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To pick up where we left  off,  this  article explores the concept of  “hard-to-value intangibles” and a court
case dealing with intangible assets.

The concept of “hard-to-value intangibles”

As  new precedents  develop,  the  competent  authorities  seek  to  assess  risks  inherent  in  intangibles
transactions, as well as drawing up guidelines and recommendations that will help tax authorities identify
potentially  risky  related-party  transactions  and  will  help  taxpayers  avoid  mistakes  in  making  new
arrangements and carrying out new transactions.

In June 2018 the OECD published BEPS Action 8 as guidance for tax authorities in applying the concept of
hard-to-value intangibles.

The term “hard-to-value intangibles” refers to intangibles or rights to such assets that have no reliable
comparables at the time of transfer between related companies,  where forecasts of  future cash flows or
income expected from the intangible at  the time of  transaction or  assumptions used in valuing the
intangible are so unclear that it is difficult at the time of transaction to predict the ultimate success of the
intangible.

Those could be intangibles that –

are only partly developed at the time of transfer;
are not intended for commercial use in the next few years after the transfer;
provide for a fairly novel use at the time of transfer.

A  risk  associated  with  a  hard-to-value  intangible  arises,  for  instance,  where  an  entity  transfers  an
intangible at an early stage of development to a related party, sets a fee that fails to reflect the value of
the intangible at the time of transfer, and later claims that it was not possible to predict with certainty the
success of the intangible at the time of transfer. So the taxpayer claims that the difference between the
ex-ante and the ex-post value of the intangible is attributable to trends that are more favourable than
expected.

Case law on intangibles

The last  decade has  seen an increase in  lawsuits  over  intangibles  transactions.  Since resultant  tax
assessments can be huge, it is worth paying attention to intangibles transactions.

Below we will  explore the Nike/Converse court case, in which royalties for the grant of rights to use
intangibles were exploited as a means of shifting profits.
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Nike is a US group of companies that has included the Converse group since the early 2000s. The group
has set up an arrangement in Europe owning a number of Dutch entities, including two Nike group entities
involved in  this  lawsuit  in  the Netherlands:  Nike and Converse.  Those entities  perform a wholesale
distributor’s functions, i.e. product design, sales, pricing policy, inventory management, customer service,
and marketing on the European market. The two companies employ over 1,000 workers. An evaluation of
their  activities  according to  the DEMPE concept  we mentioned in  our  earlier  article  shows that  the
wholesale  entities  were  involved  in  performing  four  DEMPE  functions  associated  with  developing
intangibles: development, enhancement, maintenance, and exploitation. The two entities hold licences to
use trademarks and patents for Nike and Converse products in the European region for which royalties are
paid.

The licensors receiving royalties are two other group entities in the Netherlands owning trademarks and
patents in the European region. An evaluation of their activities according to DEMPE shows that the
intangibles owners performed only one DEMPE function associated with protecting the intangibles. The
licensors are registered as limited partnerships, which are treated as transparent entities for Dutch tax
purposes and therefore exempt from corporate income tax. Those entities have no employees and conduct
no business so they can be considered shell entities.

The picture below shows the arrangement of intangibles transactions:

As to royalties, the group has determined that its Dutch wholesale entities must earn a 2–5% margin for
their activities, with any excess being treated as royalties.

This  mechanism  for  setting  royalties  was  approved  by  the  Dutch  tax  authority,  who  entered  into  five
advance  pricing  agreements  with  the  Nike  group  over  a  ten-year  period.

Because  of  concerns  about  the  agreed  royalties  failing  to  reflect  the  economic  reality,  the  European
Commission is now checking whether the Dutch tax authority has given an unfair advantage – state aid –
to the Nike group compared to the competition.

An assessment of  the DEMPE functions found that the royalties are not consistent with the parties’
contribution to creating the value of the intangibles. Accordingly, the shell entities were not entitled to the
high level of royalties from the wholesale entities.
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Although the final decision in this lawsuit is still pending, we can see that the European Commission as well
as tax authorities are monitoring internal arrangements in multinational enterprise groups and evaluating
related-party transactions, especially more risky transactions, for instance, those involving intangibles.

To wrap up this  topic,  it  is  important  to  note that  the characteristics  and risk  levels  of  intangibles
transactions vary widely. So, when it comes to planning or taking part in intangibles transactions over a
long period, we recommend annually evaluating the prices applied in those transactions and preparing
documentation that will help the taxpayer show that the transactions have no transfer pricing risk.
 


