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JCT analyzes Obama administration 
proposals on intangibles, excess returns 

The staff of the Joint Committee on Taxation (JCT) recently released its analysis of 
the revenue provisions in President Barack Obama's proposed fiscal year 2012 
budget. Compared with its examination of the President's tax proposals last year, the 
staff's analysis of this year's budget reflects a more pragmatic stance regarding the 
proposals' effects on taxpayer behavior and also provides a more complex analysis 
and critique of recent court decisions in the transfer pricing area.  

Transfer pricing issues and valuation of intangible transfers remain a high priority 
for the Obama Administration. Also, this year's JCT pamphlet reiterates that 
"[t]ransfer pricing issues are among the most significant faced by the IRS in its tax 
administration efforts." Two Obama Administration proposals discussed by the JCT 
are especially relevant for transfer pricing issues:  

 The proposal to revise the definition of intangibles and to prescribe certain 
intangible valuation principles;  

 The proposal to subject to current U.S. taxation "excess returns" of controlled 
foreign corporations (CFCs) that are attributable to a transfer of intellectual 
property offshore.  

Both proposals would be effective in tax years beginning after December 31, 2011. 

Definition and valuation of intangibles 

The Administration has renewed its proposal to "clarify" the definition of intangible 
property (IP) under section 936(h)(3)(B) for purposes of sections 367(d) and 482 to 
include workforce in place, goodwill, and going concern value. The proposal also 
would "clarify" two main aspects of transfer pricing valuation. First, the proposal 
provides that in a transfer of multiple intangible properties,  the IRS could value such 
properties on an aggregate basis if that approach achieves a more reliable result. 
Second, the proposal provides that the IRS could value IP using the "realistic 
alternative" principle that takes into consideration the profit a taxpayer may have 
realized by selecting a realistic alternative to the controlled transaction undertaken. 
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The JCT analysis characterizes this proposal as narrow in scope, and suggests that 
Congress may wish to consider broader reform of the transfer pricing rules. In 
particular, the analysis notes that "the proposal does not modify the basic approach 
of the existing transfer pricing rules with regard to income from intangible property... 
instead, its scope is limited to addressing certain definitional and methodological 
issues that have arisen in controversies with respect to value attributed to intangible 
property at the time it is transferred outside of the United States...." 

Expansion of intangible property definition  

The JCT analysis notably labels the proposal's definition of IP to include goodwill, 
going concern, and workforce in place as "expanding" the definition of IP, yet does 
not take an affirmative position on whether the proposal is a mere clarification. 
Similar to its previous analysis, the JCT refers to the Tax Court's statement in Veritas 
v. Commissioner expressing the view that the proposal would represent a significant 
change in law. (For prior discussion of Veritas, see WNTS Insight, "IRS will not 
appeal Tax Court decision in Veritas cost-sharing case," November 18, 2010.) 

The JCT also observes that while the proposal is consistent with the position the IRS 
has taken in litigation and its regulations, the proposal does not resolve the status of 
the "residual" intangibles listed in current section 936(h)(3)(B)(vi).   

Similar to prior analysis, the JCT states that the proposal would not necessarily 
eliminate the current-law exception from section 367(d) treatment for transfers of 
foreign goodwill and going concern value. The JCT offers a possible view that section 
482 should be read consistently to exempt from compensation the same property 
that is excepted from section 367(d). The JCT notes, however, that such a section 482 
exception is not referenced in the statute, legislative history, or regulations.   

Valuation of intangible property 

In its examination of the aggregation proposal for intangible valuation, the JCT notes 
that the proposal is consistent with Tax Court cases outside the section 482 context. 
The analysis also examines the Veritas decision and its rejection of the aggregate 
approach relied upon by the IRS in a section 482 context. The JCT reiterates its view 
that Veritas would not have necessarily been decided differently even if an 
aggregation approach were codified and, therefore, it was unclear to the JCT why 
such codification would be necessary.  

Regarding the realistic alternative principle, the JCT similarly takes the position that 
codification is not imperative in light of the fact that existing regulations include the 
principle, and that the principle has not been discussed or analyzed in any legal 
decisions. Similar to last year's analysis, the JCT does not offer any alternatives for 
codifying valuation principles that would effectively prevent the shifting of intangible 
income.  

Broader reform advocated 

The JCT implies that the current proposal to clarify the definition and valuation 
methodology for intangibles is not sufficiently broad to prevent potential "erosion" of 
the U.S. income tax base. In a departure from last year's analysis, the JCT raises the 
issue of whether broader reform of the transfer pricing provisions is necessary for the 
Administration to meet its revenue-raising goals.  

For example, the JCT states that it would be "desirable" to clarify the commensurate- 
with-income standard by the addition of objective and observable factors to 
determine whether income is attributable to an intangible. Further, the JCT suggests 
examining whether related-party cost-sharing agreements should continue to be 
respected, given its perception that the current framework (despite the revised 
temporary cost-sharing regulations designed to mitigate abusive cost-sharing 
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practices) unintentionally encourages U.S.-based multinationals to use such 
arrangements to develop intangible property and shift economic ownership offshore.   

Observations:  The JCT does not adopt a distinct position on the Veritas decision 
and the IRS's subsequent nonacquiescence and Action on Decision. The JCT also 
appears to continue to adopt the position that codification of IRS views on valuation 
would not have the intended effect of altering taxpayer behavior with regard to the 
transfer and valuation of intangibles. The JCT also seems to conclude that the 
Administration's proposals are too narrow in scope and suggests broader reform may 
more effectively address the relevant transfer pricing concerns.  

Current taxation of excess returns associated with 
transfers of intangibles offshore 
As with last year's budget, the Obama Administration proposals include an excess 
returns provision intended to address concerns about the application of transfer 
pricing rules to the transfer of intangibles to low-tax affiliates.  

Under the proposal, if a U.S. person transfers (directly or indirectly) an intangible 
from the United States to a related CFC, then certain excess income from 
transactions "connected with or benefitting from" the relevant intangible would be 
treated as subpart F income if the income is subject to a low foreign effective tax rate. 
For this purpose, excess intangible income would be defined as the excess of (a) gross 
income from transactions connected with or benefitting from the intangible, over (b) 
the costs (excluding interest and taxes) properly allocated and apportioned to this 
income increased by a percentage mark-up. 

The more specific parameters describing which income would be subject to subpart F 
treatment appear to address some concerns that had been expressed about the vague 
scope of last year's proposal. The subpart F treatment would apply only to income 
derived from transactions that are "connected with" or "benefit from" the transferred 
intangible.  Last year's proposal did not specify such a standard. Guidance also has 
been provided for determining the portion of such income that would be treated as 
"excess" returns. The lack of such guidance in last year's proposal had led to 
considerable speculation over what type of excess return measure was contemplated. 

This year's proposal would measure excess returns by reference to a markup on costs 
allocable to the CFC's transactions connected with or benefitting from the intangible. 
Income in excess of the cost-plus mark-up would be deemed "excess." The JCT 
description, however, does not explain what mark-up would apply for this purpose or 
how it should be determined.  

Observation: One could envision various ways this mark-up might be determined, 
but any measure based on economic or transfer pricing principles applied on a case-
by-case basis, rather than a bright-line threshold, would not appear to be consistent 
with the purpose of the proposal. Notably, the JCT report discloses that the 
Administration, for revenue-estimating purposes, assumed a threshold of 50 percent 
of operating costs.  

An additional element of detail provided in this year's proposal is a description of the 
intangible transfer transactions that may trigger application of the provision. The 
JCT description states that "[t]he transfer of an intangible includes by sale, lease, 
license, or through any shared risk or development agreement (including any cost 
sharing agreement)." The JCT analysis further notes that the trigger could be 
designed to include the provision of services with an embedded intangible, although 
such a trigger is not mentioned specifically in the proposal. 

As in last year's proposal, the subpart F treatment would apply only if the intangible 
income is subject to a low effective rate of foreign tax. The proposal does not define 
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"low effective foreign tax rate" for this purpose, however. The JCT mentions that, for 
revenue-estimating purposes, the Administration assumed that the determination 
would be made based on a sliding scale rather than a "cliff" approach. Under the 
sliding scale, 100 percent of the excess income would be treated as subpart F income 
if the tax rate was below 5 percent, and none would be subpart F income if the tax 
rate was above 15 percent.  

In addition, like last year's proposal, the subpart F income would be categorized in a 
separate foreign tax credit limitation under section 904. The JCT analysis also 
confirms that, unlike last year's proposal, the current proposal would apply to excess 
income arising after its effective date even if the related IP was transferred to the CFC 
in a prior year.  

Observation: Continuing a theme from prior JCT analysis, the new JCT analysis 
identifies the shifting of risk within multinational groups as a troublesome aspect of 
the transfer pricing rules. Because risks (such as the risk of commercializing 
intangibles) can be assigned by contract to different legal entities without leaving the 
group, the JCT suggests that income associated with risk is highly mobile and 
therefore an appropriate target for the subpart F rules. 
Practical and policy issues 

Consistent with its analysis of the 2011 budget provisions, the JCT identifies 
complications that would arise in finalizing the details of the proposed provision, and 
in implementing and administering the proposed provision. The JCT analysis raises 
practical questions as to whether such a provision would likely achieve its legislative 
purpose, and also as to whether such a proposal may have unintended consequences 
such as providing a disincentive for conducting research and development activities 
and developing intangible assets in the United States. 

Although the Administration's proposal is broadly worded and fails to specify some 
key parameters, the 2012 budget proposal goes further than the 2011 proposal in 
specifying that excess return would be determined on the basis of a mark-up on cost 
benchmark and in defining certain key concepts. In particular, the JCT notes that use 
of mark-up on cost as the excess return hurdle would eliminate many of the concerns 
raised related to the potential use of a return-on-assets benchmark.  

Observation: The use of a sliding scale to determine a low foreign tax rate likely 
would dissuade taxpayers from negotiating rates just above the specified threshold to 
avoid the provision, but would not accomplish the goal of limiting transfers of U.S. 
intangibles if taxpayers still were able to obtain effective rates below the U.S. rate.  

The JCT analysis highlights other changes in the current proposal intended to 
provide clarification of key terms and concepts. The current proposal specifies the 
types of activities that constitute a "transfer" of intangibles and also includes the 
requirement that excess income be computed with regard to a "connection" or 
"benefit" from the transferred intangible.  The JCT questions the usefulness of the 
"connection or benefit" standard. As a practical matter, introduction of the 
connection or benefit requirement does not eliminate the concern raised in last year's 
JCT analysis that the transfer of a relatively low-value intangible from a U.S. entity to 
a related party abroad may result in the current taxation of income primarily 
generated from the use of higher-value, locally developed intangible assets. 

Alternative incentives for U.S.-based R&D 

The new JCT analysis again identifies the policy purpose of this proposal as reducing 
the financial incentive for transferring IP to a low-tax CFC that, after such transfer, 
derives the income associated with its exploitation of the IP. The JCT notes that the 
proposed approach may encourage multinational corporations to locate activities that 



 

PwC WNTS Insight 5 

 
produce high-value intangible assets offshore from the beginning of the development 
process rather than risk the application of this provision.  

The JCT analysis goes further to discuss an alternative approach of encouraging 
development of intangible assets in the United States by providing a favorable rate or 
regime for IP developed in the United States. Such an incentive approach may 
achieve the same policy goals and would be more consistent with current U.S. policies 
such as the research credit and R&D deduction. The JCT notes that several countries 
have implemented similar patent or innovation "boxes." The JCT also reiterates the 
observation from its prior analysis that the current provision could provide incentive 
for multinationals to increase their business activities and expand their cost base in 
low-tax jurisdictions, potentially decreasing the economic activity of the U.S. 
taxpayer. 

Application to pre-effective-date transfers 

The new JCT analysis also discusses the clarification in the current proposal of the 
application to pre-effective-date transfers. The current proposal does not tie to the 
date of the transfer of the underlying intangibles, but the date of the transactions 
connected with or benefitting from the covered intangible asset.  

As a result, income earned after the effective date connected with or benefitting from 
intangible assets transferred at any time prior to the effective date would be subject 
to the subpart F provision. The JCT notes that some may view this as unfairly 
changing the rules of taxation with respect to income attributable to the CFC, 
although the provision does not effect the allocation of income between the parties, 
only the ability to defer CFC earnings.  

Link to WNTS Insight archive: http://www.pwc.com/us/en/washington-national-

tax/newsletters/washington-national-tax-services-insight-archives.jhtml 
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