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I. “Brand Equity” - Hallmark Marketing Corporation
 The recent ruling by the Administrative Law Judge for the State of New York in the case of Hallmark Marketing Corporation (DTA No. 819956) has addressed issues commonly encountered during transfer pricing assessments namely, compensation for intangibles - brand name and distribution network. The ruling also emphasizes importance of adequate documentation to demonstrate compliance with the arms length standard.

Hallmark Marketing Corporation (HMC), a subsidiary of Hallmark Cards, Inc. (HCI) served as the exclusive US distributor of Hallmark Products to retailers. HMC operated as a “buy-sell” distributor, with the intercompany sales price for products based on a formula pegged to “suggested wholesale prices.”

Functions, Assets & Risks Analysis

HMC’s functions included sales, marketing, invoicing and collection, trademark enforcement, quality control, and various support services for retail customers.  HMC also provided other services to customers, including store site selection and lease negotiation, assistance to Gold Crown retailers and to specialty stores. HMC assisted in the development of inventory control software and engaged in a small amount of advertising to retailers via trade magazines and trade shows. 

HCI was generally responsible for significant direct advertising to consumers.  In addition to owning valuable trademarks and trade names, HCI was also responsible for the “Gold Crown” card customer loyalty advertising program, and maintained the resulting database of cardholders. Products were generally drop-shipped from HCI to HMC’s customers-retailers, so HMC was not required to hold inventory.  

A position was taken by the tax authorities that HMC owned significant marketing intangibles. Hence characterization as a mere “buy sell” distributor is not entirely accurate.  A combined reporting of the HMC and HCI is necessary for determining the amount of taxes to be paid to the State.
The position of the tax authorities and the tax payer and the ruling of the Judicial authority are summarized below:
· Identification of  Intangibles

The tax authorities contended that HMC possessed valuable intangibles. Among the intangibles mentioned were: a well-trained sales force; real estate selection expertise; participation in design and manufacturing of fixtures; creation of a business-to-business website; unique and valuable distribution channel and expertise in operations etc. 

The Judge rejected the narrow concept of a traditional distributor. According to the Judge, the functional analysis documented by the tax payer was reasonable in concluding that HMC was primarily a distributor, and that its other functions were insignificant and were integrated with and supportive of its primary distribution function. It pointed to the business reality that most distributors add value to the services they perform through intangibles such as a skilled sales force, advertising, or distribution network. HMC did not work for retail stores or provide services to the retailers’ customers, which would have created retail or brand equity.  HMC’s retailer customers created brand equity or retail equity for themselves, and that equity could not be attributed to HMC.  Hallmark’s valuable intangibles -- including greeting card designs, display fixture designs, ownership and control of trademarks and trade names, trend and consumer research activities, and the Gold Crown card customer loyalty program -- remained with HCI.  

HMC’s involvement with marketing programs was de minimis in nature and did not rise to the level of valuable intangibles.  Similarly, other types of assistance HMC provided to retailers, such as real estate and site selection services and inventory control software, were relatively minimal, because those services were provided only to specialty retail card shops, which represented a small percentage of HMC’s customer base.

· Comparable Selection

Another point raised by the tax authorities was that the elimination of companies with valuable intangibles was improper, because HMC possessed valuable intangibles.  Accordingly, the comparables selected were not comparable to HMC.  Furthermore, if the taxpayer’s position that HMC was a simple distributor was accepted, then the comparables were improper, because they were not simple distributors.  For example, some of the comparable companies owned product brands, operated retail outlets, or designed products.  

The judge concluded that the taxpayer’s selection of comparables met the standards of the transfer pricing regulations. It was observed that “the goal is not to find a perfect or identical comparable, but one which is sufficiently similar…………….”
 The comparables, like HMC, performed services that enhanced the products sold, such as merchandising, inventory replenishment, sales forecasting, design and lay out of retail space, reordering and restocking, or counsel in retail operations.  Those services were not core functions, but rather support for the core sales and distribution function. 

Indian Perspective

A position has been taken in some assessments that no amount is payable for the use of trade / brand name especially when the Indian enterprise is incurring significant expenses on advertisement and distribution operations. In this regard, it will be relevant to note the following inferences from the ruling:
· Value of  Brand 
Brand name and trade marks are significant business drivers. The excess profits earned by an entity is attributed to these use of these valuable intangibles.  In a business, a distributor add value to the service they perform through intangibles such as a skilled sales force, distribution network etc. commonly referred to as “going concern” intangibles that are employed during the normal course of business. However these emanate from the performance of the distribution function and hence need do not qualify as a valuable intangible.

· Selection of Comparables

The Comparables available in the database are sometime inadequate. Both tax authorities and tax payers need to recognize the fact that while it is impossible to find perfect or identical comparable, a bona fide attempt should be made to identify comparables which are sufficiently similar. 

II. Intra Group Service Costs - Dow Sverige AB 
Of late, intra group services have become the focused area for transfer pricing audits in many countries. Significant adjustments have been made on this issue increasing the potential for double taxation. The recent ruling in the case of Dow Sverige AB (Dow AB) by the Swedish Supreme Administrative Court (SAC ruling 7338-7339-01) on this issue provides useful precedence in this critical area.
Brief Facts 

Dow Sverige AB (Dow AB) a Swedish subsidiary of the Dow Chemicals Group was in the business of manufacture and distribution of products in the Swedish market. It availed of certain services from the Group’s Swiss subsidiary, Dow Europe S.A (Dow S.A.) which acted as an exclusive service centre for other Group Companies. The services availed included marketing, production and administration, personnel and management services. These were regulated by a comprehensive service agreement entered into between the parties. The cost pools for each of the service category was calculated and charged to each of the entities of the group with a 10 percent mark up on cost on the basis of an appropriate cost allocation key.
Position of Revenue

The tax authorities made two disallowance in respect of the Intercompany Service Fees.

Firstly, part of the costs allocated to Dow AB was disallowed on the ground that Dow AB had failed to demonstrate that costs allocated to it were commensurate with the services availed by it. The tax authorities disallowed 25 percent of the cost base as not constituting operating expenses.
The markup of 10 percent was also disallowed on the two principal grounds, namely under the Group Structure Dow AB does not have an independent decision making power for availing of services from Dow S.A. The second ground was that Dow S.A does not bear any risk. Hence it should not earn a profit component on the services provided by it.

The lower courts agreed with the position of the tax authorities and accordingly confirmed the stand of the Revenue.
Response of tax payer
Dow AB raised significant objections to the decision of the tax authorities / lower court. Some of the notable arguments include:

· The Group has used the same pricing method since 1972; 

· Dow S.A. does not charge out internal administrative costs; 

· Centralization of costs leads to significant group cost savings; 

· It would be difficult to purchase many of SA's services from third parties, as they are Group-specific; 

· The services are of high quality; and 

· The Swiss authorities require that Dow SA earn an arm's-length markup on its service activities.

Gist of Ruling

The Supreme Court gave the verdict in favour of the Dow AB on both disallowance of the 25 percent of the cost base included in the services fees as well as the 10 percent mark up on the costs.
It was held that income adjustment rules are specific rules and hence the burden of proof is to be borne by the tax authorities. This has not been discharged by the tax authorities and hence the disallowance of 25 percent of the cost base included in the service fees is not tenable.
The “benefit test” has been satisfied by Dow AB by considering the following factors:

· Contractual and consistent framework for all Group service recipients towards service provision and fee structure ; 

· Dow AB’s claims of not having sufficient in-house resources to conduct the service functions and to require those functions to conduct its operations; 

· Stipulation in the intercompany service agreement that Dow AB will pay a portion of Dow SA's total costs in a given year and the inability to individually identify each of the services rendered by Dow SA to Dow AB and to directly establish the corresponding costs; 

· Significant benefit availed from certain services, though no benefit was received from some others; 

· Dow AB's needs regarding Dow SA's service functions expected to vary over the years.

The arguments of the tax authorities for rejecting the 10 percent mark up on the costs included in the service fees was also turned down as unjustified.
Indian Perspective
During recent transfer pricing audits, the tax payer(s) were required to  provide evidence of availing the service and to establish that each of the payments made under a management services / cost sharing agreement have resulted in benefit to the tax payer. The tax payer is also asked to demonstrate satisfaction of the “benefit test” with evidences.

The following observations from the ruling will be relevant from the Indian perspective.
· Burden of Proof

One of the basis on which the ruling was given in favour of the Dow AB is that the burden of proof on the tax authorities was not discharged. Under the Indian transfer pricing regulations, the initial burden of proof is on the tax payer to justify that the transactions entered into with related parties are at arm’s length.  The tax payer can discharge and shift their burden of proof by maintaining prescribed documentation.
· Allocation of Costs

An indirect charge method is acceptable when the allocation keys are capable of producing allocation of costs that are commensurate with the actual or reasonably expected benefits to the service recipient.

· Consistency

The chances of obtaining tax deductibility can be enhanced if the intercompany service agreements entered into by all the service recipients are consistently and uniformly applicable to all the service recipients.
· “Benefit” of an intercompany service agreements.

An intercompany service agreement gives a participant an ability to avail high quality services in the future as and when such a need arises without going though the hassle of locating and short listing prospective service providers. This anticipated and not so tangible benefit should also be taken into account while considering the benefits availed of under an inter company service agreement. 
III.
Employee Stock Option Costs - Xilinx Inc and Subsidiaries 
Employee Stock Options (ESOs) have emerged as an important means for remunerating personnel in an organisation. While this is aimed for retention of talent, treatment for tax purposes has become a highly litigated area in the recent times. 

The recent decision of the US Tax Court in Xilinx Inc and Subsidiaries V. Commissioner, 125 T.C. 4( 2005) is an important ruling on this debatable issue.
Background

In 1995, Xilinx Inc. (XUS), a U.S. corporation, and Xilinx Ireland (XI), its indirectly owned Irish subsidiary, entered into a cost sharing agreement (CSA) pursuant to which each cost sharing participant was required to pay a share of the total intangible development costs based on their respective anticipated benefits from the new technology. In calculating the amount of intangible development costs to be shared with XI, XUS did not include any costs related to the issuance of employee stock options (ESOs). The IRS examined XUS for taxable years 1996-1999 and issued deficiencies based on its determination that the definition of intangible development costs required that certain ESO-related costs be shared with XI pursuant to the CSA. (The deficiencies were based on the transfer pricing regulations in effect before the August 2003 amendments to the cost sharing regulations.)
The Tax Court ruled in favour of XUS holding that the arm's length standard described in then regulations did not require the taxpayer to share stock option costs with other CSA participants during the 1996-1999 taxable years. 

Cost Sharing Agreement – At Arm’s Length ?

Under the Regulations, the participants to the Cost Sharing arrangement are required to share the costs on the basis of the expected benefit each of the participant is entitled to receive. Hence the IRS contented that, “application of the regulations itself produces an arm’s length result” and that “it is unnecessary to perform any type of comparability analysis to determine ………. whether parties at arm’s length would share ESO costs”. Therefore the  IRS argued that “ identification of costs, and the corresponding adjustments to the cost pool under qualified cost sharing arrangements, should be determined without regard to the existence of uncontrolled transactions [as required by the arm’s length standard].” 
Arm’s Length Standard

Though neither party disputed the absence of comparable transactions in which unrelated parties agree to share ESO costs or the fact that unrelated parties would not “explicitly” (i.e. within the written terms of their agreements) share ESO costs, the IRS argued that unrelated parties “implicitly” share these amounts. However, the IRS could not support its position. XUS, however, through the testimony of numerous credible witnesses, established that companies do not implicitly take into account the spread or the grant date value for purposes of determining costs relating to cost-sharing agreements and that even that if unrelated parties believed that ESO costs were related to intangible development activities, such parties would be very explicit about their treatment for purposes of their agreements. 

Consequently, the Tax Court held that because unrelated parties would not share ESO costs as the IRS imposition of such a requirement is inconsistent with the regulations in force as it existed prior to amendment in 2003. 

Indian Perspective 

ESO’s are very commonly granted in the Pharmaceutical and IT sectors. At present, Indian Transfer Pricing Regulations do not contain any guidelines on cost sharing arrangement. The Regulations provide for allocation / apportionment of costs having regard to the arms length price. The growth of Indian MNC’s and increasing use of stock option plans necessitate framing of suitable guidelines to provide clarity on the issue.
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