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Abstract

The Arm’s Length Principle (ALP) is the cornerstone of the current transfer pricing regime.

The application of the ALP is predicated on "usihg the price charged in transactions between

independent entities in an open market to determine or benchmark the appropriate transfer
price to be charged in transactions between associated entities within a Multinational
Corporation (MNC) Group. At the time when the ALP was adopted, transactions in tangible
items were prevalent and there were comparative market prices to determine the appropriate
transfer price. The ALP was therefore considered as the best possible means to ensure that
profits of associated entities derived from cross-border transactions are allocated in a way
that is fair between the MNCs and the different tax jurisdictions in which they are doing
business. However, advancements in technology gave rise to new business models that shifted
transactions from the traditional tangible items to intangible items. These intangible items are
unique items in the sense that they are hard to value due to the absence of comparative market
prices to determine the transfer price. This constitutes a practical challenge to the application
of the ALP which can creat opportunities for tax avoidance. The objective of this article is to
examine the nature of Hard to Value Intangible and its challenges to the application of the
ALP. The-article will also examine the recommendations proposed by the Organisation for
Economic Cooperation and Development to overcome this challenge. The article examined the
transfer pricing treatment of intangibles in Nigeria.

Keywords: International Taxation, Transfer Pricing, Intangibles, Arm’s Length Principle, Tax
Avoidance

* -

1.0 Introduction

Globalisation freed the erstwhile geographical and territorial limitations and boundaries in
international trade and business activities. This led to the emergence of Multinational
Corporation (MNC) Groups that could extend their business activities and operations to other
countries.! A MNC Group is usually consisted of a parent-company and other subsidiary
companies located in different countries that are under the management and control of the
parent company thereby creating a parent-subsidiary relationship within the group. The parent-
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between such assocxated entities must not in any way differ from the prices and conditions that
would have been obtainable in a similar comparable transaction between independent entities.'’

To achieve this, a MNC is required to identify a market-based price of transactions between
independent entities to determine the appropriate transfer price that could be charged in respect
of transaction betw?e':n a.ssocmted entities. The open market place comprising of prices charged
by independent entities in similar transactions is therefore the measure to benchmark or verify
the appropriate transfer price to be charged in transactions between associated entities and it is
what determines whether or not transfer price has been manipulated or abused by a MNC to
avoid or evade tax.'? This benchmarking system s commonly referred to as a ‘comparability
analysis’ and it is rcgarde_d as the heart of the application of the ALP and it is the determinant
factor as to whether or not the transfer price has been abused or manipulated.'?

Atthe point of the adoption of the ALP, transactions in tangible items was prevalent. This made
the application of the ALP a simple one as the market price of tangible items can easily be
obtained in comparable transactions between independent entities. The availability of
comparative market price of tangible items also made the application of the ALP to look
straight forward in theory and practice.!* The ALP was therefore regarded as the most
appropriate means to determine or benchmark the appropriate transfer price to be charged in
transactions between associated entities. 's

However, advancements in technology gave rise to new business models that shifted trading
from the traditional tangible items to intangible items. These intangible items are unique items
that are usually hard to value due to the fact that, unlike the tangible items, there are usually
little or no comparative prices in the open market to determine or benchmark the appropriate
transfer price to be charged in transactions involving transfer of intangible items between
associated entities.

This constitute a serious challenge to the practical application of the ALP that is premised on
using the price charged in a comparable transaction between independent entities to benchmark
or determine the appropriate transfer price to be charged in a transaction between associated
entities. This, therefore, created opportunities for MNCs to set the price of transactions
involving intangibles in such a way to avoid or evade tax bearing in mind there is no
comparable open market price that can be used to benchmark or determine the appropriate

transfer price to be charged in this regard.

This article therefore examined the nature of Hard to Value Intangibles (HTVI) and the
challenges posed to the application of the ALP. The article also examined the recommendations
of the OECD to over the challenges in this regard as well as the present transfer pricing

"" European Union, ‘Arbitration Convention on the elimination of Double Taxation in connection with the

adjustment of _ profits of associated enterprises’ (1990)
<http://www.wu.ac.at/fileadmin/wu/d/i/taxlaw/institute/ WU_Global_Tax_Policy_Center/Arbitration/arb_2/E
U_Arbitration_Convention-_Draft.pdf> accessed on 15 April 2021

12 United Nations, ‘Practical Manual on Transfer Pricing for Developing Countries’ (2013)
<http://www, nual_TranferPrici accessed on 15 April 2021

" OECD, ‘OECD/G20 Base Erosion and Profit Shifting Project: Aligning Transfer Pricing Outcomes with Value
Creation’ <http: i 9 41244-en> accessed on 15 April 2021

* OECD, ‘Review of Comparability and of Profit methods: Revision of Chapters I-III of the Transfer Pricing
Guidelines’ Centre for Tax Policy and Administration  <http:/Wwiw.0ecd.org/etp/transfer-

s Dricing/4576 7 accessed on 15 April 2021
* Ibid
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30 Intangibles Within the Context of Transfer Pricing

The classification of: intaqgibles yvith the context of transfer pricing is quite different from the
above general c.lass1f3catlon of intangibles. Within the transfer pricing context, the OECD
classified intangibles into two broad categories namely: marketing and trade intangibles.?*

Marketing intangibles includes trademarks and trade names that aid in the commercial
exploitation of a product or service, customer lists, distribution channels and unique names,
symbols or pictures that have an important promotional value for product concerned.?® Trade
intangibles, on the other hand, include patents, know-how, designs, and models that are used
for the production of a good or the provision of a service as well as intangible rights that are
themselves business assets transferred to customers or used in the operation of business (e.g.
computer software).2® Py T e S R

It is quite obvious obvious that the OECD’s classification relies mainly on the third general
category of intangibles, that is, “intellectual property’. Thus, classification of intangibles within
the transfer pricing context does not take into consideration the first and second categories of
the general classification of intangibles, that is, ‘intellectual capital’ and ‘intangible assets’.?’

4.0 Nature of Hard to Value Intangibles (HT VI)

Generally, transactions between associated entities in respect of intangible items are divided
into three namely: a sale and purchase, a license and a joint development.?® The ‘sale and
purchase’ and ‘license’ transactions involves a situation a situation whereby one associated
entity creates an intangible and transfers (sells or licenses) it to another associated entity while
the ‘joint development’ transaction involves a situation whereby two or more associated
entities contribute to the creation of an intangible and mutually benefit from it thereafter.?’

As stated earlier, the ALP is the international standard for assessing the transfer price to be
charged by associated entities in any transaction between them. This means that in any
transaction involving transfer of intangibles between associated entities, it is the price charged
between independent entities in a similar comparable transaction that will be used to
benchmark the transfer price to be charged between the associated entities.

| have to obtain the price of a comparable transaction
between independent entities in the open market to set the price of the transfer of the
intangibles. Where the agsociated entities are able to obtain such information in the open
market they can easily set the transfer price of the transaction but where a comparative price is
not readily available in the open market, setting the transfer price of such intangible becomes

difficult as it is one that is hard to value.

To do this, the associated entities wil

—
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er, nowadays, the increasing importance of intangibles has exacerbated and constitutes
a sort of achilles heel to the application of the ALP as the intangibles usually do not have ties
to a specific location and are often unique and difficult to value.>’ This constitutes a serious

ractical challenge that has, in no small measure, undermined the effectiveness of the ALP to
determine the appropriate transfer price of transactions involving intangibles. It has therefore
been argued that the ALP is unlikely to have long-term viability as it is not capable of resolving
transfer pricing issues assocjated with transfer of intangibles items.’

Howev

Some of the transfer pricing challenges posed by the HTVI to

the application of the ALP are
considered below: e ,
51 Lack of Comparable

The application of the ALP is premised on setting the transfer price of transaction between
ould have been charged were the

associated entities in such a way to reflect the price that w

transaction between independent entities. An important exercise in the application of the ALP
involves finding the prices of comparable transactions between independent entities to
determine or benchmark the appropriate transfer price to be charged. This is known as
‘comparability analyses’.

However, because of unique nature of HTVI, they are usually hard to value because they do
not have:comparative price in the open market and hence they are considered non-tradable.”’
The lack of comparative price in the open market is therefore likely to complicate
‘comparability analyses’ which is important to the application of the ALP.%® This is due to the

fact that-comparables for HTVI rarely exist? as MNCs are unwilling to dispose of ‘certain

unique intangibles with high profit potentials®.4°

The absence of comparables in this regard therefore constitute a significant and a major
challenge to the application of the ALP. The consequent implication of this is that tax
authorities and taxpayers may deviate from the ALP which can produce significant value

differences.*!

52. Unreliability of Data

ce for certain intangibles exists, the reliability of the
Comparability analysis requires plenty of information .
g intangibles between independent entities. Little

differences that may undermine the whole exercise.

Even in situation where the market pri
available data may be a great challenge.
and data about transactions involvin
deviations may result in significant value

of International Transfer Pricing in Law and Economics (MPI

% Schon W. and Konrad K.A., Fundamentals
r-Verlag 2012) 137

Studies in Tax Law and Public Finance, Springe
% Tbid 283
¥ Brauner Y.,

,; (2008)28 Virginia Tax Review 96 _ ;
Fedusiv O., ‘Transfer Pricing Treatment of Transactions with Hard-to-Value Intangibles: Is BEPS Action 8
LM Thesis, Lund University 2016) 13

Based on the Arm’s Length Principle?” (L i i
Boos M., ‘International Transfer Pricing: The Valuation of Intangible Assets’ (Kluwer Law International 2003)

12

40 1.
Ibid 9
tment of Transactions with Hard-to-Value Intangibles: Is BEPS Action 8

4 ;
Fedusiv O., “Transfer Pricing Trea : g
Based on the Arm’s Length Principle?” (LLM Thesis, Lund University 2016) 14

“Value in the Eye of the Beholder: The Valuation of Intangibles for Transfer Pricing Purposes’
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intangible transactions and the application of other anti-abuse provision.S I However, instead of
jettisoning the ALP because of the challenges posed by HTVI in this respect, the OECD
Secretariat recommended that the ALP should rather be reformed to overcome its challenges.*

The OECD contends in this regard that since the ALP is widely recognised as the international
standard for assessing t.ransfer pricing, a sudden move away from the ALP will lead to a
disproportionate allocation of income and profits in different tax jurisdictions and will also
increase the risk of double taxation.3 It was, therefore, the recommendation of the OECD that
experiences game_red.from the application of the ALP should be drawn upon to refine and
improve its application to HTVI by providing clearer guidance to taxpayers and tax

authorities.’

The reforms recommended by the OECD in this regard:formed part 0
developed by the OECD in conjunction with the G20 to address the issue of Profit Shifting
under a general package known as Base Erosion and Profit Shifting (BEPS) Project.*® Base
Erosion and Profit Shifting (BEPS) is a term generally used to refer to all forms of
schemes/strategies employed by MNCs to artificially shift profits and income from high tax
jurisdictions to low or no-tax jurisdictions/countries.*®

The 15-Action Plan otherwise known as the BEPS Project was endorsed by the G20 leaders in
November 2015.

The 15-Action Plan equips the governments with the domestic and international inst
needed to prevent profit shifting from high jurisdictions to low or no tax jurisdictions.

15-Action Plan are:

1. Address the tax challenges of the digital economy;
Neutralise the effects of hybrid mismatch arrangements;

Strengthen CFC rules;
‘Iimit base erosion via interest deductions and other financial payments;

Counter harmful tax practices more effectively, taking into account transparency and

substance;

Prevent treaty abuse;
Prevent the artificial avoidance of PE status;
Intangibles; '

. Risks and capital;

10. Other high-risk transactiens;
11. Establish methodologies to co

it; ,
12. Require taxpayers to disclose their aggressive tax planning arrangements;
icing documentation;

13. Re-examine transfer pri

f the 15-Action Plan

ruments
57 The

R ER

llect and analyse data on BEPS and the actions to address

R, ‘A practical guide to BEPS changes: Hard-to-value-intangibles’

sed on 29 October 2018
Profit Shifting’ <http://dx.doi.org/10.1787/9789264202719-en> 14

* Sidher Sajeev and Schmidtke
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‘intangibles’ for transfer pricing purposes due to the fact that a narrow definition could sxc c:
centain items from the scope of intangibles while a broad definition of intangibles coulc
encompass certain elements which do not belong to intangibles.®® To address the challerz2 o
definition in this regard, BEPS Final Report Action Plan 8 defined the term ‘intangibles” =z =2
following manner:
Something which is not a physical asset or a financial asset,
which is capable of being owned or controlled for use in
commercial activities, and whose use or transfer would be
compensated had it occurred in a transaction between

independent parties in comparable circumstances.®!
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transfer Pricing purposes may differ from its use for general tax purpose® and that the
availabihgy_of legal, contractual or other forms of protection in respect of particular item is not
a prerequisite for it to be .treated as the intangible.53 In addition, the definition of intangibles

rovided by the BEPS Final Report on Action Plan 8 is to the effect that an item may be
characterised as an intangible even if it could not be transferred separately from other assets.%

Fuﬂhenlzqfe, th": BEPS F inal Report on Action Plan 8 elaborate on the concept of ‘unique and
valuable’ intangibles which have not been before. It defined unique and valuable’ as follows:

Unique and valuable” intangibles are those intangibles (i) that
are not co_mparable'to intangibles used by or available to parties
to I_)otgntlally comparable transactions, and (i) whose use in
busmes; operations (e.g. manufacturing, provision of services,
marketing, sales or administration) is expected to yield greater
future economic benefits than would be expected in the absence
of the intangible.%

This definition exposes two major transfer pricing challenges of HT VI to the application of the
ALP, that is, the lack of comparables and the difficulties with predicting ultimate success of
the intangible at the time associated enterprises transact which had earlier been examined in
this article. To overcome this challenge, BEPS Final Report on Action Plan 8 introduces special
rules to equip tax administrations with an additional tool to examine transfer prices that
associated entities set in relation to the transfer or the use of HTVL

The application of this rule is premised on verifying transfer prices on the actual outcome of
ies at the time the transaction was made.5¢

the transaction, rather than projections made by parti
The rationale behind this special measure is that tax authorities suffer from information

asymmetry when assessing transfer prices in HTVI transactions as they may not have
‘specialised knowledge, expertise and insight into the business environment in which the
intangible is developed or exploited.®” In order to ensure that tax authorities are not
disadvantaged because of an information asymmetry in this respect, the BEPS Final Report on
Action Plan 8 allow tax authorities to examine whether the taxpayer appropriately took into
account reasonably foreseeable developments or events at the time of the transaction, and the
reliability of the information used in determining the transfer price for the transfer of such

intangibles or rights in intangibles.”®®

This special rule therefore allows tax authorities to use actual financial outcomes to evaluate
transfers relating to HTVL. In this regard, it will be presumed that the transfer price of a HVTI
is not at arm’s length if there are material differences between the forecasts used to price the

% Ibid Para 6.7
% Ibid Para 6.8

 Ibid Para 6.8

> Ibid Para 6.17 ' ' : .
Fedusiv O., ‘Transfer Pricing Treatment of Transactions with Hmd-}o-Value Intangibles: Is BEPS Action 8
Based on tl’le Arm’s Length Principle?” (LLM Thesis, Lund University 201 6) 18 .

“ OECD, *Aligning Transfer Pricing Outcomes with Value Creation, Actions 8-10 - 2015 Final Reports,
0ECD,/G20gBasge Erosion and Profit Shifting Project’ <http://dx.doi.org/10.1787/9789264241244-en>

« 2ccessed on 20 August 2018
bid Para 6.188
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the time of the transac rojections (that is, financial projection at the time ofy
(
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tranSﬁ:tri)o:nids e;vrhpere the transfer of HTVI is covered by an advance pricing arrangcment
exemp

APA"): whi ird exemption. is where the significant differences between finang,
e oo o s o e et 0 17
geviate by more than 20 per cent. The fourth exemption is where . l? : a5 generap,
unrelated entity revenues for the transferee for a five-year commercialisation period an ,,
difference between the financial projection and the actual outcome is less than or equa] , 2

per cent of the forecast for that period.”

The ex post approach in BEPS Final Report on Action Plan 8 may be. summarised in ,
following algorithm: ‘When tax administrations audit transactions involving HTVI they May
rely on ex post results (that is, the actual financial outcomes to evaluate transfers relating
HTVI) because they usually suffer from information asymmetry. However, taxpayers may
rebut reliance on ex post results provided they can prove that the HTVI transfer falls under any
of the recognised exemptions.”!

transaction a
tranSﬂCﬁOﬂ»rat

There are however four exem

7.0 Transfer Pricing Treatment of Intangibles in Nigeria

The transfer pricing treatment of intangibles in Nigeria is provided by the provision of
Paragraph 7 of the Income Tax (Transfer Pricing) Regulations 2018 (Regulation) which was
released by the FIRS in September 2018.2 This Was a revision to the Income Tax (Transfer
.Pricing) Regulations 2012 under which there was no defined transfer pricing rules on how
Intangibles are to be treated in Nigeria. The FIRS therefore deserve commendation for taking

this bold and significant step to align the country’s transfer prici i i i
. ric i
best practices as recommended by the OECD/G20 BEPS Igojelgtg Ry o

The Regulation stipulated that determjn;
. mining the arm’ i iti
transactions between associated entities involg' h i .Iength i o i

:‘: 1bid Para 6,194
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iy.  management and control regardi . - {

e garding the contribution of assets, including financial
v. risks assumed by that person; and
vi.  management and control of those risks.”

Further toththlst, det;rmmxfn_g the arm’s length conditions for transactions involving licenses,
sales or other rans e}r]s of intangible property between associated entities is also expected to
take into account both the perspective of the transferor of the property and the perspective of
the tranSfef?e., including in particular the pricing at which a comparable independent person
would be w111mg.to.tr ansf'er thegr operty and the value and usefulness of the intangible property
to the transferee In its business.” In doing this, the Regulation provided that consideration shall
be given to any spe?lal factors relevant to the comparability of the controlled and uncontrolled
transactions, including - :

?: the expected .beneﬁts from the intangible property;

ii. the comrr}ermal'altematives otherwise available to the acquirer or licensee derived
from the intangible property;

i, any geogr'flphlc limitations on the exercise of rights to the intangible property;

iv. the exclusive or non-exclusive character of the rights transferred; and

v. whether the transferee has the right to participate in further developments of the

intangible property by the transferor.”®

The Regulation also stipulated that in any transaction between associated entities involving the
transfer-of rights in an intangible other than the alienation of an intangible, the allowable
deduction for tax purposes shall not exceed 5% of the earnings before interest, tax,
depreciation, amortisation and that consideration, derived from the commercial activity

conducted by the person in which the rights transferred are exploited.76

From the foregoing, it can be rightly posited that the provision of Paragraph 7 of the Income
Tax (Transfer Pricing) Regulations 2018 is merely trying to align the treatment of intangibles
in Nigeria with recommendations of the BEPS Final Report on Action Plan 8 of the OECD/G20
BEPS Project. This will go a long way to align transfer pricing outcomes of HTVI transaction
with Value Creation as recommended by Action 8 of the OECD/G20 BEPS Project.

Another important provision is the limitation of allowable deduction to 5%. This will prevent
:d or evade tax. Itis left to be seen how effective

arbitrary deduction that is merely meant to avo1d ' : w effect!
the Paragraph 7 of the Income Tax (Transfer Pricing) Regulations 2018 will be bearing in mind

that the provision is a new one in the country with regard to the transfer pricing treatment of

intangibles.
80 Conclusion and Recommendation
ricing challenges of Hard to Value Intangibles (HTVI).

The arti ined the transfer .
icle examined ¢ ights in intangibles for which there is no

According to the article, HT VI covers intangibles or rl : ; ,
reliable o%)en market price which makes it difficult to value the intangible at the time of the

—

cing) Regulations 2018
) Regulations 2018
) Regulations 2018

2018

” Paragraph 7(1a-f) Income Tax (Transfet Pri
(Transfer Pricing

7: Paragraph 7(3) Income Tax g)
Paragraph 7(4a-¢) Income Tax (Transfer Pricing
nsfer Pricing) Regulations

7
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which can lead to tax avoldance or evasion. .
hallenges _ caled that the ALP is standard for dc‘tgrmtmng the 1,
The g of e transaction between associated entities, Heye,.,

\ a .
wamfer price 10 be charged in h there are usually no comparative/comparat,, ,

- ‘"mxﬂmmma to value. This raises some transfer pricing ¢}, .,
mrh el
\

hpon h is premised on using prices charge in the o,
W“z‘:::um«: li:d:;::;m cnp't‘ilics to benchmark the appropriate transf., Wis . |
Iransin bk

charged in transactions between associated entities.

' fer pricing ¢/, ...
{ the article further revealed that to overcome t}.le transfer p g chaliery,
(‘:: 1?'131?&: OLCD introduced Action Plan 8 into the 15-Action l.’lan Base Efo_sch,z 26 Secp,
Shifting (BEPS). Action Plan 8 introduces special rules to equip tax administrz -, | %
additional tool to examine transfer prices associated entities set in relation to the transfer 0 1,
use of HTVI,

The article also found that Nigeria, in line with BEPS Final Report on Action Plan 8, i+« ot
the treatment of transfer pricing of intangibles in the country in the Income Tax (Trazste
Pricing) Regulations 2018, It is recommended that Nigeria should continue to follow up ®ify
international developments on the transfer pricing treatment of HT VI as this will g0 long 2wy
10 assist the country 1o prevent tax avoidance and evasion in this regard.
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