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Tax Newsflash
OECD releases guidance on hard-to-
value intangibles

The Organisation for Economic Cooperation and Development
(OECD) released report concerning Guidance for Tax
Administrations on the Application of the Approach to Hard-to-
Value Intangibles (HTVI) (HTVI Guidance) on 21 June 2018.
The HTVI Guidance has been incorporated as an annex to
Chapter VI of the 2017 OECD Transfer Pricing Guidelines for
Multinational Enterprises and Tax Administrations (TPG).

The HTVI Guidance presents the principles that should underlie
the application of the HTVI approach by tax administrations,
provides examples intended to clarify the application of the
HTVI approach in different scenarios and addresses suggestion
on how to resolve dispute in this regard.

Basic principles to be underpinned in HTVI valuation

The HTVI Guidance focuses on information asymmetry
between taxpayers and tax administrations, and states that
the application of the HTVI approach should be underpinned by
the following four principles:



e Tax administrations may consider ex post outcomes as
presumptive evidence about the reasonableness of the
assumptions of the ex ante pricing arrangements, i.e.
comparing actual income or cash flows with the anticipated
income or cash flows on which the original pricing was
based to presume the reasonableness of original valuation.

¢ In performing valuations, tax administrations should
consider whether the associated enterprises could or should
reasonably have known and considered ex ante the
information related to the probability of achieving the
actual income or cash flows, and whether it has considered
such information. Thus, taxpayers have the possibility to
rebut the presumptive evidence of ex ante pricing allegedly
provided by the ex post outcome by demonstrating the
reliability of the information supporting the pricing
methodology adopted at the time of the transfer. The HTVI
Guidance makes clear that tax authorities should not
confuse the actual returns with the appropriate ex ante
average of all possible returns appropriately probability
weighted to value the ex ante average arm’s length price at
the time the transaction is entered into. This point was not
included in the previous discussion draft, although it was
extensively discussed in comments prepared by Deloitte
and submitted to the OECD.

e When a revised valuation shows that the intangible was
transferred at an undervalue or overvalue, the revised price
may be assessed taking into account price adjustment
clauses and/or contingent payments without regard to
whether the original transaction contained such clauses.

e Tax administrations should apply audit practices to ensure
that presumptive evidence based on ex post outcomes is
identified and acted upon as early as possible.

Supplementary remarks

In addition, the HTVI Guidance includes language discussing
the type of information that may be taken into account, saying
that tax administrations may consider not only ex post
outcomes but also any other relevant information related to
the HTVI transaction that becomes available and that could or
should reasonably have been known and considered by the
taxpayer at the time of the transaction. The HTVI Guidance
also makes clear that, even if the HTVI approach is not
applicable to a particular transaction, an adjustment may still
be appropriate under other parts of the OECD TPG (including
other sections of Chapter VI), for example, the original
valuation did not correctly value the potential value of the
transferred intangible.

Meanwhile, the HTVI Guidance states that tax administrations
may make adjustments that reflect an alternative pricing
structure that differs from the structure adopted by the
taxpayer. The guidance provides that such structure must be
of a type that would have been made by independent
enterprises in comparable circumstances, such as milestone
payments, royalties with or without adjustable elements, or
price adjustment clauses. However, the guidance does not
require that the adjustments reflect the amount unrelated



parties would have provided had they adopted such a structure
since there is no reliable comparable transaction information
that is available for HTVI.

The examples in the HTVI Guidance illustrate these concepts.

Example 1 presents two scenarios. The first scenario
demonstrates how the guidance should apply in the event a
taxpayer cannot demonstrate that its original valuation was
appropriately risk-adjusted or that the ex post development
was unforeseeable at the time of the initial transfer. The
example provides that the adjustment must reflect the ex ante
risk-adjusted valuation taking into account the additional
information. The second scenario illustrates that no
adjustment is required because the potential adjustment falls
within the exemption provided by item (iii) in paragraph 6.193
of Chapter VI of the OECD TPG, when the difference between
the financial projections and actual outcomes does not reduce
or increase the compensation for the HTVI by more than 20%
of the compensation determined at the time of the transaction
(safe harbor rule).

Example 2 demonstrates how a tax administration might
consider applying an alternative payment structure, in this
case a milestone payment, consistent with paragraph 16 of the
HTVI Guidance.

China's State Administration of Taxation issued Bulletin 6 in
2017 to improve administration of special tax (transfer pricing)
investigation/adjustment and mutual agreement procedures.
Bulletin 6 permits the use of asset valuation methods,
including cost, market, and income approaches, etc. Recent
years have witnessed the fact that the income approach is
frequently used to determine the value of intangibles such as
technology, trademark, and shares, etc. Relevant concepts
that the HTVI Guidance discussed regarding the availability of
the ex ante information and the applicability of ex post
information can be a good reference for tax administrations
and taxpayers to resolve disputes in similar cases.

Given that the information available at the time of transaction
plays an important role for taxpayers to justify the arm's
length price, it is recommended for taxpayers to prepare
detailed documents on the transaction in a timely manner to
document the basis, information and considerations when the
relevant parties determined the transfer price. The information
to be documented may include those regarding how to forecast
future income and cash flows, and how to consider the impact
of relevant risks, etc.

The safe harbor rule mentioned in the HTVI Guidance (i.e. the
adjustment can be exempt if the valuation difference does not
exceed 20%) has not been introduced into China's transfer
pricing regulations, and taxpayers may need to monitor the
development in this area.



Authors:

Beijing Shanghai

Xiao Li Huang Daisy Cheng

Partner Director

+86 10 8520 7707 +86 21 2316 6902
Xiaolihuang@deloitte.com.cn daicheng@deloitte.com.cn

If you have any questions, please contact:

Transfer Pricing Services
National leader

Beijing

Lian Tang He

Partner

+86 10 8520 7666
lhe@deloitte.com.cn

Northern China

Beijing

Xiao Li Huang

Partner

+86 10 8520 7707
xiaolihuang@deloitte.com.cn

Southern China
Shenzhen

Victor Li

Partner

+86 755 3353 8113
vicli@deloitte.com.cn

Eastern China
Shanghai

Maria Liang

Partner

+86 21 6141 1059
mliang@deloitte.com.cn

Western China
Chonggqing

Frank Tang

Partner

+86 23 8823 1208
ftang@deloitte.com.cn

0000BG®O®OHG

Deloitte refers to one or more of Deloitte Touche Tohmatsu Limited, a UK private company limited
by guarantee ("DTTL"), its network of member firms, and their related entities. DTTL and each of
its member firms are legally separate and independent entities. DTTL (also referred to as “Deloitte
Global”) does not provide services to clients. Please see About Deloitte for a more detailed
description of DTTL and its member firms.

Privacy

Thank you for your interest in Deloitte China services. Deloitte China would like to continue to use
your personal information (in particular name and contact details) for the purpose of sending you
marketing and regulatory updates, invitations to seminars and other events organized, sponsored
or promoted by Deloitte China. If you do not wish to receive further communications from Deloitte
China, please send a return email to the sender with the word “Unsubscribe” in the subject line.

If you would like to update your personal information, please click here.

Deloitte China refers to Deloitte Touche Tohmatsu in Hong Kong, Deloitte Touche Tohmatsu in
Macau, Deloitte Touche Tohmatsu Certified Public Accountants LLP in the Chinese Mainland and
their respective affiliates practising in Hong Kong, Macau and the Chinese Mainland.

This communication contains general information only, and none of Deloitte Touche Tohmatsu
Limited, its member firms, or their related entities (collectively the “Deloitte Network”) is by means
of this communication, rendering professional advice or services. Before making any decision or
taking any action that may affect your finances or your business, you should consult a qualified
professional adviser. No entity in the Deloitte Network shall be responsible for any loss whatsoever
sustained by any person who relies on this communication.

© 2018 Deloitte Touche Tohmatsu in Hong Kong, Deloitte Touche Tohmatsu in Macau, and Deloitte
Touche Tohmatsu Certified Public Accountants LLP in the Chinese Mainland. All rights reserved.

To no longer receive emails about this topic please send a return email to the sender with the word
“Unsubscribe” in the subject line.


mailto:xiaolihuang@deloitte.com.cn
mailto:lhe@deloitte.com.cn
mailto:xiaolihuang@deloitte.com.cn
mailto:mliang@deloitte.com.cn
mailto:vicli@deloitte.com.cn
mailto:ftang@deloitte.com.cn
http://www2.deloitte.com/cn/en/pages/about-deloitte/articles/about-deloitte.html
http://www.deloitte-china.com/contact/data.html
https://www.facebook.com/deloittechina
https://twitter.com/deloittechina
https://www.linkedin.com/company/deloitte_china
http://www2.deloitte.com/cn/en/footerlinks/social-media.html
http://e.weibo.com/chinadeloitte
http://i.youku.com/deloittechina
http://www.youtube.com/deloittechina
https://www2.deloitte.com/cn/en/footerlinks/contact-us.html

