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“ ata is the new o0il.” When a mathematician made this observation
two decades ago, he was addressing an audience of marketers who
were sitting on mountains of data but struggling to “refine” it into

something valuable. In the artificial intelligence (“AI”) era, hyperscalers, Al labs,

and other companies often face the opposite challenge: they know how data can
train their models, yet they struggle to find enough of it. One option might be to

acquire data from third parties. But a better option could be to obtain it from a

foreign affiliate, since that data might be more directly relevant to the company’s

business.

This article examines the transfer pricing questions that can arise in this space.
Suppose a U.S. technology company wants to create a new Al model. It writes
the model code and owns the relevant IP in the United States, but it needs spe-
cific user or customer data to train the model. This data includes not merely con-
tact information like names and addresses, but also the richer digital footprint
that users generate through their online activity: browsing and search history,
purchase behavior, location data, and the countless other behavioral signals that
platforms collect. In our hypothetical, the U.S. company’s subsidiary in Europe
owns some or all of this data, so that subsidiary provides it for purposes of
training the model. How is this transaction classified and priced for purposes of
transfer pricing under Code Sec. 482 of the U.S. Internal Revenue Code?

We will argue that this scenario presents several challenges. First, the user data
must be analyzed to see if it fits into any of the categories in the recently finalized
Code Sec. 861 digital-content regulations. Second, the user data transaction
must be priced under the Code Sec. 482 regulations. And under either the Code
Sec. 861 regulations or general tax principles, the form in which the data is de/iv-
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The Stakes

User data can be a highly valuable resource to compa-

nies creating Al models. Consider this recent headline:

“Meta’s $14.3 billion investment in Scale Al represents

the social media giant’s most significant move to secure

high-quality training data for artificial intelligence mod-
els .... This acquisition addresses Meta’s most pressing
challenge in the Al race: access to the specialized datasets
required to train competitive large language models.”!

This is just one example: other Al labs have been shell-

ing out big money to secure user data. And while these

public examples have garnered media attention, related
parties may also often transact in user data on an inter-
company basis.

Datasets for Al training present some unique charac-
teristics that make them especially hard to classify using
available analytical tools:

B Data is arguably non-rivalrous. Data can be used by
many users for Al training purposes without dimin-
ishing its value. Unlike oil, data is never depleted, al-
though its value might naturally diminish over time
as it becomes stale. This could perhaps suggest that
the provision of data has a lower market value. That
said, it is possible to look at data as an “anti-rival-
rous” good, which 7ncreases in value as more users
interpret and process it, thereby implying a higher
value.?

W Data changes the Al The data that trains an Al model
can change the model, even if the data is never actu-
ally downloaded. A model is trained not by storing
memories from the data, but by calculating a math-
ematical error signal from the data that alters the
model’s internal parameters and ultimately increases
the accuracy of the model’s output.’ Said differently,
the model “learns” a lesson from the data, so that it
becomes more accurate over time. This could per-
haps suggest that the use of the data (no matter the
delivery mechanism) is a transfer of intangibles. It
might also imply a higher value to the data.

W Data may be private or public. Although some Al
models are trained on proprietary data (as in our sce-
nario), other models are trained on publicly avail-
able, open-source data. Others still are trained on
“synthetic” data, which is artificially generated to
mimic real-world data. The provision of public or
semi-public data might seem unlike a transaction in
high-value property and more like a service. Even for
that kind of data, however, the process of curating
or processing the data could make what was initially

public seem more like a trade secret or know-how

and therefore a transaction in intangible property.
The stakes here are high. These unique characteristics sug-
gest that the value of user data is uncertain, which gives
the Internal Revenue Service (“IRS”) and other taxing
authorities space to challenge the valuation. Further,
under U.S. tax laws, if the provision of user data is or is
treated by the IRS as an intangible transaction, then that
could unlock the possibility of periodic adjustments under
the Commensurate with Income (“CWI”) standard.

The transfer pricing analysis depends on how the
transaction is classified, and there are at least three pos-
sibilities. The transaction could be a transfer of tangible
property governed by Reg. §1.482-3, on the theory that
the transferee receives only a copy of the data rather
than any underlying intellectual property rights. It could
be a transfer of intangible property governed by Reg.
§1.482-4, on the theory that the data itself constitutes
a trade secret or similar proprietary asset. Or it could be
a provision of services governed by Reg. §1.482-9, on
the theory that the affiliate is merely providing access to
the data rather than transferring ownership of anything.
Each classification entails different pricing methods and,
potentially, different outcomes. Addressing our scenario
therefore requires a two-step analysis: classification and
then pricing.

Step 1—Classifying the Transaction

Classifying the transaction requires its own two-step
analysis. We must determine whether the Code Sec. 861
regulations classify it and then, if not, we must deter-
mine how it should be classified under general tax and
transfer pricing principles.

Step 1a—Code Sec. 861 Regulations

We start with the Code Sec. 861 regulations. Those reg-
ulations (which are set forth in Reg. §§1.861-18 and
1.861-19) govern digital-content and cloud transactions,
respectively. Their primary purpose is to provide sourc-
ing rules for these transactions. But they also apply “for
purposes of Internal Revenue Code section [] ... 482,
so they are potentially relevant to the transfer pricing for
data transactions.” By controlling the classification of
transactions for Code Sec. 482 purposes, the regulations
ensure that there will be no inconsistency in characteriza-
tion for sourcing and transfer pricing purposes.

What is a digital-content transaction? The regulations
define “digital content” as a computer program or other



content in digital format that is either protected by cop-
yright law or not protected by copyright law solely due
to the passage of time or because the content was ded-
icated to the public domain.® The regulations provide
four categories’:
(i) A transfer of a copyright right in the digital content;
(ii) A transfer of a copy of the digital content (a copy-
righted article);
(iii) The provision of services for the development or
modification of the digital content; or
(iv) The provision of know-how relating to development
of digital content.
What is a cloud transaction? In contrast to a digital-con-
tent transaction, “[a] cloud transaction is a transaction
through which a person obtains on-demand network ac-
cess to computer hardware, digital content ..., or other
similar resources.”® As the regulatory preamble explains,
“when a customer streams digital content, there is no
transfer of digital content. Instead, the customer receives
access to the digital content through the provider’s serv-
ers. Especially for large file-size content, performing the
hosting function in order to allow the customer contin-
uous access places a higher burden on the provider.”

How do these regulations categorize transactions? If a
transaction fits within the digital-content regulations, it
could be classified as either an intangible transaction (if it
is a transfer of a copyright right or the provision of know-
how) or a service transaction (if it is a provision of services).
It might also be a tangible transaction if it is a transfer of a
copyrighted article in either physical or electronic form,'
although the preamble to the regulations explicitly reserved
on this point."" If the transaction is a cloud transaction,
then it will be automatically classified as a service.'?

What does all this mean for the provision of user
data? As the reader might have noticed, these categories
exclude a category that is highly relevant to our anal-
ysis. Specifically, the digital-content regulations exclude
non-copyrightable data from the definition of digital
content, despite commentators requesting that the def-
inition include it."® Because user data is typically not
subject to copyright, this exclusion could mean that user
data is not digital content. But one might argue that even
if user data cannot be digital content, it could neverthe-
less fall within the cloud transaction framework as an
“other similar resource,” as further explained below. That
leaves two likely possibilities: the provision of user data
might be a cloud transaction under the Code Sec. 861
regulations (and thus a service transaction for Code Sec.
482 purposes), or the regulations might not address the
provision of user data at all.
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Step 1b—General Tax Principles

If the Code Sec. 861 regulations do not provide a char-
acterization, then the taxpayer must use general charac-
terization and Code Sec. 482 tax principles to determine
the character of the transaction.!

For data used in Al models, this would begin by deter-
mining whether the data is property, rather than a ser-
vice. For the provision of non-copyrighted, non-patented
data to be treated as property, it generally must qualify
as know-how or a trade secret. The leading authorities
on this are E.I. DuPont de Nemours & Co."” and Rev.
Rul. 64-56. If the data is secret, then it would likely be
considered property. Otherwise, it likely would not, al-
though it would depend on the facts.

Until further clarity emerges from IRS
guidance or perhaps even caselaw,
taxpayers transferring user data across
borders must navigate a regulatory
framework that was not expressly
written with Al in mind.

If the data is property, then we need to determine
whether that property is being sold, licensed, or leased.
“Under the substantial rights test, a transfer of the ex-
clusive rights to use the trade secret or know-how and
to prevent any unauthorized disclosure thereof will be
deemed a sale of the asset.”'® “[A] transfer of the exclusive
right to use a trade secret or know-how for a period less
than the estimated useful life of the asset results simply
in a license of the asset.”” Sales or licenses of intangible
property are governed by the intangible-property rules
in Reg. §1.482-4. The transaction could also be treated
as a leasing transaction subject to the tangible-property
regulations in Reg. §1.482-3."

Application

Perhaps strangely, the categorization question could very
well hinge not only on the nature of the data, but also on
the method of delivery.

The cloud regulations arguably resolve the categoriza-
tion question when the U.S. company accesses the data in
the subsidiary’s digital environment (e.g:, by accessing the
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data on the subsidiary’s servers, but never downloading
a copy). As noted, cloud transactions are always treated
as service transactions. The caveat is that the regulations
provide that “[a] cloud transaction does not include net-
work access to download digital content for storage and
use on a person’s computer or other electronic device.”"”
Reg. §1.861-19(b). As noted above, data used to train
Al models actually changes those models, so that unique
feature would need to be studied fully—even merely
accessing the data to train the model could be considered
a “download” for “use” on the parent’s systems.”* With
that caveat noted, if this step resolves in favor of a cloud
transaction, then the transaction is a service.

If the subsidiary instead delivers an electronic copy of
a non copyrightable dataset for local U.S. use, the dig-
ital-content regulations likely do not govern the clas-
sification of the transaction because those regulations
explicitly exclude user data from their remit. Delivering
a copy, as noted, would also not be considered a cloud
transaction. Therefore, the Code Sec. 861 regulations
would not characterize the transaction, and we would
categorize the transaction under general tax and transfer
pricing principles. Proprietary user datasets qualify as in-
tangible property for Code Sec. 482. The provision of
that intangible therefore could be a licensing transaction
or a sale transaction, depending on how the transaction
is structured. Again, the provision of such datasets could
also arguably be a tangible transaction.

Step 2—Pricing the Transaction

Once the taxpayer classifies the transaction, the taxpayer
must price it under the Code Sec. 482 regulations. While
the Code Sec. 482 regulations provide one arm’s length
standard for all types of transactions, the regulations pro-
vide different analytical frameworks for analysis depend-
ing on the transaction type. Assuming the taxpayer is not
operating under a cost-sharing arrangement, two likely
candidate frameworks are Reg. §1.482-9 (for a service
transaction) or Reg. §1.482-4 (for an intangible transac-
tion). A transaction characterized as a tangible property
transfer could be priced under Reg. §1.482-3.

At a theoretical level, the economic value of the user
data could be priced identically under any of these regu-
latory frameworks. Like every intercompany transaction,
a user-data transaction should be analyzed under general
transfer pricing principles with due regard to the parties’
functions, assets, risks, and contractual terms, among
other relevant factors. Under such general transfer pricing
principles, the facts and circumstances of the particular

case, rather than the analytical framework for analysis,

should determine the appropriate comparables, the “best

method,” and ultimately the arm’s length price (or arm’s
length range of prices).

Practically, though, there are several reasons why charac-
terization as an intangible transaction could, all else equal,
signal possible higher value or invite greater scrutiny:

m  Commensurate-with-income  standard —and  periodic
adjustments. If the transaction is classified as an in-
tangible transaction, the IRS can assert periodic
adjustments under the commensurate-with-income
standard. This means that, if the user data proves more
profitable than anticipated, there is a risk that the IRS
will assert that such unexpected value should be taken
into account with hindsight. Indeed, in a memo from
early 2025, the IRS’s Office of Chief Counsel appeared
to take the position that the commensurate-with-in-
come standard gives the IRS the right to treat after-
the-fact profit information as determinative, even if
that after-the-fact profit information was not fore-
seeable at the time of the transaction.?’ Moreover,
non-U.S. tax administrations that follow the 2022
Organisation for Economic Co-operation and
Development (“OECD”) Transfer Pricing Guidelines
(the “OECD Guidelines”) may take a similar hind-
sight approach under the OECD Guidelines guidance
on Hard-to-Value-Intangibles (“HTVI”).”> In con-
trast, if the transaction is classified and respected as
a service transaction, it should not be subject to peri-
odic adjustments under the Code Sec. 482 regulations
or the OECD Guidelines HTVI regime.

B DPotential differences in comparables sets. The compara-
bles sets for pricing services and intangibles typically
differ, and these differences could yield different
pricing outcomes. For example, when applying the
Comparable Profits Method to a service provider,
the method typically hinges on comparable service
companies that do not own significant intangibles,
whereas to analyze an intangibles transaction, it
would be necessary to locate comparable transactions
or companies that do employ similar intangibles.
These are different universes of comparables that can
produce different routine return benchmarks and
therefore different residual calculations.

B DEMPE. Tax administrations that follow the OECD
Guidelines may scrutinize intangible transactions
to determine whether the allocation of profit from
the intangibles’ exploitation is consistent with the
parties’ contributions to the development, enhance-
ment, maintenance, protection and exploitation
(“DEMPE?) of the intangibles.” This is an important



consideration because some tax administrations may
interpret the OECD Guideliness DEMPE guidance
in a manner that diverges from taxpayer or IRS posi-
tions grounded in the Code Sec. 482 regulations,
giving rise to potential double taxation. In contrast,
the OECD Guidelines’ guidance on pricing service
transactions does not contain a concept analogous to
DEMPE and is generally assumed to have less poten-
tial for divergence in interpretation with the Code
Sec. 482 regulations.

B Default expectations. It is sometimes assumed that
services are priced at lower values than intangibles.
Indeed, as we know, one of the pricing mechanisms
for services is the Services Cost Method, which
allows taxpayers to charge services out at cost with
no markup. To qualify for that method, a service
must either be a specified covered service listed in
Rev. Proc. 2007-13 or a low-margin covered service
with a median comparable markup of 7% or less.**
Although it is debatable whether most transactions in
user data for purposes of training Al could qualify for
this method, it does reflect Treasury’s understanding
that many (but certainly not all) types of services are
routine or relatively lower value in nature.

All that being said, characterization as a service trans-
action will not necessarily be enough to avoid intensive
transfer pricing scrutiny. As noted, value does not turn
on the analytical framework alone. Moreover, the IRS
can scrutinize whether a transaction characterized as
services contains a purported embedded intangible ele-
ment as described in Reg. §1.482-9(m).”

One final note about the pricing bears mentioning: If
the taxpayer is operating under a cost-sharing arrange-
ment, the classification of the user-data transaction is argu-
ably less important from a transfer pricing perspective. If
the group operates a cost-sharing arrangement for the de-
velopment of Al intangibles, the subsidiary’s provision of
user data could constitute either a “platform contribution
transaction” or an “operating contribution,” depending on
the proximity of the data to the intangible development
activity. In either case, the subsidiary must receive arm’s
length compensation from the cost-sharing participants
reflecting the anticipated value of that contribution.

Practical Observations and Parting
Thoughts

The different potential analyses described above might
lead to disputes. Taxpayers might in many cases deter-
mine that a transaction is most appropriately analyzed
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as a service transaction for transfer pricing purposes, but
the IRS or another tax authority might have an incen-
tive to try to analyze the transaction as an intangible
transaction. If the IRS were to do so, though, it might
face an obstacle of its own creation: the cloud regula-
tions, which—if applicable—force taxpayers and the IRS
down the services path.

One non-tax limitation here is data privacy. For ex-
ample, if the subsidiary were located in the European
Union (“EU”), the General Data Protection Regulation
(“GDPR”) may prevent the user data from leaving the
jurisdiction. In that situation, the U.S. model might le-
gally need to pay a “visit” to the subsidiary’s server or
system, learn from the data locally, and send only the
learning back to the United States. This looks more like
a cloud transaction, which is more likely to be priced as
a service. If the taxpayer were to characterize the transac-
tion as a service, and the IRS were to successfully rechar-
acterize the transaction as an intangible transfer, then
data privacy regulations could create something akin to
a “blocked income” problem (not because the income is
actually blocked, but because a non-tax statute barring
certain activity could impact the pricing analysis).

Given all these considerations, taxpayers should look
for ways to reduce the possibility of disputes. The most
obvious way is to structure the intercompany agreements
in a thoughtful way that increases the likelihood that
they will be respected on audit. There might be more
proactive ways, such as seeking a private letter ruling on
the Code Sec. 861 classification.

Finally, although not a silver bullet, this area might at
some pointalso be ripe for use of a bilateral Advance Pricing
Agreement (“APA”) to reduce uncertainty. An APA would
clearly delineate the nature and form of covered intercom-
pany transactions (e.g., as a license or intercompany service)
and provide certainty on the transaction’s pricing. And if
the APA is bilateral or multilateral, it would provide for
consistent characterization and pricing in the jurisdictions
of each party to the relevant transactions, thereby prevent-
ing double taxation and avoiding the risk that the taxing
authorities put the taxpayer in a whipsaw position by char-
acterizing the transaction in different ways. This could be
especially important because classification under the Code
Sec. 861 regulations presents a U.S.-specific wrinkle.

Until further clarity emerges from IRS guidance or per-
haps even caselaw, taxpayers transferring user data across
borders must navigate a regulatory framework that was
not expressly written with Al in mind. In a world where
Al models can be trained in weeks and deployed globally
in days, the “new” Code Sec. 861 regulations already are
showing their age.

"
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