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In January 2005, the IRS for the first time in over 10 years provided public comments on the 
interpretation of the commensurate with income standard and the requirement to make periodic 
adjustments. The IRS apparently has been considering the need for further guidance in this area 
as part of the expanding project to propose amendments to the cost-sharing regulations. The 
comments, if included in regulations, could substantially limit a taxpayer’s ability to affirmatively 
use the commensurate with income standard and periodic adjustments in many situations. 
However, they could also provide welcome clarification of a taxpayer’s ability to shift risk without 
running afoul of the periodic adjustment rules. 

IRS Comments 
 

At the January 2005 American Bar Association meeting in San Diego, IRS Deputy Associate 
Chief Counsel (International) Steven Musher said taxpayers are free to structure their license 
arrangements in a manner consistent with economic substance and the arm’s-length standard. 
Taxpayers can enter into an arrangement in which the royalty payments are contingent on the 
profit attributable to intangibles, or they can enter into lump sum or long-term agreements in 
which the consideration is fixed. If the parties enter into a lump sum or long-term fixed agreement, 
Musher said, they should not be able to use the periodic adjustment rules to undo the economic 
bargain they struck. In those circumstances, only the IRS should be able to apply the 
commensurate with income standard and the periodic adjustment rules to change the 
consideration. 

 The IRS comments appear to be a response to the fact that the IRS views itself as at a 
disadvantage, in part because taxpayers have affirmatively applied the commensurate with 
income standard and the periodic adjustment rules far more frequently than the IRS. 

 Apparently, the IRS is concerned that taxpayers have used the commensurate with income 
standard and the periodic adjustment rules to negate economic bargains they agreed to with 
related parties. For example, assume a taxpayer enters into a related-party license of intangible 
property for a fixed royalty for 10 years and agrees to shift a certain amount of the risk regarding 
the success of the intangible to the related party. If, after three years, the intangible does not 
generate sufficient profits to support the agreed upon royalty, the IRS is considering not allowing 
the taxpayer to apply the periodic adjustment rules to reduce the amount of the agreed upon 
royalty without the compensation that arm’s-length parties would require. In that situation, the IRS 
would argue the taxpayer could have entered into an agreement in which the royalty was 
reviewed periodically, but instead chose to enter into a fixed royalty agreement. In a fixed royalty 
agreement, the parties agree to a certain amount of risk shifting. In the IRS’s view, the parties 
should not be able to retroactively change their risk-sharing bargain. 

Taxpayer Perspective 
 

Implicit in and, we would argue, a necessary consequence of the IRS comments is that a 
carefully structured and well-documented license agreement can shift risk between the licensor 
and the licensee beyond a mechanical application of the current safe harbors in Treas. reg. 
section 1.482-4(f)(2)(ii). 

 Treas. reg. section 1.482-4(f)(2)(i) provides that if an intangible is transferred for a period of 
more than one year, the consideration in each tax year may be adjusted to ensure it is 
commensurate with the income attributable to the intangible. However, the adjustment must be 
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consistent with the arm’s-length standard and the provisions of Treas. reg. section 1.482-1. The 
regulations further provide three exceptions, the most widely used of which is that the periodic 
adjustment rule does not apply, if the profits or cost savings attributable to the transferred 
intangible are within 80 percent to 120 percent of the expected profits from the intangibles. The 
regulations do not provide any additional guidance on the profit or cost-savings risk that could be 
shifted beyond that permitted by the exceptions. Some taxpayers have wondered if the 
regulations permit any profit or cost-savings risk shifting beyond that permitted by the exceptions. 

 The regulations state that a periodic adjustment under Treas. reg. section 1.482-4(f)(2)(i) must 
be consistent with the arm’s- length standard and the provisions of Treas. reg. section 1.482-1. 
Treas. reg. section 1.482-1(d)(3)(iii)(B) states, in part, that an allocation of risk specified or 
implied by the taxpayer’s contractual terms will be respected if it is consistent with economic 
substance. The regulations provide three factors that are relevant in determining economic 
substance: conduct over time, financial capacity to bear the risk, and managerial or operational 
control over the risk-bearing activities. 

 The interaction between the ability to shift risk under Treas. reg. section 1.482-1(d)(3)(iii)(B), 
the commensurate with income standard, and the periodic adjustments rules has always been 
unclear. The IRS comments that focus on the economic substance of the license agreement 
suggest that taxpayers can shift a substantial amount of profit and cost-savings risk in a carefully 
documented and structured license agreement as long as it is consistent with economic 
substance and the arm’s-length standard. We suggest that such an interpretation is correct and 
the result fair, especially if the IRS is not going to permit taxpayers to adjust their lump sum or 
long-term fixed compensation agreements by using the periodic adjustment rules. We hope that, 
if the proposed regulations limit taxpayers’ ability to apply the commensurate with income 
standard and the periodic adjustment rules, they will also clarify with additional language or 
examples that taxpayers can shift profit and cost-savings risk provided the shift is consistent with 
economic substance. 

 The IRS focus on economic substance is consistent with the statements in numerous Treasury 
tax treaty technical explanations that implementation of the commensurate with income standard 
in the section 482 regulations is in accordance with the arm’s-length standard as interpreted by 
paragraphs 6.28 through 6.35 of the OECD Transfer Pricing Guidelines (see, for example, the 
Treasury Department Technical Explanation to Article 9 of the U.S.-Japan income tax treaty). In 
general, those paragraphs adopt the position that hindsight should not be used, but that tax 
administrators should look to what independent parties would have done in light of the uncertainty 
of the potential outcomes from using the intangible property. 

 Arguably, the IRS position that only the IRS can make periodic adjustments to fixed license 
agreements is consistent with U.S. and foreign documentation requirements and the taxpayer’s 
ability to make transfer pricing adjustments under Treas. reg. section 1.482-1(a)(3). U.S. and, in 
many cases, foreign documentation requirements require that taxpayers reasonably adopt and 
apply an arm’s-length transfer pricing method. Treas. reg. section 1.482-1(a)(3) permits taxpayers 
to adjust non-arm’s-length related-party transactions. Before filing their income tax return, 
taxpayers are permitted to make both positive and negative adjustments. After the return is filed, 
taxpayers are permitted to make only positive adjustments. If the IRS adopts the position that 
licensees and licensors are free to shift profit and cost-savings risk as long as the risk shifting is 
consistent with economic substance, taxpayers should be able to meet their documentation 
requirements by showing that the risk of the outcome in the current year was shifted to the 
licensee and that the compensation in the year the license was entered into was arm’s length 
based on the facts that existed during that year, and not with hindsight. Similarly, taxpayers would 
be free to adjust the compensation under the license agreement in the year the license 
agreement was entered into under Treas. reg. section 1.482-1(a)(3), but could increase the 
consideration only in subsequent years. 

Practical Issues 
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As a practical matter, if the IRS adopts the position that only the IRS can make periodic 
adjustments to fixed license agreements, taxpayers will be more likely to include periodic 
adjustment clauses in their license agreements. Taxpayers that decide not to incorporate periodic 
adjustment clauses into their license agreements may face substantially increased documentation 
requirements. Taxpayers that want to shift profit or cost-savings risk as part of their license 
agreement may be required to prepare sophisticated risk-weighted projections to demonstrate 
that the potential outcomes were contemplated and that the parties considered those outcomes in 
establishing the arm’s-length royalty to satisfy the IRS that their license arrangements properly 
allocated profit and cost-savings risks and therefore should not be subject to periodic 
adjustments. Also, taxpayers may be required to show economic circumstances surrounding the 
license and that the license transaction had economic substance within the meaning of Treas. 
reg. section 1.482-1(d)(3)(iii)(B). Finally, although not explicitly required by the U.S. rules, it may 
be helpful, consistent with OECD requirements, to document industry standards for the class of 
licensed intangibles. For many taxpayers, that may be more documentation than they typically 
prepare when they enter into a license agreement. 

 The IRS position that only the IRS can make periodic adjustments to lump sum or long-term 
fixed license agreements could have a number of additional consequences. Clearly, taxpayers 
will need to consider the terms of their license agreements more carefully. Uninformed taxpayers 
that enter into lump sum or long-term fixed compensation agreements could find themselves in 
difficulty if they are unable to adjust the compensation to reflect the actual profit potential or cost 
savings achieved by the licensee. In those situations, the IRS position could be a trap for the 
unwary. 

 Finally, the IRS may have failed to fully consider that most license agreements are with related 
parties located in treaty countries and that most of those countries also have documentation 
requirements. If the IRS adopts the position that only the IRS can make periodic adjustments to 
lump sum or long-term fixed license agreements, some taxpayers could be faced with an 
unappealing choice of which country’s transfer pricing law to violate. As a practical matter, those 
taxpayers may have few alternatives that would keep them in compliance with both countries’ 
transfer pricing rules other than obtaining a bilateral advance pricing agreement. As a result, the 
IRS should consider whether the contemplated position will increase taxpayer compliance or 
force some taxpayers to adopt unrealistic positions in their U.S. or foreign country documentation. 

Conclusion 
 

Recent comments by the IRS suggest that the "to be proposed" cost-sharing regulations will 
not be limited to pure cost-sharing issues. Those regulations could substantially limit taxpayers’ 
ability to use the periodic adjustment rules to modify their license agreements. In that case, we 
would also hope that the IRS clarifies with additional language or examples that taxpayers are 
free to shift profit or cost-savings risk in an intangible license agreement, as long as the risk 
shifting is consistent with economic substance. If the IRS limits taxpayers’ ability to use the 
periodic adjustment rules, many more taxpayers will likely be forced to enter into contingent 
royalty arrangements or licenses with a shorter term to avoid being caught with an uneconomic 
arrangement. However, for those taxpayers concerned that the periodic adjustment rules did not 
permit shifting profit or cost-savings risk that routinely occurs in arm’s- length agreements, the "to 
be proposed" regulations will, we hope, provide the additional guidance that will clarify that risk 
can be shifted as long as it is consistent with economic substance and the arm’s-length standard. 
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