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Intellectual property (“IP”) is a cornerstone of value for many businesses operating in today’s
global economy. When companies with related entities in different countries transfer IP, U.S.
transfer pricing rules come into play. This article explains the key considerations for U.S. transfer
pricing as it relates to intellectual property, offering guidance for business leaders who may be
unfamiliar with these rules. Our goal is to clarify the IRS’s approach, the methods for valuing IP,

and highlight compliance requirements and potential risks.
What Is Intellectual Property?

According to the Internal Revenue Service (“IRS”), intellectual property refers to intangible assets
that are created from intellectual effort and provide value to a business. These assets are not
physical in nature, but their legal rights and economic benefits can be transferred or licensed.

Common examples of IP include:
e Patents - Exclusive rights granted for inventions, such as new processes or products.

e Brands and Trademarks - Distinctive signs, logos, or names that distinguish products or

services.

e Copyrights - Legal protection for original works of authorship, such as software,

literature, or art.



e Trade Secrets - Confidential business information, like formulas or processes, that

derives value from being kept secret.

The IRS recognizes these and similar intangibles as subject to transfer pricing regulations when

transferred between related parties.
Transfer Pricing Rules for IP Transfers

Transfer pricing refers to the rules and methods for pricing transactions between related entities
in different tax jurisdictions. When intellectual property is transferred or licensed among related
companies—for example, between a U.S. parent and its foreign subsidiary—transfer pricing
rules ensure that these transactions are priced as if they occurred between unrelated parties.
This is vital for preventing artificial shifting of profits to low-tax jurisdictions and for ensuring fair

taxation.
Identifying and Valuing Intangible Assets

The first step in applying transfer pricing rules to IP transfers is identifying the specific
intangible assets involved. This includes documenting the legal ownership, development, and
economic contributions related to the IP. Once identified, the next step is to determine the fair
market value of these assets. Accurate identification and valuation are crucial for setting

appropriate transfer prices and complying with IRS requirements.
Valuation Methods for Intellectual Property
There are three common methods for valuing intellectual property in transfer pricing:

e Cost Method: This approach values the IP based on the costs incurred to develop or
acquire the intangible asset, with adjustments for depreciation and obsolescence. It is
often used for newly developed or unique intangibles but may not reflect the true

economic value of established IP.

e Market Value Method: Here, the value is determined by referencing arm’s length prices
from comparable transactions between unrelated parties. This method is preferred when

reliable market data is available.

¢ Income Method: This method estimates the present value of future income streams that
the IP is expected to generate. It is commonly used for IP with measurable and

predictable cash flows, such as licensing royalties.

Choosing the appropriate valuation method depends on the nature of the IP and the availability

of data.



IRS-Approved Transfer Pricing Methods for IP

A central principle in U.S. transfer pricing is the arm’s length standard. This means that prices,
including royalties and fees for IP transfers, should be consistent with those that would be
charged in similar transactions between unrelated parties. The IRS uses this standard to assess
whether related-party transactions are appropriately priced and to make adjustments, if

necessary.

Once the value of the IP is determined, companies must apply the transfer pricing method that
provides the most reliable measure of an arm’s length result. The IRS has outlined specific

methods for determining arm’s length prices for transfers of intangible rights, as detailed in the
United States Internal Revenue Code (“USIRC”) section 482 and its regulations. The three most

commonly used methods are:

1. Comparable Uncontrolled Transaction (“CUT”) Method: This method compares the terms
of the related-party IP transfer to those of similar transactions between unrelated
parties. If comparable data is available, the CUT method provides strong support for the

transfer price.

2. Profit Split Method: This approach divides the combined profits from the IP between the
related parties, based on their respective contributions and functions. It is useful when
both parties contribute significantly to the development or exploitation of the intangible

asset.

3. Comparable Profits Method (“CPM”): Here, the profitability of the tested party is
compared to that of independent companies engaged in similar activities. Adjustments

are made to account for differences in functions, assets, and risks.

Selecting the most appropriate method depends on the facts and circumstances of the

transaction, the availability of comparable data, and the functions performed by each party.
Compliance and Penalties

Failure to properly identify, value, or document the transfer of intellectual property can lead to
IRS adjustments. If the IRS determines that the transfer price does not meet the arm’s length
standard, it may reallocate income, resulting in additional taxes, interest, and substantial
penalties. Penalties can be as high as 40% of the tax underpayment in cases of gross valuation
misstatements. Therefore, robust documentation and adherence to transfer pricing rules are

essential for minimizing risk.



Exit Tax and Documentation Requirements

When a U.S. company transfers intellectual property to a foreign affiliate, an exit tax may apply.
This tax is designed to capture the built-in gain on the transferred IP as if it were sold at fair
market value. To support their transfer pricing positions, companies must prepare and maintain
detailed documentation, including a description of the IP, valuation analyses, and evidence
supporting the selected transfer pricing method. This documentation should be updated

annually to reflect changes in business or market conditions.
Key Takeaways

e The IRS defines intellectual property as intangible assets such as patents, trademarks,

copyrights, and trade secrets.

e Transfer pricing rules apply to related-party IP transfers to ensure prices reflect those

between independent parties.

e Valuing IP typically involves cost, market value, or income methods, depending on the

asset and data availability.

e The arm’s length standard is fundamental, requiring transfer prices to match those in

comparable uncontrolled transactions.

e |RS-approved methods for IP transfer pricing include comparable uncontrolled

transactions, profit split, and comparable profits methods under USIRC section 482.

e Incorrect valuation or insufficient documentation can trigger IRS adjustments and

substantial penalties.

e An exit tax may apply when a U.S. company transfers intellectual property to a foreign

affiliate.

e Proper transfer pricing documentation and regular updates are essential for compliance

and risk mitigation.

Our team of transfer pricing experts is available to assist you with the preparation of a
Transfer Pricing Study in full compliance with the rules and regulations of the participating
jurisdictions. We can help you navigate the complex tax landscape to ensure that you are
taking advantage of all the available benefits. Contact us today to learn more about how

we can help you.



We are committed to helping you navigate Puerto Rico's tax environment and keep you up to
date with all tax-related developments. Please contact our Tax Department for additional
information on the incentives discussed above or any other available incentives. We will gladly

assist you.
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DISCLAIMER: This update and its content do not constitute advice. Clients should not act solely
on the basis of the material contained in this publication. It is intended for information purposes
only and should not be regarded as specific advice. In addition, advice from proper consultants
should be obtained prior to taking action on any issue dealt with this update. The information

provided in this publication may change in the future and such changes may be applied
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