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I 1 his article provides a general overview of the
issues which are relevant to tax-efficient Intel-
lectual Property (IP) structuring. Because of

the complexity of these structures, differing commer-

cial considerations between companies and multiple
jurisdictions involved, there is no standard solution.

However, we have suggested some checklists and

frameworks to help in that process.

First we should define our key terms, as follows:

= we will use the term “IP” as shorthand to refer to the

wider set of intangible assets. In principle, all TP
rights that are identifiable and have a market value
can be included in IP restructuring schemes. These
can include trade mark rights (including brands),
copyrights, patents, designs, database rights,
domain names, know-how rights, semi-conductor
topography rights and plant breeders’ rights, for ex-
ample. Whether the IP rights are registered and/or
otherwise formally legally protected is generally not
highly relevant from a tax perspective, although for
certain classes of IP if they are not, tax authorities
may question whether there is economic substance,
and therefore value, attached to these rights. On the
other hand, it will often be relevant to consider
whether IP rights are legally enforceable (that is,
use by others can be prevented), since in the ab-
sence of legal rights it may be said that a putative
independent buyer would not be prepared to pay a
price. Tax authorities may also assume that know-
how has already been shared across a group, so that
the onus will be on the company to explain why this
is not the case. Where rights are not registered (e.g.
copyright, database rights, rights in know-how) it
may not be simple to establish current legal owner-
ship;

= by Transfer Pricing we will refer to the provision of

goods, services, funding or rights to use intangible
assets between related parties. There is an interna-
tional requirement to set internal charges in a
group at “arm’s length” levels, or face tax penalties.

This is related to the fact that transfer pricing is a

major tax planning tool, especially where intangible

assets are involved. We will refer to the OECD

Transfer Pricing Guidelines for Multinational En-

terprises and Tax Administrations (TPG);
= we will use the terms Parentco, IP Holdco and Opco

to describe, respectively, the parent company in a

multinational group, the company in that group in

which the group’s IP may be centralised, and an op-
erating subsidiary.

We have kept our discussion at the conceptual level
with some real world examples, rather than discuss-
ing the relevant legislation of any particular jurisdic-
tion.

I. Analytical frameworks

Three analytical frameworks can help to understand
the techniques and issues involved in transfer pricing
planning using IP: the supply chain, the IP decision
process and the economic objective. These are dis-
cussed in turn below.

Figure 1
Value-adding functions:
Transfer pricing charges along the supply chain
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Routine functions: Transfer pricing charges into the supply chain

Management
Administration
Finance

The supply chain for any company involves trans-
fers of goods, services, finance or rights to use intan-
gible assets along the “value chain” of activities which
create the non-routine profit of the company, and into
the value chain from the supporting functions.
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The intangible nature of IP rights renders them
easily movable and creates the potential for valuable
tax planning (tax planning with intangibles is more
popular than tax planning with risks, the other major
tool of transfer pricing planning, anecdotally because
it is easier to understand). This often involves the mi-
gration of IP into favourable tax jurisdictions and the
creation of licensing structures and resulting royalty
streams. Devising and implementing these structures
requires detailed thought from and collaboration be-
tween tax, IP and transfer pricing economics experts
and close collaboration between them. This expertise
must be applied internationally. Without it, there is a
risk that a scheme can prejudice the underlying IP
rights, rendering them worthless in the process.

For IP rights to be capable of being transferred and
licensed, the relevant rights need to be identifiable
and capable, under domestic law, of being transferred.
Some restructuring arrangements involve a transfer
of legal title; others will only require the transfer of
“economic ownership”, which will not necessarily
amount to a transfer at all from an IP legal perspec-
tive, but rather a licence, in which the licensee is given
the right to exploit the IP in question for its own gain.
In certain cases this kind of “transfer” of economic
ownership may be sufficient to obtain tax benefits
since, typically, the tax structuring focuses on eco-
nomic value.

While IP restructuring can be tax-driven, it can also
be driven by a wish to centralise the management and
control of IP rights so as to maximise their (market-
ing) value for the group, or to find a “home” for ac-
quired brands in the context of a merger or
acquisition (M&A) transaction in which substantial TP
rights are involved.

The differing terms used in a tax context, as op-
posed to an IP context, can result in statements being
made to tax authorities about the proposed structure
that are not desirable from an IP perspective. For ex-
ample, in IP terminology, “transfers” of IP are trans-
fers of ownership of the intangible asset, whereas in
tax terminology the “transfer” may be a licence - a
right to do or use something which would otherwise
be preventable by the right owner through the en-
forcement of an IP right.

While an IP transfer might involve an outright
transfer of legal and beneficial title, it may also involve
a licence from the Parentco to the IP Holdco on terms
that enable the IP Holdco to exploit the IP in question
by sub-licensing it to Opcos for royalties that IP
Holdco will retain, rather than passing them back to
Parentco. That licence from the Parentco to the IP
Holdco may be characterised as having brought about
a transfer of “economic ownership” from a tax per-
spective, while remaining a “licence” from a legal TP
perspective. References to “transfer” in this article
should be read in both ways — the comments made
apply equally to both methods.

It is important for the IP experts to liaise with the
tax experts to ensure that the communications with
tax authorities work to achieve the desired aim with-
out prejudicing the subject IP.

Any company that wishes to maximise the after-tax
return from IP will consider some variant of the deci-
sion process in Figure 2, i.e. a series of questions
about where to own the IP and how to transfer it to

Constraints and Pitfalls
—tax and IP

Techniques
—tax and IP

Step 1: Where to own it
Step 2: How to get it there
Step 3: How to charge for it
Step 4: How to manage it

But to complete this framework we need another analytical framework...

that location, for example, and in each case the rel-
evant technique for achieving this outcome and how
to avoid the potential pitfalls. We will return to this
framework at the end of this article.

Maximise the Net Present Value (NPV) of the intangible asset where:
NPV = -C + Zi=1, n CF (1-t) / (1+r)

where:

C= upfront costs

CF= each cash flow from the intangible asset

i= time period

n= number of periods for which the CF will be generated

t= effective tax rate

r= discount rate

and: r=rf+rp +In
where:

rf= risk free rate
rp= risk premium
In= rate of inflation

and: rp=rin + rc

where:

rin= risk associated with the intangible asset
rc= risk associated with the country

The after-tax return from any IP will be the outcome
of the underlying commercial potential of the IP and
the tax rate and risk of the jurisdiction in which it is
owned, which we can decompose in the manner of
Figure 3.

Il. Implied objectives of transfer pricing planning
involving IP

If we accept the overarching economic objective of
Figure 3, then the following sub-objectives follow:

® minimise the after-tax development cost;

= maximise the cash flow;

= maximise the number of periods for which the cash
flow will be generated,;

= minimise the effective tax rate;

= minimise the risk associated with the intangible
asset;

= minimise the country risk;
= trading-off these objectives where necessary; and

= using transfer pricing and IP planning techniques.

We will discuss the techniques and constraints/
pitfalls for each of these sub-objectives in turn in the
next section.

lll. Techniques, constraints and pitfalls

A. Minimise the after-tax development cost

1. Techniques

In practice, minimising the after-tax development cost
of IP could involve cost plus development in a low cost
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jurisdiction, or jurisdictions with favourable tax
frameworks for IP development.

2. Constraints/pitfalls

The key issues in choosing a location which can mini-
mise the after-tax cost of IP development is to identify
a low cost location for development taking into ac-
count any existing Research and Development (R&D)
tax credits which may be foregone if development is
located in or transferred to another jurisdiction, and
the availability of similar benefits in the prospective
new location.

B. Maximise cash flow

1. Techniques

Commercially-driven IP planning is often designed to
centralise IP management and control so as to maxi-
mise the marketing value for the group — if IP is cen-
tralised in a low tax jurisdiction, all the better.

2. Constraints/pitfalls

Given the commercial benefits of centralising IP man-
agement, a key concern in IP planning is whether any
partial migration of IP could reduce the overall value
of a company’s IP.

It is important to understand whether any third par-
ties may have rights — where patents are concerned,
the inventor may have certain rights and, in some
countries, including the US, will have been named as
the patent applicant.

In certain jurisdictions, certain IP rights cannot be
transferred, for example in Germany there are pecu-
liarities concerning the assignment of employee copy-
right. In certain other jurisdictions it is not possible to
transfer part of an IP right. In all cases, the national
laws regulating the relevant IP right (or at least those
in the major markets covered by the restructuring)
will need to be taken into account.

It is possible that IP restructuring could create a
threat to the wider cash flow of a company, for ex-
ample if there were to be an impact on the credit
rating, interest rate and maximum funding of the
company that has transferred its IP, or if there were to
be an impact on perceptions of its creditworthiness
with suppliers and customers, who may then change
their prices and terms as a result.

In practice many technology-driven companies find
it difficult to identify where their intangibles are
owned - for example when their engineers meet and
exchange ideas in both official forums and in the regu-
lar course of their work; in such a situation those com-
panies can find little alternative to allowing all of their
employees and subsidiaries to have free access to the
intangibles that result.

C. Maximise the number of periods for which the CF will
be generated

1. Techniques

Clearly it is important to register IP effectively wher-
ever possible in all sales locations and arrange for

maintenance and development of the IP on a “con-
tract” basis (if the IP Holdco will not carry on this
function itself) in order to keep it up-to-date. A busi-
ness must continue to manage its trademark and
patent portfolio to cover key sales jurisdictions.

There are marked variations in the life of different
types of IP and they are not always what we would
assume - for example, patents generally last for
twenty years but in certain sectors the technology nor-
mally expires first (for example, in the recent US Veri-
tas Software Corp. et al v Commissioner, 133 T.C. No.
14 case software was determined to lose its value after
only two to four years); copyright lasts for 75 years
after the death of the author; design rights are much
shorter. Arguable, know-how cannot be a form of
“property” (for example, it disappears if the secret gets
out), but it can still be licensed as an exclusive con-
tractual right. One major company assumes that its
know-how has a lifetime of ten years.

2. Constraints/pitfalls

The holder of an IP right must be sure that the se-
lected IP holding structure does not compromise en-
forcement of the rights or recovery of damages at a
local level. In any jurisdiction, there will be the stan-
dard IP risks of invalidation of the IP by a third party,
or of the IP becoming redundant, or of changes in the
interpretation of the IP law. In any review of the likely
legal position on IP it is important to bear in mind
that the ability to enforce IP rights may be determined
by the rules of the jurisdiction in which the rights are
used, as well as how they are held.

D. Minimise the effective tax rate

1. Techniques

Tax-effective IP planning may well be simpler where it
involves the purchase or creation of IP offshore (and
the related location there of the IP maintenance/
protection functions, or at least the strategic direction
of those functions). More usually, it will involve the
migration of existing IP, in which case it is necessary
to consider the tax exit charge consequences.

First, the exit charge will depend on the value of the
IP which is being migrated. This must reflect the li-
cence terms, exclusivity and geography involved (cf.
OECD TPG 6.20 ff).

There is something of a debate over the extent to
which IP can be transferred at cost. Thus it may be
reasonable to value one early stage creation at cost on
the basis that it is work in progress, but if a company
expects from experience that at least one of its cre-
ations will be a “blockbuster” each year (for instance
in the pharmaceutical or video games industries), a
tax authority may contend that it is not realistic to
value them all at cost. There may be a parallel with the
US concept of “workforce-in-place” being an intan-
gible asset and the debate arising of how far that con-
cept can be extended (if one employee moves, there
has been no transfer of an intangible, and if they all
move, an intangible has been transferred, but what is
the cut-off point?).

Where valuations are highly uncertain, they can
generally be based on forecasts of revenue and costs,
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without the expectation that a tax authority would be
able to use hindsight to revalue the asset on the basis
of outturn figures (see OECD TPG Annex to Chapter
VI and the UK DSG Retail Limited v R&CC [2009]
UKFTT 31 (TC) (DSG) case, for example). However, in
some jurisdictions the transfer pricing rules, or the in-
terpretation of them by local tax authorities, do not
allow a transfer of IP rights at a fixed price, especially
if it is difficult to establish such a price because of un-
certainties in the future royalty streams. This assumes
that unrelated parties would have agreed to a pricing
mechanism, taking into account not only the esti-
mated value on the transfer date, but also actual rev-
enues generated over a number of years thereafter.
This may lead to an earn-out arrangement (also re-
ferred to as a price commensurate-with-income stan-
dard, or “super royalty”). If such an arrangement is
required, this may negatively affect the tax benefits of
the structure. Similar valuation issues will apply in an
M&A situation where a part of the overall purchase
price of a business may have to be allocated to the TP
rights.

The decision in the Veritas case was that intangible
assets should be valued individually and not in the ag-
gregate — an IP transfer is not a transfer of a business,
and cannot be valued by reference to the profits of the
business as a whole.

The actual tax impact of a migration of IP would
also be influenced by the ability to use tax losses to
shelter capital gains.

The migration itself can take several forms, as fol-
lows:
= the outright sale of IP at an early development stage

when the certainty of successful development (and

hence the valuation) are low. Anecdotally, it is the
experience of some companies that it may be best to
pay an exit charge up-front because the seller’s state
tax authorities then tend not to contend that the
subsequent royalty rate charged by the IP Holdco to
the operating companies is too high;

= formalising know-how into IP offshore;

= sharing the development costs, ownership and ex-

ploitation (i.e. partial migration - see Case Study 1

for an example);
= a “wither on the vine” royalty payment for the old

1P, with its subsequent maintenance and develop-
ment being paid for by a low tax company, which
would then have sole rights to exploit it. For ex-
ample, in Veritas it was determined that software

would only have a lifetime of two to four years, and
that the appropriate royalty rate for it should de-
cline by a constant factor each year (e.g. by one
third), before falling to zero in the last year); and

u the transfer of the IP to a branch of the same com-
pany in a low tax jurisdiction followed by the tax-
free, or tax-deferred incorporation of that branch,
where the tax law of the original jurisdiction per-
mits this.

Having transferred the IP, there is a choice of op-
tions for how it will be charged for to the Opcos. These
include lump sums up-front and/or at milestones, fees
per unit, percentages of revenue and mixtures of these
three. Where the potential revenue from IP is uncer-
tain, it is common for independent licensors to re-
quire a lump sum payment and a royalty.

Where a percentage royalty on sales is chosen, this
could be securitised in order to raise finance. However
the intangible is charged for from the options above,
it may, depending on its nature, be possible to bundle
it up with access to centralised services as a franchise
fee (see Case Study 2 for an example). This could have
various benefits including that it may be worth more
than the sum of the parts, so that a higher overall
charge could be made, and also that it could mitigate
withholding tax (WHT) (consider OECD TPG 6.17-
19). Alternatively it could be rolled up in a charge for
products, if the IP Holdco is inserted into the supply
chain as a manufacturer, so potentially eliminating
WHT altogether.

More radically, the IP Holdco could become the
central entrepreneur for the group, booking all third
party revenue and paying the Opcos a service fee (see
Figure 4). This could produce the largest longer term
tax benefits but at the expense of the largest up-front
capital gains tax payments as the Opcos would give up
not just their IP but also their informal intangible
assets such as their supplier and customer relation-
ships.

A further critical tax planning issue may be the pos-
sible application of controlled foreign company (CFC)
rules. These typically require an attribution of the
income of controlled companies located in low tax ter-
ritories back to the parent company jurisdiction. That
of course could at a stroke undo the tax planning
which might otherwise be achievable by the use of a
low tax zone IP Holdco. The UK is currently reviewing
its CFC regime with a specific focus on IP holding
companies.

Figure 4
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Case Study 1

Option 1: Complex contracting
sale of local material

Option 2: Royalties / WHT
sale of all material

Option 3: Cost Contribution Arrangement
sale of all material

Context:
e intangible material generated in several locations

e ideally to all be sold in each location.

Decisions:
e where to own the IP — everywhere that it will be used

e how to get it there — through the sharing of development costs in
proportion to sales value

® how to charge for the IP — no charges

® how to manage the IP — adherence to a Cost Contribution
Agreement (CCA) monitored by the head office.

Company »| Local Company .| Local Company .| Local

A Customers| A "|Customers| A Balancing _|Customers

T ¢ Licence of local material T ¢ i ZZ{ZEZ?W

Company .| Local Company .| Local Company costs || ocal

B _|Customers| B "|Customers| B "|Customers|
Company Local Company .| Local Company .| Local

C »|Customers| C "|Customers| C "|Customers|

Shared material Constraints/pitfalls:

e much lower development unit costs in one territory, implies
controversial balancing payment to other companies or tweak
the formula?

one company would not start selling the material for some time
after it started developing it — to join the cost share later or
receive controversial reimbursement with no profit mark-up in
early periods?

legal enforcement — does it require all the parties to be involved
in any action? Or the legal and beneficial owner, if separate?
Should the CCA assign ownership of the material to each of the
other companies? Should this be done by a licence clause or a
non-assert clause?

In practice, many companies already use the central
entrepreneur (IP owner and risk-taker) model, but site
it in the home jurisdiction in order to gain greater
control over the business, rather than in a favourable
tax jurisdiction. Other companies in industries where
major investments are made in physical assets worry
that an Opco tax authority will view a central entre-
preneur as only the “infrastructure owner” in the
group and argue that it should just make the normal
return on these assets for its industry.

In general, it is advisable to run the proposed IP
structuring transaction by the statutory auditor of the
group in order to avoid unexpected accounting issues
(specifically related to International Accounting Stan-
dard 38 and Special Purpose Vehicle consolidation
rules) that may directly or indirectly impact on the
transfer pricing structure that will be chosen for tax
purposes.

Transfer pricing compliance must then be ad-
dressed, and this will include the following tasks:

= documenting the commercial rationale for the TP
migration;

= defining the IP in question;

= valuing the IP, using the market price method (most
likely when the TP was originally acquired from a
third party), the cost method (if the IP is still at an
early stage of development), or the income method
(the present value of the forecast royalty stream);

= benchmarking the level of the new charges to the
Opcos;

= preparing new charging agreements;
= meeting the extensive requirements for Cost Contri-

bution Agreements (CCAs) (OECD TPG 8.40-43), if
that route has been chosen; and

= perhaps seeking to enter an Advance Pricing Agree-
ment (APA) with one or more of the tax authorities
involved.

2. Constraints/pitfalls

As noted above, there is a link between the valuation
of the IP at the point of transfer and the expected sub-
sequent revenue stream accruing to that IP. The sub-
sequent level of charges could be challenged if the
assumptions on which the forecasts were based were
not robust, or if there is reason for a tax authority to
be believe that independent parties would not have
agreed to a fixed payment or royalty rate, or if there is
a mismatch between the original valuation and the
level of the subsequent charges.

A major area for challenge (substance/transfer
pricing/CFC) is whether the managers of the IP have
moved to the low tax jurisdiction.

IP Holdco structures are intended for sheltering
future group profits. If the group as a whole were to be
loss-making, an IP scheme may inefficiently cause it
to pay tax, since the IP Holdco will typically derive net
royalty income, albeit at a low rate, and any internal
contract R&D company would be expected to report a
steady profit. In such a situation, compared to a struc-
ture without an IP scheme in place, Opco losses could
be larger (due to the royalty charges, other things
being equal) and generally these losses cannot be
compensated with the profits realised by the IP
Holdco (tax loss lock-in). Also, a retransfer out of the
IP Holdco could result in a loss realised in the IP
Holdco that may not be usable for the group.

In some jurisdictions, the transfer of IP rights is
subject to specific taxes or stamp duties. (However,
under European Union (EU) Value Added Tax (VAT)
rules, the transfer of IP rights is generally not subject
to VAT in the country of the transferor. Any VAT on the
acquisition of the IP rights in the IP Holdco jurisdic-
tion is often recoverable.

Care needs to be given to the details of the IP migra-
tion and subsequent licence agreement in order to
avoid further challenges, including the following as-
pects:
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Case Study 2

The franchise model — 1
Centralised IP, decentralised risk, franchisor
outsources service provision

The franchise model — 2
Centralised IP, centralised risk, franchisor
outsources service provision

Franchisor — Low Tax Central Management — UK

Cost +

® Brand Investment Management
o Corporate Strategy fee

e Training Policies
e Technology / IT

* Administration
* Management
e CRM

N~

Franchise fee

Op. Co. UK Op. Co. Asia Pac Op. Co. Euro & ROW
® Sales o Sales e Sales

e CRM * CRM * CRM

® Operational risk ® Operational risk ® Operational risk

Franchisor — Low Tax Central Management — UK

Cost +

® Brand Investment Management
o Corporate Strategy fee

e Training Policies

e Technology / IT

e Centralised risk holder

AN

e Administration
* Management
e CRM

Franchise fee

= Residual Profit

Op. Co. UK Op. Co. Asia Pac Op. Co. Euro & ROW
e Sales e Sales e Sales

e CRM e CRM * CRM

New image

Context:
® new image to take the company up-market, increase revenue per
transaction

e linked to better quality, more consistent and expert service
e hence new marketing and trade intangibles.

Decisions:
e where to own the IP — existing Opco in Switzerland

The franchise model - 3
Centralised IP, separate centralised risk, risk-taker as entrepreneur

Franchisor — Low Tax Central Management — UK

Franchise
e Brand Investment Fee

e Corporate Strategy
* Training Policies

e Technology / IT

o Administration

* Management

* CRM

e Centralised risk holder

va

Residual Profit

Op. Co. UK Op. Co. Asia Pac Op. Co. Euro & ROW
e Sales e Sales e Sales
e CRM * CRM * CRM

e how to get it there — finance the development from Switzerland

e how to charge for the IP — franchise fee, packaged with services

® how to manage the IP — out of Switzerland through franchise
agreements.

Constraints/pitfalls:
e continued UK role in providing central services — need to design
an option to fit.

The franchise model - 4
Centralised IP, decentralised risk, independent service provider

Franchisor — Low Tax

® Brand Investment
e Corporate Strategy

Central Management — UK

o Administration
e Management

e Training Policies e CRM

e Technology / IT
AAA Cost + M A A

Franchise Fees Management
fee

Op. Co. UK Op. Co. Asia Pac Op. Co. Euro & ROW
® Sales | * Sales 1 © Sales

e CRM e CRM e CRM

® Operational risk ® Operational risk e Operational risk

= has the IP been properly defined — has some been
left behind to be taxed at the old rate?

= will some development of the IP continue in a high
tax production or marketing jurisdiction, leaving
part of the profit to be taxed at the old rate (witness
the US Glaxo case)?

= has all of the IP been captured in the new licence
agreement so that the charge can be maximised?

= could the terms of the new licence agreement have
been changed so as to increase the royalty rate? But
conversely:

= are the terms so long term/exclusive/global that a
tax authority could argue that open market royalty
rates (“Comparable Uncontrolled Prices”) would
not be sufficiently comparable to be used as a refer-
ence point, and adopt a less tax favourable method
for establishing the royalty rate (see the UK DSG
case for an example of the comprehensive rejection
of comparables)?

Another area of risk relates to transfer pricing re-
characterisation. We may note the recognition that
“For wholly legitimate business reasons due to the re-
lationship between them, associated enterprises
might sometimes structure a transfer in a manner that

independent enterprises would not contemplate”
(OECD TPG 1.10; 6.13) and that “A tax administra-
tion’s examination of a controlled transaction ordi-
narily should be based on the transaction actually
undertaken by them” (TPG 1.36). However, in excep-
tional circumstances tax administrations may disre-
gard actual structure where:

= the economic substance of a transaction differs

from the form; or where

» the arrangements in their totality differ from those
which would have been adopted by independent en-
terprises behaving in a commercially rational
manner and the actual structure practically im-
pedes the tax administration from determining an
appropriate transfer price (TPG 1.37).

TPG 8.29-30 also provides for the disregard of all or
part of a cost contribution agreement and TPG 1.27
discusses situations in which a taxpayer’s allocation of
risk can be disregarded. The OECD Business Restruc-
turings paper: Issues Note 4 also provides for transac-
tions to be recharacterised on the grounds of
“commercial irrationality”. In the UK, there are
grounds for recharacterisation in Income and Corpo-
ration Taxes Act 1988 Schedule 28AA paragraph 1(2)
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although this point was ultimately not pursued by the
tax authorities in DSG. However, in Veritas, it was
ruled that the licence of pre-existing IP by the new
central IP Holdco cannot be characterised as the sale
of that IP to the IP Holdco unless the licence arrange-
ment lacks economic substance.

If IP rights are licensed in relation to physical goods
that are imported by the licensee and are subject to
import customs duties, then there may be an issue
that the royalty payments are considered to form part
of the value of the imported physical goods, increas-
ing the duties.

In cases where physical goods with a high “IP value”
are shipped within the group to overseas subsidiaries,
separately charging the sales companies for the use of
the IP rights could be considered, rather than includ-
ing the IP rights in the transfer price. This may allow
for additional tax savings on import and customs
duties. However, both the World Customs Organisa-
tion and the EU have agreed that trade mark royalties
can in certain circumstances be dutiable.

E. Minimise the risk associated with the intangible asset

1. Techniques

Clearly, the key requirement in this respect is to
ensure that the IP Holdco has the capability to
manage the development and exploitation of the IP ef-
fectively. Even know-how can be defended in a con-
tract, or through the doctrine of equity with
injunctions, or fiduciary relationships/duty. It can be
protected through restrictive covenants and confiden-
tiality obligations. In this way know-how ownership
can come close to IP ownership in terms of certainty.
The major difference is that once the secret is out, the
value disappears.

2. Constraints/pitfalls

It is possible that the new ownership arrangements
could make it harder to enforce legal ownership of the
IP - for example, problems in this respect can arise in
CCAs, in which legal IP ownership may be shared.

Schemes that involve a split in trade mark owner-
ship (for instance, all the marks in one geographical
region remain where they are — all the marks in an-
other geographical region are transferred to a differ-
ent owner) are generally viewed with disfavour by
those in charge of trade mark portfolios within large
companies, given the need to ensure that in dealings
with those marks in courts around the world a consis-
tent message is conveyed about the marks and what
they stand for.

A transfer of registered IP rights will need to be re-
corded at all the relevant national IP registers where
the rights are listed. These recorded requirements,
while administrative in nature, are time-consuming
and can be very expensive if the IP right portfolios that
are subjected to the restructuring are extensive (it is
not unusual for a company that relies on its IP rights
to own thousands of registered rights all over the
world). In some jurisdictions, such as the UK, those
transfers must be recorded within six months of the
transfer date, to avoid losing rights to claim costs/

damages in infringement proceedings relating to the
1P rights transferred.

In most jurisdictions, it is possible to grant licences
of IP on terms that permit the licensee to benefit from
the further exploitation of that IP by sub-licensing.
However, that is not the case for all IP rights every-
where. In India, for instance, a structure that involves
sub-licensing of a trade mark may render that mark
vulnerable to attack.

Licences (whether from the Parentco to the IP
Holdco or from the TP Holdco to the Opco) will need
careful consideration to ensure that, while meeting
the desired tax objectives, they do not contain terms
that undermine the value that the IP rights encapsu-
late. The duration of the licence, its financial terms, its
provisions as to enforcement of the IP rights and its
termination provisions are all potentially relevant to
that issue.

Each type of IP right has its own legal regime, both
at a national and regional level. In implementing an IP
right’s restructuring, careful attention must be paid to
the relevant IP right’s legal regime in order to ensure
that any proposed transfer and/or licensing scheme
can be implemented without prejudicing the underly-
ing rights or the owner’s ability to enforce them, both
in terms of obtaining injunctive relief and recovering
damages. Certain issues may arise in the case of trade
mark-based restructurings given the function that a
trade mark (or brand) plays as a guarantee of origin in
relation to the goods and services on which it is used.

Where the IP rights that are being restructured are
registered, e.g. patents, trade marks and registered de-
signs, one must also consider any changes to the rel-
evant IP registers that are required by virtue of the
proposed restructuring. If legal title is to be trans-
ferred, the new owner should be recorded as such on
the various relevant IP registers — a potentially time-
consuming and expensive exercise.

F. Minimise the country risk

As an example of country risk in IP planning, the US
Treasury Department reported in 2004 that: “[Country
X’s] existing legislation governing protection of intel-
lectual property rights is insufficient, and enforce-
ment efforts have been sporadic and largely
ineffective . . . (T)he laws are largely not enforced and
[foreign] firms have had little success in getting justice
in this area from [country X] courts.”

1. Techniques

The techniques for minimising IP country risk include
thorough prior review of the local IP protection and
enforcement of property rights, formal registrations,
APAs, and seeking to agree low tax risk status with the
local tax authority.

2. Constraints/pitfalls:

In broad terms, there are three types of country IP risk
over which a taxpayer can have little control, as fol-
lows:

= legal decisions/willingness to enforce the law;

= political risk, such as nationalisation, civil unrest
and war; and
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= regulatory risk — price constraints (e.g. in the phar-
maceutical and utilities sectors), fines (where the IP
has allegedly been used to abuse monopoly power),
and windfall taxes (for example on banks).

In some jurisdictions, a licensing structure may
limit the IP infringement remedies available to the IP
Holdco and the Opco. For example, in a patent in-
fringement case a licensor could not claim profits lost
by its sister company to which it had granted a non-
exclusive licence, because a non-exclusive licensee has
no legal right to enforce ownership of TP and cannot
be a party to an action to recover damages.

As a general point, the IP Holdco should be set up in
a way that prevents the tax authorities of any other ju-
risdiction than the TP Holdco’s jurisdiction — perhaps
particularly Parentco’s — from successfully arguing
that the IP Holdco is resident in that other jurisdiction
(or could be considered to have a permanent estab-
lishment there). This would generally require a cer-
tain minimum level of “substance” in the TP Holdco
and requires careful thought about where the effective
management of the IP Holdco is exercised.

Suitable tax jurisdictions for an IP Holdco include
not only regimes with a low formal tax rate, but also
“onshore” jurisdictions with a high tax rate, but with
attractive features, including the following:
= attractive depreciation mechanisms for IP rights, so

that accelerated amortisation can be used against

other income. In this case, from an overall tax per-
spective generally only a tax deferral benefit is
achieved

= attractive special regimes for IP rights. This may in-
clude structures using an IP Holdco that is incorpo-
rated and resident in a high tax jurisdiction, but
with a permanent establishment (branch) in a low
tax jurisdiction. An example is a Luxembourg com-
pany with a Swiss or Irish branch

= “royalty box” or “patent box” systems where, despite
the usually high rate of tax, a special low rate is ap-
plied to qualifying royalty income (e.g. in the Neth-
erlands).

If the profits realised at the IP Holdco’s level are
taxed at the Parentco’s level, immediately when re-
alised (e.g. under CFC rules) or upon distribution, at
the Parentco’s (high) tax rates, the tax saving for the
group might evaporate. If instead the Parentco is resi-
dent in a jurisdiction applying an exemption system
for distributions extracted from subsidiaries (partici-
pation exemption), and assuming that CFC rules are
not in point, the issue is whether the conditions for
this exemption can be met, given the specific activities
in the TP Holdco and its (usual) beneficial tax position.
Some jurisdictions require minimum (effective) tax
rates or impose specific conditions, e.g. related to
active management of the IP rights, on subsidiaries
holding IP rights.

If the Parentco is resident in a jurisdiction that taxes
dividends while applying a credit system for underly-
ing tax upon distribution of dividends, then the IP
Holdco’s profits will ultimately become subject to
Parentco tax. The tax benefit offered by the scheme
will then, in most cases, consist of a deferral benefit.

In both types of jurisdiction, anti-deferral rules or
anti-abuse rules may apply: we have already men-
tioned CFC legislation, and there are other forms of
anti-tax haven legislation.

Techniques Constraints and Pitfalls

—tax and IP - tax and IP
Step 1: ¢ |P management skills e Poor IP protection regime
Where to * Existing IP location e Breaking up the portfolio
own it e Low effective tax rate * Poor treaty coverage/WHT

¢ Available tax losses e CFC exposure
Step2: How e Sale at early stage ¢ Not identifying and moving it all
to get it e Wither on vine royalty o Exit charge
there e Cost share buy-in
Step3: How e IP company in the supply ~ ® Not including all IP in the licence
to charge chain ¢ Terms don't maximise the charge
for it * Royalty/franchise fee ¢ Enforced profit in bad years?

© Cost Contribution Agreement
Step4: How e Formal IP registrations e |ack of substance
to manage e Transfer pricing agreements e Ongoing IP development in higher
it * APAs? tax jursdictions

Specific anti-tax haven rules may also apply from
the Opco’s perspective, making it impossible to deduct
royalties based on the tax position of the IP Holdco or
reversing the burden of proof regarding the IP Hold-
co’s activities.

These types of rules (especially CFC legislation) will
generally have a substantial impact on:

1. the ability to achieve the intended tax benefits,

2. the place where the TP Holdco is located within the
group or

3. the required level of substance in the IP Holdco lo-
cation.

Therefore, careful attention at the early stage of the
restructuring process is required.

In choosing the IP Holdco’s location, consideration
should be given to possible exit scenarios: would a re-
transfer of the IP rights out of the IP Holdco lead to
substantial tax costs (capital gains tax, transfer taxes,
stamp duties, tax losses being trapped in the IP
Holdco, etc)?

If the IP Holdco is to be financed through equity,
capital taxes and stamp duties at IP Holdco level
should be considered.

The need for treaty protection and/or the applica-
tion of the EU Interest and Royalty Directive in order
to reduce or avoid withholding tax at the payer level
on royalty payments to the IP Holdco may necessitate
the use of an intermediate company, though careful
consideration should be given to the risk of conduit
structures being challenged on the basis that the inter-
mediate company is not the beneficial owner of the
royalties (see the UK Indofood International Finance
Ltd. v JPMorgan Chase Bank NA case on interest con-
duits and the impending Velcro Canada Inc v The
Queen case on royalties in Canada).

IV. Conclusions

By way of example, on the basis of this high level
review of the objectives and issues involved in IP plan-
ning, a company might complete the framework set
out at the beginning of this article in the manner of
Figure 5.
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