable, and the need to reliably
measure profit potential is reduced because the potential profits are relatively small
in terms of total amount and rate of return, comparison of profit potential may be
based upon the factors referred to in paragraph (c)X2)i)(B)(2) of this section. See
Example 3 of § 1.482-4(c)(4). Finally, the reliability of a measure of profit potential is
affected by the extent to which the profit attributable to the intangible can be
isolated from the profit attributable to other factors, such as functions performed
and other resources employed.

(2) Comparable circumstances. In evaluating the comparability of the circumstances
of the controlled and uncontrolled transactions, although all of the factors described
in § 1.482-1(d)(3) must be considered, specific factors that may be particularly
relevant to this method include the following -

() The terms of the transfer, including the exploitation rights granted in the
intangible, the exclusive or nonexclusive character of any rights eranted, any
restrictions on use, or any limitations on the geographic area in which the rights may
be exploited;

(i) The stage of development of the intangible (including, where appropriate,
necessary governmental approvals, authorizations, or licenses) in the market in which
the intangible is to be used;

(iii) Rights to receive updates, revisions, or modifications of the intangible;

(iv) The uniqueness of the property and the period for which it remains unique,
including the degree and duration of protection afforded to the property under the

laws of the relevant countries;
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(v) The duration of the license, contract, or other agreement, and any termination or
renegotiation rights;

(Vi) Any economic and product liability risks to be assumed by the transferee;

(Vi) The existence and extent of any collateral transactions or ongoing business
relationships between the transferee and transferor; and

(viii) The functions to be performed by the transferor and transferee, including any
ancillary or subsidiary services.

(iv) Data and assumptions. The reliability of the results derived from the comparable
uncontrolled transaction method is affected by the completeness and accuracy of
the data used and the reliability of the assumptions made to apply this method. See
§ 1.482-1(c) (Best method rule).

(3) Arm's length range. See § 1.482-1(e)(2) for the determination of an arm's length
range.

(4) Examples. The following examples illustrate the principles of this paragraph (c).
Example 1. (i) USpharm, a U.S. pharmaceutical company, develops a new drug Z that
is a safe and effective treatment for the disease zeezee. USpharm has obtained
patents covering drug Z in the United States and in various foreign countries.
USpharm has also obtained the regulatory authorizations necessary to market drug Z
in the United States and in foreign countries.

(ii) USpharm licenses its subsidiary in country X, Xpharm, to produce and sell drug Z
in country X. At the same time, it licenses an unrelated company, Ydrug, to produce
and sell drug Z in country Y, a neighboring country. Prior to licensing the drusg,
USpharm had obtained patent protection and regulatory approvals in both countries
and both countries provide similar protection for intellectual property rights. Country
X and country Y are similar countries in terms of population, per capita income and
the incidence of disease zeezee. Consequently, drug Z is expected to sell in similar
quantities and at similar prices in both countries. In addition, costs of producing and
marketing drug Z in each country are expected to be approximately the same.

(iii) USpharm and Xpharm establish terms for the license of drug Z that are identical
in every material respect, including royalty rate, to the terms established between

USpharm and Ydrug. In this case the district director determines that the royalty rate
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established in the Ydrug license agreement is a reliable measure of the arm's length
royalty rate for the Xpharm license agreement.

Example 2. The facts are the same as in Example 1, except that the incidence of the
disease zeezee in Country Y is much higher than in Country X. In this case, the profit
potential from exploitation of the right to make and sell drug Z is likely to be much
higher in country Y than it is in Country X. Consequently, the Ydrug license
agreement is unlikely to provide a reliable measure of the arm's length royalty rate
for the Xpharm license.

Example 3 (i) FP, is a foreign company that designs, manufactures and sells industrial
equipment. FP has developed proprietary components that are incorporated in its
products. These components are important in the operation of FP's equipment and
some of them have distinctive features, but other companies produce similar
components and none of these components by itself accounts for a substantial part
of the value of FP's products.

(ii) FP licenses its U.S. subsidiary, USSub, exclusive North American rights to use the
patented technology for producing component X, a heat exchanger used for cooling
operating mechanisms in industrial equipment. Component X incorporates proven
technology that makes it somewhat more efficient than the heat exchangers
commonly used in industrial equipment. FP also agrees to provide technical support
to help adapt component X to USSub's products and to assist with initial production.
Under the terms of the license agreement USSub pays FP a royalty equal to 3
percent of sales of USSub equipment incorporating component X.

(iii) FP does not license unrelated parties to use component X, but many similar
components are transferred between uncontrolled taxpayers. Consequently, the
district director decides to apply the comparable uncontrolled transaction method
to evaluate whether the 3 percent royalty for component X is an arm's length
royalty.

(iv) The district director uses a database of company documents filed with the
Securities and Exchange Commission (SEC) to identify potentially comparable license
agreements between uncontrolled taxpayers that are on file with the SEC. The

district director identifies 40 license agreements that were entered into in the same
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year as the controlled transfer or in the prior or following year, and that relate to
transfers of technology associated with industrial equipment that has similar
applications to USSub's products. Further review of these uncontrolled agreements
indicates that 25 of them involved components that have a similar level of technical
sophistication as component X and could be expected to play a similar role in
contributing to the total value of the final product.

(v) The district director makes a detailed review of the terms of each of the 25
uncontrolled agreements and finds that 15 of them are similar to the controlled
agreement in that they all involve -

(A) The transfer of exclusive rights for the North American market;

(B) Products for which the market could be expected to be of a similar size to the
market for the products into which USSub incorporates component X;

(C) The transfer of patented technology;

(D) Continuing technical support;

(E) Access to technical improvements;

(F) Technology of a similar age; and

(G) A similar duration of the agreement.

(Vi) Based on these factors and the fact that none of the components to which these
license agreements relate accounts for a substantial part of the value of the final
products, the district director concludes that these fifteen intangibles have similar
profit potential to the component X technology.

(vii) The 15 uncontrolled comparables produce the following royalty rates:

License Royalty rate
(percent)

11.0

210

31.25

41.25

515

615
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7175
820
920
10 2.0
11 2.25
12 2.5
13 2.5
14 2.75
15 3.0

(viii) Although the uncontrolled comparables are clearly similar to the controlled
transaction, it is likely that unidentified material differences exist between the
uncontrolled comparables and the controlled transaction. Therefore, an appropriate
statistical technique must be used to establish the arm's length range. In this case
the district director uses the interquartile range to determine the arm's length range.
Therefore, the arm's length range covers royalty rates from 1.25 to 2.5 percent, and
an adjustment is warranted to the 3 percent royalty charged in the controlled
transfer. The district director determines that the appropriate adjustment
corresponds to a reduction in the royalty rate to 2.0 percent, which is the median of
the uncontrolled comparables.

Example 4. (i) USdrug, a U.S. pharmaceutical company, has developed a new drug,
Nosplit, that is useful in treating migraine headaches and produces no significant side
effects. Nosplit replaces another drug, Lessplit, that USdrug had previously produced
and marketed as a treatment for migraine headaches. A number of other drugs for
treating migraine headaches are already on the market, but Nosplit can be expected
rapidly to dominate the worldwide market for such treatments and to command a
premium price since all other treatments produce side effects. Thus, USdrug projects
that extraordinary profits will be derived from Nosplit in the U.S. market and other
markets.

(i) USdrug licenses its newly established European subsidiary, Eurodrug, the rights to

produce and market Nosplit in the European market. In setting the royalty rate for
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this license, USdrug considers the royalty that it established previously when it
licensed the right to produce and market Lessplit in the European market to an
unrelated European pharmaceutical company. In many respects the two license
agreements are closely comparable. The drugs were licensed at the same stage in
their development and the agreements conveyed identical rights to the licensees.
Moreover, there appear to have been no significant changes in the European market
for migraine headache treatments since Lessplit was licensed. However, at the time
that Lessplit was licensed there were several other similar drugs already on the
market to which Lessplit was not in all cases superior. Consequently, the projected
and actual Lessplit profits were substantially less than the projected Nosplit profits.
Thus, USdrug concludes that the profit potential of Lessplit is not similar to the profit
potential of Nosplit, and the Lessplit license agreement consequently is not a
comparable uncontrolled transaction for purposes of this paragraph (c) in spite of the
other indicia of comparability between the two intangibles.

(d) Unspecified methods -- (1) In general. Methods not specified in paragraphs (a)(1),
(2), and (3) of this section may be used to evaluate whether the amount charged in a
controlled transaction is arm's length. Any method used under this paragraph (d)
must be applied in accordance with the provisions of § 1.482-1. Consistent with the
specified methods, an unspecified method should take into account the general
principle that uncontrolled taxpayers evaluate the terms of a transaction by
considering the realistic alternatives to that transaction, and only enter into a
particular transaction if none of the alternatives is preferable to it. For example, the
comparable uncontrolled transaction method compares a controlled transaction to
similar uncontrolled transactions to provide a direct estimate of the price the parties
would have agreed to had they resorted directly to a market alternative to the
controlled transaction. Therefore, in establishing whether a controlled transaction
achieved an arm's length result, an unspecified method should provide information
on the prices or profits that the controlled taxpayer could have realized by choosing
a realistic alternative to the controlled transaction. As with any method, an
unspecified method will not be applied unless it provides the most reliable measure

of an arm'’s length result under the principles of the best method rule. See § 1.482-
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1(c). Therefore, in accordance with § 1.482-1(d) (Comparability), to the extent that a
method relies on internal data rather than uncontrolled comparables, its reliability
will be reduced. Similarly, the reliability of a method will be affected by the
reliability of the data and assumptions used to apply the method, including any
projections used.

(2) Example. The following example illustrates an application of the principle of this
paragraph (d).

Example. (i) USbond is a U.S. company that licenses to its foreign subsidiary,
Eurobond, a proprietary process that permits the manufacture of Longbond, a long-
lasting industrial adhesive, at a substantially lower cost than otherwise would be
possible. Using the proprietary process, Eurobond manufactures Longbond and sells
it to related and unrelated parties for the market price of $550 per ton. Under the
terms of the license agreement, Eurobond pays USbond a royalty of $100 per ton of
Longbond sold. USbond also manufactures and markets Longbond in the United
States.

(ii) In evaluating whether the consideration paid for the transfer of the proprietary
process to Eurobond was arm's length, the district director may consider, subject to
the best method rule of § 1.482-1(c), USbond's alternative of producing and selling
Longbond itself. Reasonably reliable estimates indicate that if USbond directly
supplied Longbond to the European market, a selling price of $300 per ton would
cover its costs and provide a reasonable profit for its functions, risks and investment
of capital associated with the production of Longbond for the European market.
Given that the market price of Longbond was $550 per ton, by licensing the
proprietary process to Eurobond, USbond forgoes $250 per ton of profit over the
profit that would be necessary to compensate it for the functions, risks and
investment involved in supplying Longbond to the European market itself. Based on
these facts, the district director concludes that a royalty of $100 for the proprietary

process is not arm's length.
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(e) Coordination with tangible property rules. See § 1.482-3(f) for the provisions
regarding the coordination between the tangible property and intangible property
rules.

(f) Special rules for transfers of intangible property -- (1) Form of consideration. If a
transferee of an intangible pays nominal or no consideration and the transferor has
retained a substantial interest in the property, the arm's length consideration shall be
in the form of a royalty, unless a different form is demonstrably more appropriate.
(2) Periodic adjustments - (i) General rule. If an intangible is transferred under an
arrangement that covers more than one year, the consideration charged in each
taxable year may be adjusted to ensure that it is commensurate with the income
attributable to the intangible. Adjustments made pursuant to this paragraph (f)(2)
shall be consistent with the arm's length standard and the provisions of § 1.482-1. In
determining whether to make such adjustments in the taxable year under
examination, the district director may consider all relevant facts and circumstances
throughout the period the intangible is used. The determination in an earlier year
that the amount charged for an intangible was an arm's length amount will not
preclude the district director in a subsequent taxable year from making an
adjustment to the amount charged for the intangible in the subsequent year. A
periodic adjustment under the commensurate with income requirement of section
482 may be made in a subsequent taxable year without regard to whether the
taxable year of the original transfer remains open for statute of limitation purposes.
For exceptions to this rule see paragraph (f)(2)(ii) of this section.

(i) Exceptions -- (A)Transactions involving the same intangible. If the same intangible
was transferred to an uncontrolled taxpayer under substantially the same
circumstances as those of the controlled transaction; this transaction serves as the
basis for the application of the comparable uncontrolled transaction method in the
first taxable year in which substantial periodic consideration was required to be paid;
and the amount paid in that year was an arm's length amount, then no allocation in
a subsequent year will be made under paragraph ()(2)(i) of this paragraph for a

controlled transfer of intangible property.
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(B) Transactions involving comparable intangible. If the arm's length result is derived
from the application of the comparable uncontrolled transaction method based on
the transfer of a comparable intangible under comparable circumstances to those of
the controlled transaction, no allocation will be made under paragraph (f)(2)(i) of this
section if each of the following facts is established -

(1) The controlled taxpayers entered into a written agreement (controlled
agreement) that provided for an amount of consideration with respect to each
taxable year subject to such agreement, such consideration was an arm's length
amount for the first taxable year in which substantial periodic consideration was
required to be paid under the agreement, and such agreement remained in effect for
the taxable year under review;

(2) There is a written agreement setting forth the terms of the comparable
uncontrolled transaction relied upon to establish the arm's length consideration
(uncontrolled agreement), which contains no provisions that would permit any
change to the amount of consideration, a renegotiation, or a termination of the
agreement, in circumstances comparable to those of the controlled transaction in
the taxable year under review (or that contains provisions permitting only specified,
non-contingent, periodic changes to the amount of consideration);

(3) The controlled agreement is substantially similar to the uncontrolled agreement,
with respect to the time period for which it is effective and the provisions described
in paragraph (f(2)(ii)(B)(2) of this section;

(4) The controlled agreement limits use of the intangible to a specified field or
purpose in a manner that is consistent with industry practice and any such limitation
in the uncontrolled agreement;

(5) There were no substantial changes in the functions performed by the controlled
transferee after the controlled agreement was executed, except changes required by
events that were not foreseeable; and

(6) The aggregate profits actually earned or the aggregate cost savings actually
realized by the controlled taxpayer from the exploitation of the intangible in the
year under examination, and all past years, are not less than 80% nor more than

120% of the prospective profits or cost savings that were foreseeable when the



177

comparability of the uncontrolled agreement was established under paragraph (c)(2)
of this section.

(C) Methods other than comparable uncontrolled transaction. If the arm's length
amount was determined under any method other than the comparable uncontrolled
transaction method, no allocation will be made under paragraph (f)(2)(i) of this
section if each of the following facts is established -

(1) The controlled taxpayers entered into a written agreement (controlled
agreement) that provided for an amount of consideration with respect to each
taxable year subject to such agreement, and such agreement remained in effect for
the taxable year under review;

(2) The consideration called for in the controlled agreement was an arm's length
amount for the first taxable year in which substantial periodic consideration was
required to be paid, and relevant supporting documentation was prepared
contemporaneously with the execution of the controlled agreement;

(3) There have been no substantial changes in the functions performed by the
transferee since the controlled agreement was executed, except changes required by
events that were not foreseeable; and

(4) The total profits actually earned or the total cost savings realized by the
controlled transferee from the exploitation of the intangible in the year under
examination, and all past years, are not less than 80% nor more than 120% of the
prospective profits or cost savings that were foreseeable when the controlled
agreement was entered into.

(D) Extraordinary events. No allocation will be made under paragraph (f)(2)(i) of this
section if the following requirements are met --

(1) Due to extraordinary events that were beyond the control of the controlled
taxpayers and that could not reasonably have been anticipated at the time the
controlled agreement was entered into, the aggregate actual profits or aggregate cost
savings realized by the taxpayer are less than 80% or more than 120% of the
prospective profits or cost savings; and

(2) AWl of the requirements of paragraph (f)(2)ii) (B) or (C) of this section are otherwise
satisfied.
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(E) Five-year period. If the requirements of § 1.482-4 (f)(2)(ii)B) or (F(2)i)C) are met
for each year of the five-year period beginning with the first year in which substantial
periodic consideration was required to be paid, then no periodic adjustment will be
made under paragraph (f)(2)(i) of this section in any subsequent year.

(iii) Examples. The following examples illustrate this paragraph (f)(2).

Example 1. (i) USdrug, a U.S. pharmaceutical company, has developed a new drug,
Nosplit, that is useful in treating migraine headaches and produces no significant side
effects. A number of other drugs for treating migraine headaches are already on the
market, but Nosplit can be expected rapidly to dominate the worldwide market for
such treatments and to command a premium price since all other treatments
produce side effects. Thus, USdrug projects that extraordinary profits will be derived
from Nosplit in the U.S. and European markets.

(i) USdrug licenses its newly established European subsidiary, Eurodrug, the rights to
produce and market Nosplit for the European market for 5 years. In setting the
royalty rate for this license, USdrug makes projections of the annual sales revenue
and the annual profits to be derived from the exploitation of Nosplit by Eurodrug.
Based on the projections, a royalty rate of 3.9% is established for the term of the
license.

(iii) In Year 1, USdrug evaluates the royalty rate it received from Eurodrug. Given the
high profit potential of Nosplit, USdrug is unable to locate any uncontrolled
transactions dealing with licenses of comparable intangible property. USdrug
therefore determines that the comparable uncontrolled transaction method will not
provide a reliable measure of an arm's length royalty. However, applying the
comparable profits method to Eurodrug, USdrug determines that a royalty rate of
3.9% will result in Eurodrug earning an arm's length return for its manufacturing and
marketing functions.

(iv) In Year 5, the U.S. income tax return for USdrug is examined, and the district
director must determine whether the royalty rate between USdrug and Eurodrug is
commensurate with the income attributable to Nosplit. In making this determination,
the district director considers whether any of the exceptions in § 1.482-4(f)(2)(ii) are
applicable. In



179

particular, the district director compares the profit projections attributable to Nosplit
made by USdrug against the actual profits realized by Eurodrug. The projected and

actual profits are as follows:

Profit projections Actual profits
Year 1 200 250

Year 2 250 300

Year 3 500 600

Year 4 350 200

Year 5 100 100

Total 1400 1450

(v) The total profits earned through Year 5 were not less than 80% nor more than
120% of the profits that were projected when the license was entered into. If the
district director determines that the other requirements of § 1.482-4(f)(2)(iiXC) were
met, no adjustment will be made to the royalty rate between USdrug and Eurodrug
for the license of Nosplit.

Example 2. (i) The facts are the same as in Example 1, except that Eurodrug's actual

profits earned were much higher than the projected profits, as follows:

Profit projections Actual profits
Year 1 200 250

Year 2 250 500

Year 3 500 800

Year 4 350 700

Year 5 100 600

Total 1400 2850

(i) In examining USdrug's tax return for Year 5, the district director considers the
actual profits realized by Eurodrug in Year 5, and all past years. Accordingly, although

Years 1 through 4 may be closed under the statute of limitations, for purposes of
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determining whether an adjustment should be made with respect to the royalty rate
in Year 5 with respect to Nosplit, the district director aggregates the actual profits
from those years with the profits of Year 5. However, the district director will make
an adjustment, if any, only with respect to Year 5.

Example 3. (i) FP, a foreign corporation, licenses to USS, its U.S. subsidiary, a new air-
filtering process that permits manufacturing plants to meet new environmental
standards. The license runs for a 10-year period, and the profit derived from the new
process is projected to be $15 million per year, for an aggregate profit of $150
million.

(i) The royalty rate for the license is based on a comparable uncontrolled
transaction involving a comparable intangible under comparable circumstances. The
requirements of paragraphs (f)(2)(ii)(B)(1) through (5) of this section have been met.
Specifically, FP and USS have entered into a written agreement that provides for a
royalty in each year of the license, the royalty rate is considered arm's length for the
first taxable year in which a substantial royalty was required to be paid, the license
limited the use of the process to a specified field, consistent with industry practice,
and there are no substantial changes in the functions performed by USS after the
license was entered into.

(i) In examining Year 4 of the license, the district director determines that the
aggregate actual profits earned by USS through Year 4 are $30 million, less than 80%
of the projected profits of $60 million. However, USS establishes to the satisfaction
of the district director that the aggregate actual profits from the process are less than
80% of the projected profits in Year 3 because an earthquake severely damaged

USS's manufacturing plant. Because the difference
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between the projected profits and actual profits was due to an extraordinary event
that was beyond the control of USS, and could not reasonably have been
anticipated at the time the license was entered into, the requirement under § 1.482-
4(f)(2)i)(D) has been met, and no adjustment under this section is made.

(3) Ownership of intangible property - (i) In general. If the owner of the rights to
exploit an intangible transfers such rights to a controlled taxpayer, the owner must
receive an amount of consideration with respect to such transfer that is determined
in accordance with the provisions of this section. If another controlled taxpayer
provides assistance to the owner in connection with the development or
enhancement of an intangible, such person may be entitled to receive consideration
with respect to such assistance. See § 1.482-4(f)(3)(iii) (Allocations with respect to
assistance provided to the owner). Because the right to exploit an intangible can be
subdivided in various ways, a single intangible may have multiple owners for
purposes of this paragraph (3)(i). Thus, for example, the owner of a trademark may
license to another person the exclusive right to use that trademark in a specified
geographic area for a specified period of time (while otherwise retaining the right to
use the intangible). In such a case, both the licensee and the licensor will be
considered owners for purposes of this paragraph (f)(3)(i), with respect to their
respective exploitation rights.

(i) Identification of owner -- (A) Legally protected intangible property. The legal
owner of a right to exploit an intangible ordinarily will be considered the owner for
purposes of this section. Legal ownership may be acquired by operation of law or by
contract under which the legal owner transfers all or part of its rights to another.
Further, the district director may impute an agreement to convey legal ownership if
the conduct of the controlled taxpayers indicates the existence in substance of such
an agreement. See § 1.482-1(d)(3)(ii)(B) (Identifying contractual terms).

(B) Intangible property that is not legally protected. In the case of intangible property
that is not legally protected, the developer of the intangible will be considered the
owner. Except as provided in § 1.482-7T, if two or more controlled taxpayers jointly
develop an intangible, for purposes of section 482, only one of the controlled

taxpayers will be regarded as the developer and owner of the intangible, and the
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other participating members will be regarded as assisters. Ordinarily, the developer is
the controlled taxpayer that bore the largest portion of the direct and indirect costs
of developing the intangible, including the provision, without adequate
compensation, of property or services likely to contribute substantially to developing
the intangible. A controlled taxpayer will be presumed not to have borne the costs
of development if, pursuant to an agreement entered into before the success of the
project is known, another person is obligated to reimburse the controlled taxpayer
for its costs. If it cannot be determined which controlled taxpayer bore the largest
portion of the costs of development, all other facts and circumstances will be taken
into consideration, including the location of the development activities, the
capability of each controlled taxpayer to carry on the project independently, the
extent to which each controlled taxpayer controls the project, and the conduct of
the controlled taxpayers.

(iii) Allocations with respect to assistance provided to the owner. Allocations may be
made to reflect an arm's length consideration for assistance provided to the owner
of an intangible in connection with the development or enhancement of the
intangible. Such assistance may include loans, services, or the use of tangible or
intangible property. Assistance does not, however, include expenditures of a routine
nature that an unrelated party dealing at arm's length would be expected to incur
under circumstances similar to those of the controlled taxpayer. The amount of any
allocation required with respect to that assistance must be determined in
accordance with the applicable rules under section 482.

(iv) Examples. The principles of this paragraph are illustrated by the following
examples.

Example 1. A, a member of a controlled group, allows B, another member of the
controlled group and the owner of an intangible, to use tangible property, such as
laboratory equipment, in connection with the development of the intangible. Any
allocations with respect to the owner's use of the property will be determined under
§ 1.482-2(c).

Example 2. FP, a foreign producer of cheese, markets the cheese in countries other

than the United States under the tradename Fromage Frere. FP owns all the
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worldwide rights to this name. The name is widely known and is valuable outside the
United States but is not known within the United States. In 1995, FP decides to enter
the United States market and incorporates U.S. subsidiary, USSub, to be its U.S.
distributor and to supervise the advertising and other marketing efforts that will be
required to develop the name Fromage Frere in the United States. USSub incurs
expenses that are not reimbursed by FP for developing the U.S. market for Fromage
Frere. These expenses are comparable to the levels of expense incurred by
independent distributors in the U.S. cheese industry when introducing a product in
the U.S. market under a brand name owned by a foreign manufacturer. Since USSub
would have been expected to incur these expenses if it were unrelated to FP, no
allocation to USSub is made with respect to the market development activities
performed by USSub.

Example 3. The facts are the same as in Example 2, except that the expenses
incurred by USSub are significantly larger than the expenses incurred by independent
distributors under similar circumstances. FP does not reimburse USSub for its
expenses. The district director concludes based on this evidence that an unrelated
party dealing at arm's length under similar circumstances would not have engaged in
the same level of activity relating to the development of FP's marketing intangibles.
The expenditures in excess of the level incurred by the independent distributors
therefore are considered to be a service provided to FP that adds to the value of
FP's trademark for Fromage Frere. Accordingly, the district director makes an
allocation under section 482 for the fair market value of the services that USSub is
considered to have performed for FP.

Example 4. The facts are the same as in Example 3, except that FP and USSub
conclude a long term agreement under which USSub receives the exclusive right to
distribute cheese in the United States under FP's trademark. USSub purchases cheese
from FP at an arm's length price. Since USSub is the owner of the trademark under
paragraph ()(3)ii)(A) of this section, and its conduct is consistent with that status, its
activities related to the development of the trademark are not considered to be a
service performed for the benefit of FP, and no allocation is made with respect to

such activities.
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(4) Consideration not artificially limited. The arm's length consideration for the
controlled transfer of an intangible is not limited by the consideration paid in any
uncontrolled transactions that do not meet the requirements of the comparable
uncontrolled transaction method described in paragraph (c) of this section. Similarly,
the arm's length consideration for an intangible is not limited by the prevailing rates
of consideration paid for the use or transfer of intangibles within the same or similar
industry.

(5) Lump sum payments - (i) In general. If an intangible is transferred in a controlled
transaction for a lump sum, that amount must be commensurate with the income
attributable to the intangible. A lump sum is commensurate with income in a taxable
year if the equivalent royalty amount for that taxable year is equal to an arm's
length royalty. The equivalent royalty amount for a taxable year is the amount
determined by treating the lump sum as an advance payment of a stream of
royalties over the useful life of the intangible (or the period covered by an
agreement, if shorter), taking into account the projected sales of the licensee as of
the date of the transfer. Thus, determining the equivalent royalty amount requires a
present value calculation based on the lump sum, an appropriate discount rate, and
the projected sales over the relevant period. The equivalent royalty amount is
subject to periodic adjustments under § 1.482-4(f)(2)(i) to the same extent as an
actual royalty payment pursuant to a license agreement.

(i) Exceptions. No periodic adjustment will be made under paragraph (f)(2)(i) of this
section if any of the exceptions to periodic adjustments provided in paragraph (f)(2)ii)
of this section apply.

(iii) Example. The following example illustrates the principle of this paragraph (f)(5).
Example. Calculation of the equivalent royalty amount. (i) FSub is the foreign
subsidiary of USP, a U.S. company. USP licenses FSub the right to produce and sell
the whopperchopper, a patented new kitchen appliance, for the foreign market. The
license is for a period of five years, and payment takes the form of a single lump-
sum charge of $500,000 that is paid at the beginning of the period.

(i) The equivalent royalty amount for this license is determined by deriving an

equivalent royalty rate equal to the lump-sum payment divided by the present
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discounted value of FSub's projected sales of whopperchoppers over the life of the
license. Based on the riskiness of the whopperchopper business, an appropriate
discount rate is determined to be 10 percent. Projected sales of whopperchoppers

for each year of the license are as follows:

Year Projected sales
1$ 2,500,000

2 2,600,000

3 2,700,000

4 2,700,000
52,750,000

(i) Based on this information, the present discounted value of the projected
whopperchopper sales is approximately $10 million, yielding an equivalent royalty
rate of approximately 5%. Thus, the equivalent royalty amounts for each year are as

follows:

Year Projected sales Equivalent royalty
amount

1 $ 2,500,000 $ 125,000

2 2,600,000 130,000

32,700,000 135,000

4 2,700,000 135,000

52,750,000 137,500

(iv) If in any of the five taxable years the equivalent royalty amount is determined
not to be an arm's length amount, a periodic adjustment may be made pursuant to
§ 1.482-4(f)(2)(i). The adjustment in such case would be equal to the difference
between the equivalent royalty amount and the arm's length royalty in that taxable

year.
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