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I. Introduction

n recent months, the U.S. has shown overt ag-
I gression towards tax-motivated planning

schemes, with a particular focus on U.S. multina-
tional enterprises (“MNEs”) attempting to move prof-
its offshore, often to low-tax territories, such as
Ireland. 2014 and 2015 saw a spate of corporate
inversions'—particularly focused within the pharma-
ceutical industry—whereby U.S. groups merged with
foreign competitors, and in the process changed their
tax residency to a more favorable tax jurisdiction.
Similarly, if less public, a common business planning
technique is to transfer the location of intangible
property (“IP”). While businesses frequently have
commercially strategic reasons for moving IP, relocat-
ing IP to low-tax jurisdictions (and theoretically real-
locating profits in the process) is often used as an
alternative mechanism of reducing a group’s effective
tax rate.

As is widely known within the tax universe, the Or-
ganization for Economic Development (“OECD”) has
tasked itself with combatting base erosion and profit
shifting (“BEPS”). BEPS includes shifting profits from

a high-tax territory to a low-tax territory without ap-
propriate substance, and relocations of IP are firmly
within the BEPS scope. While the U.S. (although an
OECD member and active participant in BEPS discus-
sions) has in general kept the interests of businesses
and protection of certain American ideals prioritized
above immediate adoption of many of the BEPS rec-
ommendations, other nations (particularly some of
the key destinations for U.S. IP, e.g., Ireland) have
been more welcoming towards these initiatives.

As merger and acquisition activity continues to
flourish within the pharmaceutical industry,” and the
executive suite remains under pressure to deliver
higher investor returns and earnings per share, this
article addresses the question: can pharmaceutical
MNE:s still generate significant tax savings through IP
migration to Ireland?

Il. U.S. Regulations

Typically, when undertaking an IP migration, a U.S.
MNE will migrate either its global or rest-of-world ex-
ploitation rights to a foreign entity in a low-tax loca-
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tion. This relocation is intended to justify a decrease
in profits attributable to and taxable in the U.S., as the
low-tax IP owner is now entitled to a significant por-
tion of the reward attributable to the transferred IP. As
part of the relocation, either a one-time lump sum
payment or a regular royalty flow will likely be due to
the U.S. entity. Whatever the form of the payment,
there will be initial transfer pricing and corporate tax
implications both in the U.S. and in the foreign desti-
nation of the IP.

The current U.S. transfer pricing regulations de-
scribe means for valuing the initial transfer and any
resultant revenue streams from moving IP into a for-
eign jurisdiction. Historically, these rules have not
presented taxpayers with any major roadblocks to
transferring IP and have described several options for
valuing IP transferred abroad.

There are three typical means of transferring IP
(particularly “rest-of-world” distribution rights, as is
the most common) outside of the U.S., with tax out-
comes varying depending upon the method of trans-
fer. These are:

m full transfer of all substantial rights through a sale;

= license of the IP, with all substantial rights trans-
ferred; and

m cost-sharing arrangement where an asset is jointly
developed by two or more cross-border affiliates.

Depending upon the chosen method, both the trans-
fer of the IP itself and any resultant revenue stream
may be subject to different applications of the U.S.
corporate tax law and transfer pricing regulations.
Outright taxable transfers and licenses of IP would be
subject to the transfer pricing rules and taxed in ac-
cordance with the ultimate valuation method chosen.

Historically, U.S. taxpayers could use the applicable
transfer pricing regulations to transfer the full eco-
nomic rights to the IP to a low-tax jurisdiction where
the TP would be accompanied by more limited sup-
porting business processes (or “substance” in tax par-
lance), and still reap significant rewards in tax
savings. Tax would be paid on the value of the trans-
fer; however, the future “profits” attributable to such
IP would no longer be allocated to the U.S. (and would
thus no longer be taxed in the U.S.), instead falling
within the new, low-tax jurisdiction. The focus in
these transactions was on the ownership rights result-
ing from the funding of IP development and a broad
assumption of risk related to such development ef-
forts. Now, however, the BEPS initiative, led by the
OECD and supported by the major European econo-
mies, may raise the bar and require more “substance”
to justify profits earned overseas by relocated intan-
gibles.

lll. Irish Regulations

In line with the U.S. rules, the method of transferring
IP and the resultant revenue streams are also subject
to different applications of the Irish tax law and trans-
fer pricing rules. Ireland is a member of the OECD
and therefore endorses the OECD Transfer Pricing
Guidelines. The Irish code states that it shall be con-
strued to ensure practical consistency between the
Irish code and Article 9 of the OECD Model Tax Con-
vention as well as the OECD Transfer Pricing Guide-
lines.

As Irish transfer pricing legislation has only been in
place since 2010, it remains to be seen whether the
Irish Office of the Revenue Commissioners has a pri-
ority for particular methods or whether it will indicate
any underlying principles regarding the choice of
method. However, a common theme in the OECD
Transfer Pricing Guidelines is that there is no “best
method” approach and that transfer pricing is not an
exact science.

The transfer pricing legislation is silent on whether
or not foreign comparables can be used as a basis for
establishing transfer prices. Until the Office of the
Revenue Commissioners provides guidance on this,
the principles of the OECD Transfer Pricing Guide-
lines surrounding “sufficient comparability” should
determine whether the use of foreign comparables is
appropriate. The Irish transfer pricing legislation is
regarded as a “one-way” system, in that adjustments
to taxable profits will only be made when there is an
understatement of profits as a result of an arrange-
ment between connected parties. In reality, due to the
low corporate tax rate in Ireland, the likelihood of an
understatement of profits in Ireland is low regardless
of the method chosen.

IV. BEPS Measures

Foreign tax authorities were only too willing to accept
IP transferred out of the U.S., with some (including
the U.K.?) designing tax regimes with very low tax
rates specifically with pharmaceuticals in mind. While
the U.S. tax will be calculated as referred to above, the
other side of the IP transfer would have to generate
significant savings in order to justify the migration at
all. As mentioned, historically, pure transfer of owner-
ship was enough to warrant these ongoing tax savings;
however, the times are changing.

As part of the BEPS project, the OECD has trans-
formed the internationally accepted framework of 1P
transfer pricing, and in so doing has challenged the
ability of territories to offer such favorable rates of tax
purely through migrating the location of IP owner-
ship. In OECD-following nations, an entity owning IP
will no longer be entitled to keep all the profits from
exploitation of this IP (e.g., sales revenue) purely by
virtue of IP ownership. Specifically:

For transfer pricing purposes, legal ownership of in-
tangibles, by itself, does not confer any right ulti-
mately to retain returns derived by the MNE group
from exploiting the intangible. . . the return ultimately
retained by or attributed to the legal owner depends
upon the functions it performs, the assets it uses, and
the risks it assumes, and upon the contributions made
by other MNE group members. . .*

The specific functions, assets and risks the OECD
references when considering entitlement to profits
borne from IP are those relating to development, en-
hancement, maintenance, protection and exploitation
of the intangibles (“DEMPE functions”).” Substance is
now required to manage the DEMPE functions, and
only with this substance (e.g., staff) can profits be at-
tributable to an IP-owning territory.
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V. BEPS Impact

Considering the U.S.’s apparent lukewarm response to
BEPS, why should U.S. pharmaceutical firms care?
From a U.S. perspective, the rules have yet to change.
Relocating the ownership of U.S.-based IP allows a
U.S. entity to reduce its profits. A foreign nation, re-
ceiving the uptick in profits and associated tax rev-
enue, is highly unlikely to challenge a structure based
on receiving too much income, hence the taxpayer
and foreign nation are both automatic winners, right?
Wrong.

As outlined, while the U.S. may not be rushing to
adopt BEPS initiatives, it is looking to challenge U.S.
tax “avoidance” wherever possible. As such, there is an
increasing likelihood the U.S. may use other nations’
adoption of BEPS as an argument against them—
reminding territories such as Ireland that in order to
justify retention of IP-related profits, their own do-
mestic rules will soon require these DEMPE functions
to be located in their jurisdiction. The U.K., for ex-
ample, can no longer claim that simple ownership of
IP entitles it to a large share of related profits (and,
indeed, the OECD has specifically challenged the
U.K.’s overly generous tax regime).

The impact on BEPS relating to such transfers into
Ireland is typically discussed in light of the much pub-
licized “double Irish” tax regime. This regime was,
however, not per se a part of Ireland’s tax code. How-
ever, in light of negative connotations made by the
OECD in respect of this tax regime, Ireland’s reaction
was to unilaterally change its Irish tax residency rules
to effectively end the “double Irish” structure. This
means that beginning in 2015, any companies incor-
porated in Ireland would be tax residents in Ireland
(subject to double tax treaty overwrite). A grandfa-
thering period for existing companies will exist until
January 1, 2020.

In light of the fact that Ireland’s offshore regime is
being phased out by 2020, additional unilateral action
was taken by Ireland in recently introducing further
enhancements to its existing and often overlooked on-
shore IP regime by the introduction of a knowledge
development box (“KDB”). Interestingly, the KDB in-
troduced by Ireland was the first such KDB to comply
with the OECD’s “modified nexus” standards as set out
in the final reports of the OECD’s BEPS project. These
provisions apply to reduce the corporate tax rate in

Ireland by 50%, to 6.25% on any qualifying profits.
Overall, the impact of BEPs in Ireland has led to a bol-
stering of Ireland’s competitive tax regime but only
where appropriate substance is located in Ireland.
Being mindful of its pharmaceutical sector, Ireland
can also provide a favorable rate of taxation via migra-
tion of IP, provided the substance referred to above is
present.

VI. Can a Pharmaceutical Company Still Achieve
Tax Savings?

As outlined, relocation of IP to Ireland can still gener-
ate significant tax savings for U.S. pharmaceutical
companies, even in our “post-BEPS” world. In light of
these recent changes, both from the Irish perspective
and the wider BEPS environment, it is now clear that
a corporation will need to employ defined functions to
be eligible for the onshore regime in addition to the
historically acceptable ownership in the new tax juris-
diction. The functions required are clear; hence, in ad-
dition to relocating the ownership of the IP, a
corporation will now need certain senior staff in the
new, low-tax jurisdiction managing the key DEMPE
functions. While this additional “substance” is a larger
requirement than pre-BEPS, relocating these func-
tions and IP ownership will allow companies to truly
maximize tax savings while remaining compliant
from both an IRS and local OECD territory BEPS per-
spective.
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