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3 Acquisitions – are you ready for transfer pricing complexity?
We have seen a strong start to 2018 in terms of M&A activity, write Jon Vine and Greg Smith
of Deloitte. Mergers and acquisitions invariably involve a range of complex tax issues. While
these continue to include matters such as acquisition structuring, financing and structurally inte-
grating the acquired business, the complexity and range of transfer pricing (TP) issues which
arise in the M&A context should not be underestimated. 

7 Revisiting intangibles in the financial services sector
There is a lot of discussion about the future of the financial services sector, write Ralf Heussner
and Enrique Marchesi-Herce of Deloitte. New technologies and automation, a changing regula-
tory landscape, and the entry of new market players are reshaping the industry. On top of this,
the industry is undergoing further consolidation while having to respond to shifting customer
demands and new distribution models.

11 The hypothetical arm’s-length test: Germany’s way of calculating the ALP for IP
The German approach to determining the arm’s-length price for intangibles/intellectual proper-
ty (IP) is based on the relevant German tax code and related administrative guidance, explain
Richard Schmidtke, Bjorn Heidecke and Oskar Glaser of Deloitte. If other methods are used to
determine the arm’s-length price for IP, this may result in non-compliance in Germany.

17 Outright sale of IP: practical considerations post-BEPS
Transfer pricing (TP) for intangible property is an increasingly relevant and complex area of tax-
ation for multinational enterprises (MNEs) and taxing authorities, writes Bruno A de Camargo
of Deloitte. The main policy driver for the existing and evolving state of intangible property tax-
ation globally is the OECD’s BEPS initiative, and its ensuing adoption by local governments. 

21 Moving away from traditional methods: lessons from recent Japanese TP cases
The Tokyo District Court recently issued two judgments regarding transfer pricing (TP) cases,
both in relation to the treatment of intangibles. These decisions provide insights into how the
Japanese tax authorities will evaluate intangibles when dealing with TP issues in audits going for-
ward, explain Yutaka Kitamura and Jun Sawada of Deloitte.

25 Embedded IP
Andre Schaffers and Filip Vanluydt of Deloitte explain the concept of embedded intellectual
property (IP), providing detailed guidelines for readers on how to identify and quantify it.

29 Brand value, brand equity, and brand IP
Brands are complex intangible assets. As explained by Tim Heberden and Cam Smith of
Deloitte, robust valuations and royalty opinions should incorporate analysis of the legal rights
underpinning the brand, together with the associated reputational stock that drives purchase
behaviour.
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W elcome to International Tax Review’s guide to intangible assets,
published in association with Deloitte.
   In today’s digital revolution, intangible assets are as central to

the business function as steam-powered machines were during Industrial
Revolution. 
Despite the evolution of businesses since the 18th century, modern

business is still governed by historic tax laws. 
With the onset of the BEPS project, no sector or business is immune from

the tax burdens of intangibles. New technologies and automation, a chang-
ing regulatory landscape, and the entry of new market players are reshaping
the way we work. Businesses need to be strategic in the way they manage their
intangibles and perform DEMPE functions in line with the BEPS Action Plan
and the way governments are implementing and interpreting these measures. 
It is unlikely that the BEPS project will clear up all the confusion over

how to tax intangibles, but substantive guidelines and practical examples
are offering some clarity.
However, analysing the most effective approach to dealing with the

international taxation of intangibles remains a particularly challenging area.
In the case of transfer pricing, identifying and determining the value

of intangible assets is difficult enough. Add to this a merger or acquisi-
tion and you have a host of additional matters to consider – the owner-
ship structure of the intangible asset must be reconsidered, for example. 
Brands are another complex area. One author in our guide writes that

robust valuations and royalty opinions should incorporate analysis of the
legal rights underpinning the brand, together with the associated reputa-
tional stock that drives purchase behaviour. 
Despite increasingly harmonised international tax rules, complying

with the tax rules for intangibles in one country will not guarantee your
safety from audit in another. Already we are seeing judgments emerging
on how tax authorities and the courts are determining the appropriate
transfer pricing method for such assets.
Wading through the numerous laws and OECD guidance can be

tough. It is through guides such as this one, that tax directors and tax
practitioners can understand the wider issues of the debate, learn from
case studies and examples and apply these arguments to their situations.
We hope you enjoy the guide and find the articles useful and informative.

Anjana Haines
Managing editor, International Tax Review

Editorial
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Acquisitions – are you ready
for transfer pricing complexity?

We have seen a strong
start to 2018 in terms
of M&A activity, write
Jon Vine and
Greg Smith of Deloitte.
Mergers and acquisitions
invariably involve a range
of complex tax issues.
While these continue to
include matters such as
acquisition structuring,
financing and
structurally integrating
the acquired business,
the complexity and range
of transfer pricing (TP)
issues which arise in the
M&A context should
not be underestimated. 

W ith revised OECD TP guidelines (including the application of
the accurate delineation of the transaction as it relates to intan-
gibles), greater TP documentation requirements, increasing

transparency, and particular attention paid to TP by almost all tax author-
ities, it is increasingly important that sufficient focus and time is antici-
pated and ultimately given to TP in the M&A context. 
This article explores a range of intangible and TP-related issues, which

may need careful thought when a group makes an acquisition.

Value-based management fees
Management of the acquiring group may get heavily involved in setting
strategies for, or controlling economically substantial risks of, the
acquired group (or vice versa). These situations may arise, in particular,
where the acquiring business has a centralised management structure or
where management brings a unique set of skills in relation to the
acquired business. Such involvement may be relatively short-term during
an integration phase, or provide a benefit on a longer-term basis.
Where this is the case, the charging of a value-based management fee

is becoming increasingly common, with the fee reflecting the substantial
value delivered by management. For example, a fee based on a percent-
age of revenue or incremental revenue may be more appropriate than,
perhaps, what is more typically seen for management charges (where a
return on costs is commonly charged for more routine services such as
back office functions including finance, IT, HR and so on).
The knowledge and services of management may be combined with

the provision of certain intangible assets such as rights to use a trademark
(for example, if the acquired group undertakes a rebranding exercise) or
documented processes and know-how.
The pricing of such services (or bundle of services and provision of

intangible assets) requires a detailed understanding of the value chain of
the business and the extent to which the services play an important role
within this value chain. Given the unique nature of such services, a suffi-
ciently reliable comparable transaction may be difficult to identify and
therefore other TP methods may be more reliably applied. That said,
identifying similar third-party transactions can be helpful for supporting
the overall arrangement (and potentially providing a corroborative pric-
ing methodology). 
It is also necessary to consider any existing arrangements within the

group for such services to ensure that a consistent approach is taken. 
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Integration of intangible assets
In any integration of a business, it is necessary to consider
how the functions (including control thereof) relating to the
development, enhancement, maintenance, protection or
exploitation (DEMPE) of intangible assets may be affected.
This may happen in a number of different ways. For exam-
ple, a business may: 
•  Use intangible assets within the acquired group in com-
bination with its own to create a new product (e.g. taking
the best of both); 

•  Combine the development groups to create a single cen-
tre of excellence;

•  Consolidate its sales structure to create a single go-to-
market structure; or

•  Allow the respective parts of the group to sell the prod-
ucts of the other (i.e. upselling to existing customers).
Any such changes will require careful consideration from

both a legal and a TP perspective and can result in a complex
web of inter-company agreements and TP flows in order to
appropriately reward both the DEMPE functions and the
control of such activities. This is particularly important
where, as a result of the acquisition, the DEMPE functions
and/or the ownership of intangible assets are located in
multiple jurisdictions. 
Changes in the way groups operate often result in a

mismatch between those entities that legally own intangi-
ble assets and those entities that, under TP principles, are
entitled to profits (including residual profits after all other
contributions have received an arm’s-length considera-
tion) associated with the assets. While this may not in
itself be of immediate concern, aligning legal and ‘tax’

ownership can help simplify transaction flows and future
business restructurings. 
There may inevitably be a period of time until these chal-

lenges can be resolved through an appropriate reorganisa-
tion to simplify the intangible ownership structure. The
extent of work undertaken to support the TP in this interim
period needs to be carefully managed so as to appropriately
mitigate the risk, while not incurring excessive costs for a
relatively short-term benefit. 

Simplifying the intangible ownership structure 
There are a variety of commercial, tax and legal factors to
take into account when considering the long-term structure
of intangibles within a group. The tax issues commonly
include:
•  Identification of the intangible assets – It is important to
remember that the intangible assets of a business are like-
ly to include more than what is already recognised on the
balance sheet or what is legally protected (e.g. patents,
copyrights, and trademarks) because of the expansive def-
inition of an intangible asset for TP purposes; 

•  Valuation of the intangible assets – It will be necessary to
value any assets being transferred. This can often be a
complex exercise, with a number of valuation techniques
available. The acquisition will have resulted in a third-
party price being paid for the acquired business; it can be
useful to reconcile the value of the intangible assets to
this value to ensure that any ‘gap’ in value can be
explained to tax authorities. A valuation exercise is likely
to have been undertaken for the purposes of a purchase
price allocation (PPA) for the financial statements.
Purchase price allocations are performed under fair mar-
ket value concepts, which can be different in some cases
from arm’s-length value concepts. Therefore, valuation
techniques used in such a PPA can differ from valuations
performed for TP purposes; 

•  Exit charges – The transfer of intangible assets can often
result in substantial tax costs for the business. Careful
consideration may be needed to manage these exposures
from both a cash tax and accounting effective tax rate
(ETR) perspective. Both the form of the transaction (e.g.
sale vs licence) and the tax treatment of the intangibles in
the purchaser’s jurisdiction (e.g. amortisable tax basis),
will impact the overall cash tax and ETR. Tax attributes
may also be available to shelter any gains; and

•  To the extent that a centralised intangible ownership
model is sought, determination of the appropriate juris-
diction for centralisation – Aside from the various com-
mercial factors which may influence this decision, there
are also a number of tax considerations, including (but
certainly not limited to):

    •  Location of teams contributing to the control of
DEMPE functions in relation to the intangible assets;

Jon Vine
Director, tax
Deloitte LLP

Abbots House, Abbey Street, Reading,
RG1 3BD
Tel: +44 118 322 2356
Mobile: +44 7971 277637
jonathanvine@deloitte.co.uk

Jon Vine is a transfer pricing director, based in the UK. Jon has
more than 17 years’ of experience in advising on a wide range
of international tax and transfer pricing issues. Jon now wholly
focuses on the area of the taxation of intangibles and the
associated transfer pricing in the post-BEPS environment, help-
ing international groups implement sustainable transfer pricing
models as they go through extensive changes within their
business, whether this be as a result of M&A activity, IP central-
isation or other business change.
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    •  The local tax rate and impact on group ETR;
    •  Ease of profit repatriation, including withholding tax

(WHT) cost;
    •  Availability of tax attributes; 
    •  Local intangible tax regimes, including incentives;
    •  Treaty network;
    •  Other rules such as ‘controlled foreign company’ or

diverted profits or similar measures; and
    •  Tax authority interaction and availability of rulings/

advance pricing agreements (APAs).
Given the importance of any reorganisation of intangible

assets, groups commonly first undertake a feasibility analysis
exploring possible options. This would include an assess-
ment of the benefits and risks of those options (including
maintaining the existing structure) and modelling the
expected impact on cash tax and ETR. 

Inherited structures
The acquired group may have had TP structures in place
that are no longer appropriate. This may be because the his-
toric structures have not previously been updated by the
vendor group to reflect the changes in the global TP envi-
ronment, or because changes in the business mean that poli-
cies need to change.
Many of these risks may have been identified during the

due diligence phase for the acquisition, and historic expo-
sures may be dealt with through the terms of the sale and
purchase agreement. However, work may be necessary to
avoid a continuing exposure accruing to the business. 
Many US groups have cost sharing arrangements in place

whereby the intangible assets are legally owned in the US
but the costs and risks of development, and the right to
exploit those intangible assets (within a geographic region,
e.g. EMEA) is shared with a cost share participant. These
structures may have involved the cost share participant
being located in a jurisdiction where there is limited control
over economically substantial risks. The changes in the TP
environment and the revised OECD TP guidelines in rela-
tion to cost contribution arrangements may put pressure on
the future sustainability of such structures. Careful consider-
ation and planning as to how these structures can be adapt-
ed may therefore be required.
In addition, a number of groups have historically oper-

ated a sales principal and commission agent structure,
whereby the sales principal (and, potentially, intangible
asset owner) is responsible for concluding all contracts with
customers and the commission agent’s role is that of mar-
keting and demand generation. The way in which the field
sales teams within the commission agents operate may have
changed over time (i.e. before the acquisition) or may
change because of an integration of the team into the new
group’s go-to-market organisation. Such changes may
mean that the go-to-market structure is no longer sustain-

able without creating a substantial permanent establish-
ment (PE) risk for the group (the work around PEs under
the OECD’s BEPS project is also a key consideration here).
It is not uncommon for short-term transitional service

agreements to be put in place between the acquirer and ven-
dor groups. These can be helpful in providing internal com-
parable transactions to support future intra-group
arrangements, but may also present a risk of undermining
existing pricing mechanisms within the group. 

Operational transfer pricing
Acquisitions can result in a number of challenges from an
operational TP perspective. It may well be the case that TP
processes are managed in very different ways within the two
groups, which can create inefficiencies and risk.

Greg Smith 
Director 
Deloitte in the UK

London, United Kingdom 
Tel: +44 (0)20 7007 3800 
Fax: +44 (0)20 7007 4075
gregfsmith@deloitte.co.uk 

Greg Smith is an economist and a director with Deloitte in the
UK, specialising in the transfer pricing of intangible assets. Greg
has more than 20 years of experience with Deloitte, and
extensive experience across a variety of industries. 
Greg has worked exclusively on UK and pan-European trans-

fer pricing issues, including planning and documentation stud-
ies, audit defence, and advance pricing agreements. He has
managed the implementation of a number of complex transfer
pricing analyses including the valuation of intellectual property,
profit split policies, and transactional pricing methodologies.
Greg also has experience working with clients to identify
opportunities and to design centralised IP business models. 
Greg focuses primarily on clients in the consumer product,

TMT, and manufacturing sectors and on the valuation and pric-
ing of intellectual property. He has advised a number of major
FTSE 100 clients on transfer pricing issues relating to their
brands, trademarks, patents, software, know-how, and other
intangible assets. 

Education
• University of Nottingham: Bachelor of Economics and
Econometrics 

Professional Accreditation and Certifications
• Qualified Chartered Financial Analyst 
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It will be important for the tax and finance function to
quickly gain a detailed understanding of the various poli-
cies and procedures and consider whether any changes are
required.
Different pricing policies and/or different teams operating

those policies can create a weakness in the internal control
environment, and additional checks may be required to ensure
that each group company is earning the appropriate amount of
profits. It may be advisable to align the way in which the poli-
cies are operated, which will require the various teams to either
be consolidated or educated on the new processes. 
Furthermore, the acquired group may use a different

accounting system. Where this is the case, setting up inter-
company accounts to allow transactions to take place and be
booked between the legacy groups can cause complexities.

Exceptional costs 
Acquisition and restructuring/integration costs can be
substantial and involve a number of different work
streams and many different advisors. It will be necessary
to understand all the costs, what they relate to and where
they have been booked. An exercise is then needed to
determine to which company the costs should be charged
from a TP perspective (i.e. which entity is benefitting

from those costs, which can often be multiple entities)
and the tax deductibility of those costs assessed. 

Compliance 
The group’s compliance responsibilities will also obviously
increase. The master file is likely to need updating to reflect
the acquisition, changes in the business, any additional sup-
ply chain structures and any restructuring of intangible
assets. The process for collating the information required in
the group’s country-by-country report may need to be
adapted, particularly where the enlarged group is operating
multiple accounting systems. The local file for each group
company will also need updating to the extent that there are
any changes in the way in which the company operates and
transacts with other group companies.

Conclusion
Mergers and acquisitions activity can often involve a num-
ber of different work streams and put strain on a business
from both a commercial and a finance perspective. While
the complexity of acquisition structuring, financing and
the structural integration of the groups is often anticipat-
ed, the complexity from a TP perspective should not be
underestimated.
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Revisiting intangibles in the
financial services sector

There is a lot of discussion
about the future of the
financial services sector,
write Ralf Heussner and
Enrique Marchesi-Herce
of Deloitte. New
technologies and
automation, a changing
regulatory landscape,
and the entry of new
market players are
reshaping the industry.
On top of this, the
industry is undergoing
further consolidation
while having to respond
to shifting customer
demands and new
distribution models.

I n addition to these industry developments, the OECD BEPS ActionPlan is fundamentally reshaping the international tax landscape. Under
the work performed by the OECD and G20 countries on BEPS Action

8, the spotlight is on transfer pricing (TP) issues related to intangibles,
with the aim of aligning taxation with the economic activity that pro-
duces profits. BEPS Action 8 introduced new concepts regarding the
ownership and valuation of intangibles, as well as a substantially broader
definition of intangibles that is expected to lead to the emergence of a
greater range of intangibles for tax purposes. Although the BEPS Action
Plan is applicable to all industries, there are some aspects that are unique
to the financial services sector that warrant a renewed look at the topic in
light of these recent changes. The complexity inherent to the financial
services sector is also reflected by the continuing discussions at the level
of the OECD where it has not yet been possible to reach a consensus
regarding the TP treatment of related party financial transactions.

In this article, the authors revisit the TP dimension of intangibles in
the financial services sector and provide insight into key issues, recent tax
audit developments, and important takeaways for financial institutions.

Key drivers
The four key drivers that require financial institutions across the banking,
asset management, and insurance space to revisit their TP approaches to
intangibles are discussed below.

Industry-specific operating model
In many respects, the financial services industry is unique regarding its
operating model. In other sectors such as the consumer goods, industrial,
or technology sectors, there has been a growing trend since the 1990s to
transition to so-called principal structures that centralise a range of func-
tions, risks, and assets in a principal company. The particularly important
result of this trend has been a gradual decline in the number of intercom-
pany licensing transactions. Instead, the TP focus in many non-financial
sectors is on the question of economic ownership of intangibles or setting
the remuneration for support functions (for instance, for their contract
research and development (R&D) functionality).

The financial services sector is different. Because it faces unique reg-
ulatory requirements that range from organisational, management, cap-
ital, and liquidity to reporting requirements based on the supervision by
local regulators, it typically requires a more stand-alone business model
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in local jurisdictions, especially for retail banking and insur-
ance. This results in a broader range of transactions within
larger financial institutions regarding the use of potential
intangibles and the provision of services. Consequently, the
greater number of potential intangibles-related transactions
also requires more attention from a TP perspective. 

Nonetheless, many financial institutions may have not yet
paid sufficient attention to the topic of intangibles to be pre-
pared for the new TP challenges resulting from the OECD
BEPS initiative, as well as the rising importance of intangi-
bles in the financial services sector.

It is also essential to remember that the operating model of
the financial services sector is different with respect to the
stronger reliance on branches instead of legal entities as a
means of efficiently using capital, putting additional pressure
on the application of profit attribution between branches and
head offices, the recognition of dealings and the relationship
between Articles 7 and 9 of the OECD model tax convention. 

Historic role of intangibles
Historically, the discussion of intangibles in the financial
services sector pivoted primarily on customer relationships
and regulatory licences. Regulatory licences typically include
banking licences or licences for management companies
under the UCITS or AIFMD regimes.

From a practical standpoint, there has been a noticeably
different view in the financial services industry on the recog-
nition and value of other marketing-related intangibles cov-
ering trade marks and trade names. While some financial
institutions recognised trade marks as intangibles for TP
purposes and established remuneration policies (for exam-
ple, in the form of licensing fees), other financial institutions
decided to treat marketing and other branding-related activ-
ities as services, and include related costs in group internal
service recharges. The main argument for considering trade
marks to have limited value is based on factors such as cus-
tomer inertia, implying that customers have historically been
slow to change financial providers due to switching costs.
Particularly in mature markets, consumers have historically
gravitated toward established and enduring brands in the
banking or insurance space that were regarded as bulwarks
of stability in times of economic or financial turbulence.
Thus, marketing and branding-related efforts often focus on
maintaining or rebuilding trust or serve as a means to attract
employees. To put it differently, the argument is that the
financial services sector is not an industry in which emotions
are key drivers for customers` purchase decisions.

Instead, customers often tend to make their decisions based
on criteria such as proximity of retail branches, fees, or the
track record of investment funds (in the asset management sec-
tor). Consequently, the argument for not considering trade
marks a key intangible is that they serve only as a form of entry
ticket to being recognised as one of the financial institutions of
choice, but that they provide limited additional financial ben-
efits with respect to attracting customers, lowering acquisition
costs, increasing volume, or sustaining price premiums.

It is clear that the question of the value of marketing-relat-
ed intangibles needs to be examined on a case-by-case basis
depending on the facts and circumstances. Nonetheless, the
increasing level of consolidation in the financial services sector
is expected to further drive branding/re-branding activities in
the aftermath of mergers and acquisitions. In addition, the
rise of FinTechs, new distribution channels, lower switching
costs, and the need to establish a customer experience and
social media presence will bring more attention to the role of
trade marks and branding in the financial services space.

The new OECD guidance under BEPS Action 8 provides
that a TP analysis should carefully consider whether an
intangible exists and whether an intangible is being used.
The notion is important that not all development or market-
ing-related expenditures will necessarily result in the cre-
ation or enhancement of an intangible. Reference can be

Ralf Heussner
Partner, transfer pricing
Financial services transfer pricing and
value chain alignment
Deloitte Luxembourg Tax &
Consulting

560, rue de Neudorf
L-2220 Luxembourg
Grand Duchy of Luxembourg
Tel: +352 45145 3313
rheussner@deloitte.lu

Ralf Heussner is a partner with Deloitte based in Luxembourg
specialising in the financial services sector. Ralf worked for
many of the key players in the asset management industry
(ranging from traditional to private equity, real estate, and
hedge funds), and the banking and insurance sectors during
his previous tenure in Tokyo, Hong Kong and Frankfurt. Over
the last 15 years, Ralf gained extensive experience advising
clients on a range of transfer pricing (TP), valuations, interna-
tional tax, and value chain alignment engagements.
Ralf’s experience covers TP planning and policy setting, risk

reviews, operationalisation, documentation, restructurings, and
dispute resolution engagements. He has worked on more than
25 advance pricing agreements and numerous high profile
controversies on both the local and competent authority levels
with the authorities in China, the EU, Japan, the US, and other
key jurisdictions.
Ralf is a frequent speaker at tax seminars, has participated

in government consultation projects about tax reform, and has
contributed to thought leadership on TP issues.
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made to Section 6.10 of the OECD guidelines, which states
that ‘the identification of an item as an intangible is separate
and distinct from the process for determining the price for
the use or transfer of the item under the facts and circum-
stances of a given case.’

It is also important to differentiate between trade marks
(that are registered and legally protected) and the use of a
group or company name. The OECD expands on this point
in Section 6.81 of the OECD TP guidelines, stating that no
payment per se should be recognised merely for the use of
the group or company name when the use is only intended
to reflect membership in the group (passive association). In
addition, the extent to which the activities of the local affil-
iates contribute to the further development of the trade
mark will also need to be considered.

The above discussion shows that financial institutions will
need to consider carefully whether the use of a registered
trade mark/brand provides a financial benefit for which a
payment would be made between unrelated parties, and
how to remunerate the use of the trade mark/brand.

Tax audit developments and the issue of ‘missing
transactions’
Increased tax audit activity in the financial services sector has
been observed across various jurisdictions. While the tax
authorities’ level of experience and sector-specific knowl-
edge greatly varies from one jurisdiction to another, a recent
common focus in some tax audits has been what the author-
ities call ‘missing transactions’.

For example, some tax authorities examined under audit
marketing and investor-related materials (such as annual
reports and investor presentations). In some cases, the tax
authorities found marketing-oriented language on the key
success factors and value drivers (especially in the banking
and asset management areas) where the trade mark/brand
was described as one of the key assets in the business and a
driver of growth and profitability. 

The tax auditors then compared these descriptions with
the information contained in the TP documentation, and
often identified inconsistencies with the position taken for
tax purposes. Although foreign affiliates used the registered
trade mark, the TP analysis/documentation did not identify
it as an intangible and the trade mark holder was not remu-
nerated for its use. Some tax authorities refer to this situa-
tion as ‘missing transactions’, and use the argument of
non-timely documentation as the basis for their tax adjust-
ments and applying presumptive taxation.

Rise of trade-related intangibles
Banking has historically been one of the business sectors
more resilient to disruption by technology, partially due to
the important role that scale, trust, and regulatory expertise
have traditionally played.

Nonetheless, technology is becoming a key driver of
change in the financial services sector. Examples include
the rise of robotics and automation-related technologies
to reduce operating costs, investment platforms and algo-
rithmic models that evolved from internal risk manage-
ment tools to key tools for investment decisions and
portfolio management, and new payment systems and
robo-advisors. 

The future will entail employing digital technologies to
automate processes, improve regulatory compliance, trans-
form customers’ experiences, and disrupt key components
along the value chain. According to recent news, banks
could be expected to reduce up to half of their operations
staff in the next five years, as machines replace human work-
force and automation takes over ‘lower-value tasks’ (see the
Financial Times article entitled ‘Citi issues stark warning on
automation of bank jobs’ dated June 12 2018).
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The technological upheaval will require heavy invest-
ment and raise the question of how to structure such
investments from a TP perspective with respect to owner-
ship and use of the resulting intangibles within the group.
The scale of the investments required is also expected to
further drive consolidation in the financial industry.
Interestingly, new financial institutions or those from
emerging economies might achieve this transition more
easily, given the relative absence of legacy investment and
integration with older systems.

As in the area of marketing intangibles, only a few
financial institutions have already probed the appropriate-
ness of their existing TP policies/models to reflect the
increased importance of technology, how the develop-
ment activities should be structured (for example, under a
contract development agreement to centralise economic
ownership or under cost sharing arrangements) and
if/how their use should be remunerated. While some
financial institutions have already introduced TP
approaches for the licensing of platforms using compara-
ble uncontrolled price (CUP) approaches, others are con-
sidering including related costs in recharges for
infrastructure services

Challenges may arise if certain platforms or systems are
developed in pioneer jurisdictions (based on new regula-
tory requirements) that are then rolled out globally or
regionally. It is also important to keep in mind that some
banks and assets managers already started to license out
certain of their trade intangibles (such as end-to-end
investment platforms) to third parties. Theoretically, this
should contribute to a greater spectrum of potential inter-
nal CUP data that would also need to be examined for TP
purposes.

Practical implications
With the above in mind, the key takeaways for financial insti-
tutions are as follows:
•  Re-examine the existence of potential intangibles in light

of the broader definition under the OECD BEPS Action
8 and the use of such intangibles (also in the context of
branches and attributing licence fees under the new
OECD separate entity approach);

•  Revisit existing TP positions regarding remuneration for
the use of intangibles, depending on the financial benefit
or whether related costs should be included in internal
cost recharges;

•  Identify all relevant intangibles and their use in TP analy-
sis/documentation, even if use of those intangibles is not
being remunerated (with supportive argumentation for
the non-remuneration);

•  Track development and branding-related activities, espe-
cially if performed out of pioneer locations;

•   Ensure consistency between marketing and tax-related
messaging, and coordinate with other stakeholders (for
example, the public relations and marketing function); and

•  Review the appropriateness of existing TP documenta-
tion and inter-company agreements.

Conclusion
The changes resulting from OECD BEPS Action 8, together
with industry developments, will have a profound impact on
the financial services sector. The key message for financial insti-
tutions is that additional effort should be devoted to analysing
the appropriateness of existing TP approaches with respect
to intangibles. If not, many financial institutions may find
themselves exposed to more intangible-related tax disputes
and controversies in the future across various jurisdictions.
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The hypothetical arm’s-length
test: Germany’s way of
calculating the ALP for IP
The German approach
to determining the
arm’s-length price for
intangibles/intellectual
property (IP) is based
on the relevant German
tax code and related
administrative
guidance, explain
Richard Schmidtke,
Bjorn Heidecke and
Oskar Glaser of
Deloitte. If other
methods are used to
determine the arm’s-
length price for IP, this
may result in non-
compliance in
Germany.

Method selection
In Germany, the determination of an arm’s-length price for IP follows a
transfer pricing (TP) method hierarchy (see first sentence onwards of
Section 1 Paragraph 3, Foreign Tax Code). The comparable uncon-
trolled price (CUP) method, the cost plus method, and the resale price
minus method are the highest ranked methods in the hierarchy. If those
methods are not applicable, other methods, such as the transactional net
margin method and the profit split method, must be applied (see first
sentence of Section 1 Paragraph 3, Foreign Tax Code), always based on
unlimited or limited comparable third-party data. 

If none of the aforementioned methods is applicable, for example due
to the lack of third-party data, the so-called hypothetical arm’s-length
test must be performed (see the fifth sentence of Section 1 Paragraph 3
Foreign Tax Code). The hypothetical arm’s-length test was introduced as
part of Germany’s ‘company tax reform’, and is applicable for financial
years starting after December 31 2007. 

Generally, the hypothetical arm’s-length test is used in cases of ‘relo-
cation of functions’ in the course of business restructurings to evaluate
the ‘transfer package’ made available by the transferor to the transferee.
A relocation of functions is assumed if an entire function, including risks
and opportunities as well as assets, is transferred (see the ninth sentence
onwards of Section 1 Paragraph 3, Foreign Tax Code). Given the unique
features of a transfer package, limited or unlimited comparable third-
party data is often unavailable, making the hypothetical arm’s-length test
the standard method in practice. Therefore, a plethora of additional
guidance on the relocation of functions and its application of the hypo-
thetical arm’s-length test has been published by the German tax admin-
istration. In particular, the Decree on Relocation of Functions issued on
August 12 2008 needs to be considered. The 80-page administrative
principles issued by the German Ministry of Finance on October 13 2010
are binding on the tax administration but not on the taxpayer. 

Despite the availability of general guidance, specific guidance regarding
the application of the hypothetical arm’s-length test in cases other than a
relocation of functions is limited. Below, the authors propose an analogous
interpretation of the available guidance when dealing with IP transfers. 

An economic way of thinking: The hypothetical arm’s-length test
The idea behind the hypothetical arm’s-length test is to simulate negotia-
tions between seller and buyer in consideration of potential alternative
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options. Thus, the hypothetical arm’s-length test employs
functional analysis and internal company planning calculations
to determine a minimum selling price for the seller and a max-
imum buying price for the buyer, under the assumption that
two conscientious business managers will negotiate. In addi-
tion, the legislation assumes that the two conscientious busi-
ness managers have complete transparency of information
within the framework of the simulated price negotiations.
Hence, the pricing is based on the assumption that the busi-
ness managers are aware of all material circumstances of the
business relationship (third sentence of Section 1 Paragraph 1,
Foreign Tax Code) in this two-sided approach.

Two values are then derived – a minimum value from
the seller’s perspective and a maximum value from the
buyer’s perspective, constituting the range of agreement
that results from the differing profit expectations (profit
potential). German tax legislation assumes the midpoint of
this price range to be the actual transfer price if no other
price can be substantiated as the arm’s-length price with
the highest likelihood. 

The minimum value claimed by the selling entity is influ-
enced by the expected loss of profit potential from the exer-
cise of the IP, that is, the minimum price is determined by
compensation for the potential profits forgone. Realistic
alternatives must be considered. 

The maximum value representing the buyer’s willingness
to pay is affected by expected additional profit potential
considering own contributions such as the receiving compa-
ny’s IP or workforce, as well as synergies expected to arise
from the transferred IP. As with the minimum value, realistic
alternatives must be considered. 

Figure 1 illustrates the hypothetical arm’s-length princi-
ple as described above.

Because both the loss and additional profit potential
must be calculated, a four-sided valuation is common: both
the minimum and maximum value can be established by
comparing the profit potential before and after the intended
transfer of IP, requiring two valuations for each party. 

The next section outlines a numerical example based on
the administrative guidelines for relocation of functions to

Figure 1: The hypothetical arm’s-length principle

Illustrative margin

Minimum remuneration

The minimum remuneration for 
the IP claimed, representing the 
seller’s value for the IP. Where 
the transferring enterprise could 
expect to earn a profit from the 
exercise of the IP, the minimum 
price is determined by 
compensation for the potential 
profits foregone and realistic 
alternatives.

Most likely value

The price in the range of 
agreement that reflects the 
arm’s-length principle with the 
highest degree of probability is 
the price that is actually applied. 
The midpoint in the range of 
agreement is determinative 
unless a credible showing can 
be made in favour of another 
value.

Maximum remuneration

The maximum remuneration for 
the IP, representing the buyer’s 
willingness to pay, is affected by 
own contributions such as the 
receiving company’s IP or 
workforce, as well as synergies 
expected to arise from the 
transfer as well as realistic 
alternatives.
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Most
likely
value



I N T A N G I B L E S

                                             W W W . I N T E R N A T I O N A L T A X R E V I E W . C O M 1 3

illustrate the application of the arm’s-length test. Because
the administrative guidelines are not binding on the taxpay-
er, the taxpayer can also apply other valuations to calculate
the minimum and maximum prices. 

Application of the hypothetical arm’s-length test
The following simplified example illustrates the hypothetical
arm’s-length test in the case of an IP transfer when applying
the available guidance for relocation of functions by analogy
(see Administrative Principles Relocation of Function 2010,
Appendix, Case C). More details on the application can be
found in Schmidtke et al (2017), Transferpaketbewertung, in
Heidecke et al (editors) Funktionsverlagerung und
Verrechnungspreise, Springer. The latter have presented a
hypothetical arm’s-length test application considering the
common valuation practice. 

Assumptions
A parent company (Company S) transfers IP to a foreign sub-
sidiary (Subsidiary B). The IP has been fully developed and
no additional development costs are necessary during the use
of the IP over a five-year period. Company S’s profit poten-
tial with the IP would be €0.6 million ($700,000) per
annum higher than without the IP for five years.
Correspondingly, Subsidiary B’s profit potential would
increase by €0.9 million per annum for five years if the IP
was transferred. For both companies, it is assumed that the
risk-free interest rate is 4% and the appropriate risk premium
is 5%. In the case of post-transfer development costs, the pre-
and post-transfer discount rate will often need to be adjusted
to reflect the difference in systemic risk between the realistic
alternatives. Company S’s tax rate is assumed to be 30%, and
Subsidiary B’s 20%. The example assumes that Compamy S’s
book value of the IP amounts to €1,372,818.

Solution
Company S’s minimum price before tax impact amounts to
the net value of the profit potential tansferred, that is, dis-
counting €0.6 million with a discount rate of 9% for five

years results in a net present value of €2,333,791. Given
that it is assumed that the IP transfer is a taxable event and
the capital gains are taxed at 30%, the minimum price
amounts to (€2,333,791 – 30% × €1,372,818)/0.70% =
€2,745,636.

Subsidiary B’s maximum price before tax amounts to
the net value of the profit potential received, that is, dis-
counting €0.9 million with a discount rate of 9% for five
years results in a net present value of €3,500,686. Under
the assumption that the transfer price paid for the IP can
be capitalised and the resulting amortisations would be tax
deductible by Subsidiary B, the net present value of the tax
amortisation benefit would amount to 1/(1-0.1556) =
18.43% (see Figure 2). 

This results in a maximum price to Subsidiary B of
€3,500,686 × 1,1843 = €4,145,699. 

The resulting midpoint between €2,745,636 and
€4,145,699 is €3,445,688, which the taxpayers would
have to apply.

Summary
As result of the amendment of the Foreign Tax Code in
2007, Germany introduced the hypothetical arm’s-length
test into the Code. The hypothetical arm’s-length test
must be applied if no limited or unlimited comparable
third-party data is available. It is a two-sided approach that
considers both the minimum ask price from the seller’s
perspective and the maximum willingness to pay from the
buyer’s side. The most likely value within that range must
be chosen. In its practical application, the following
parameters should be carefully analysed and documented:
•  Profit potential expectations associated with the IP pre-

and post-transaction;
•  Realistic alternatives;
•  Capitalisation rate for a risk-free investment, increased

by a premium that adequately reflects functions and
risks;

•  Capitalisation period associated with the useful life; and
•  Tax gross-up approach.

Figure 2

Year 1 Year 2 Year 3 Year 4 Year 5

Amortisation in % 20% 20% 20% 20% 20%

Discount factor 9% 9% 9% 9% 9%

NPV factor 0.917 0.842 0.772 0.708 0.650

Tax rate 0.2 0.2 0.2 0.2 0.2

Amortisation benefit 0.037 0.034 0.031 0.028 0.026

NPV amortisation benefit 0.1556
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German legislation goes beyond what is stipulated by
Article 9 of the OECD’s Model Tax Convention on Income
and on Capital. Thus, it is debatable whether the hypothet-
ical arm’s-length test is covered by typical double tax
treaties. This issue should be further investigated, especially
because the analysis must hold for both jurisdictions
involved in the transaction. Practical experience in that
regard is limited. Court cases on the application of the hypo-
thetical arm’s-length test and its compliance with double tax
treaties are not available yet. 
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Outright sale of IP: practical
considerations post-BEPS

Transfer pricing (TP)
for intangible property
is an increasingly
relevant and complex
area of taxation for
multinational
enterprises (MNEs)
and taxing authorities,
writes Bruno A de
Camargo of Deloitte.
The main policy driver
for the existing and
evolving state of
intangible property
taxation globally is the
OECD’s BEPS
initiative, and its
ensuing adoption by
local governments. 

T he bulk of the OECD’s recent guidance on TP for intangibles is
contained in the 2017 Transfer Pricing Guidelines for
Multinational Enterprises and Tax Administrations (TPG), specif-

ically Chapter VI: Special Considerations for Intangibles, released fol-
lowing BEPS Action 8. In Paragraph 6.6 of the TPG, the OECD
defines an intangible as “something which is not a physical asset or a
financial asset, which is capable of being owned or controlled for use
in commercial activities, and whose use or transfer would be compen-
sated had it occurred in a transaction between independent parties in
comparable circumstances”.
The purpose of this article is to outline certain practical considerations

in the context of a TP analysis of an outright sale of intangibles, with a
view to helping MNEs operating in countries that follow the OECD’s
TPG to navigate the guidance (primarily Chapter VI) and the inevitable
controversy with tax authorities. The intent of the author is not to com-
ment on the policy merits of the guidance, nor to identify any perceived
shortcomings that it may contain. 
For simplicity, let us assume that our hypothetical case study of an

outright sale of intangibles reflects an accurately delineated transaction
under Section D of the TPG’s Chapter I: The Arm’s-Length Principle.
Let us also assume that the intangible being sold has been appropriately
identified and its ownership appropriately determined, per the guidance
under Sections A and B of Chapter VI of the TPG. Although extremely
relevant for any TP analysis involving intangibles, the questions of delin-
eation of the transaction, and identification and ownership of the intan-
gibles, are outside the scope of this article. As such, the comments
contained herein pertain to the pricing analysis of a properly delineated
outright sale transaction of specifically identified intangibles, the owner-
ship of which has been clearly established.

Transfers of intangibles
An outright sale of an intangible in the context of an inter-company
transaction generally involves the transfer of all substantial rights and
obligations in the intangible, including the exclusive right to use, devel-
op, or otherwise exploit in an unencumbered manner (often only limited
by a geographical restriction). It may be advisable to establish the terms
of the transfer taking into account how independent parties might struc-
ture this type of transaction, as well as the practical limitations surround-
ing the availability of reliable data to price the transaction. 
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Where more than one type of intangible will be exploited
in an integrated fashion and the possibility of disaggregation
is remote (e.g., for a pharmaceutical product, the patent for
the active ingredient and the regulatory approval), framing
the transfer as a combination of the intangibles may be desir-
able. Aggregation rules provided in the OECD TPG or the
US regulations, for example, must be considered in such
cases. The intent is to reflect the commercial reality of the
situation and facilitate the pricing exercise.
Contracts are paramount in defining the parameters of the

transfer. It is also important to understand the commercial
rationale for the transfer, ascertain the realistically available
options of both buyer and seller, and consider whether the
transfer constitutes a business restructuring for which compen-
sation is due to the seller in excess of the price for the isolated
sale of the intangible(s). (See TPG, Chapter IX: Transfer
Pricing Aspects of Business Restructurings). Note that when a
business restructuring, including a licence of intellectual prop-
erty (IP) rights, is priced at arm’s length, there cannot possibly
be an ‘exit charge’ consideration above and beyond the arm’s-
length consideration (Philippe G Penelle, The Economics of
Business Restructuring and Exit Charges, Bloomberg BNA
Transfer Pricing Report, Vol 23 No 3, May 29 2014).

Transfer pricing methods
In terms of TP methods, the TPG’s Paragraph 6.145 states:
“The transfer pricing methods most likely to prove useful in
matters involving transfers of one or more intangibles are
the CUP method and the transactional profit split method.
Valuation techniques can be useful tools.” Unless the trans-
fer follows an open market transaction such as an acquisition
involving the intangible in question, it is improbable that
the comparable uncontrolled price (CUP) method can be
reliably applied. 
It should be noted that, if the transfer follows the acqui-

sition of a business of which the intangible is a part, an MNE
may be able to rely on the acquisition price and an appropri-
ate allocation thereof to the intangible in question, under an
application of the CUP method. However, it is likely that the
concomitant application of another method would be
required in these circumstances.
Similarly, although in theory the transactional profit split

method could be applied for an outright sale of intangibles,
it is unlikely that its isolated application would suffice in prac-
tice due to data limitations. In its revised guidance on profit
splits, released under BEPS Action 10, the OECD acknowl-
edges that “[a] weakness of the transactional profit split
method relates to difficulties in its application”. (See TPG,
Paragraph 2.123, as amended by the report, Revised
Guidance on the Application of the Transactional Profit Split
Method – BEPS Action 10, June 21 2018). 
Where traditional transactional or profit-based methods do

not apply, the most common alternative methods used to

determine an arm’s-length transfer price for an outright sale of
intangibles are the various methods used in the area of business
valuation. (Most comments on valuation practice contained in
this article, other than those referencing the TPG, are sourced
from: Smith, G and Parr, R [2005], Intellectual Property:
Valuation, Exploitation, and Infringement Damages, John
Wiley & Sons.) The three primary valuation methods used in
the valuation of intangibles are the cost approach, the market
approach, and the income approach. The OECD seems to
favour such methods, specifically the income approach, having
dedicated 25 full paragraphs to guidance on its application in
the revised TPG (Paragraphs 6.153 to 6.178). The first such
paragraph reads: “In particular, the application of income
based valuation techniques, especially valuation techniques
premised on the calculation of the discounted value of project-
ed future income streams or cash flows derived from the
exploitation of the intangible being valued, may be particularly
useful when properly applied.”
In many cases, the income approach may be the most

appropriate method to analyse an outright sale of intangi-
bles. Nevertheless, it may be prudent to consider the cost
approach and market approach in the context of a broader
valuation exercise. In situations where the value of an intan-
gible cannot be reliably assessed directly, the relationship
between the value of the intangibles and the value of the
business as a whole may be useful in informing the valuation
exercise. However, the enterprise value of the business is not
always informative of the bundle of rights being transferred. 
Finally, it may be helpful to perform a ‘before-and-after’

analysis in line with the “realistic alternatives principle”
under the OECD TPG, and the US regulations, if the trans-
action involves the US (see TPG, Chapter IX: Transfer
Pricing Aspects of Business Restructurings). At arm’s
length, the buyer and seller must be exactly indifferent
between the ‘before’ and the ‘after’ on a risk-adjusted basis. 
The application of the valuation/pricing method is sus-

ceptible to the underlying valuation standard. In most of the
countries endorsing the OECD TPG, the valuation standard
for TP is the arm’s-length principle (ALP). In applying a
method derived from valuation practice, care should be
taken to adhere to the ALP. If a different standard than the
ALP (such as fair market value, or FMV) has been followed,
it is necessary to reconcile the defining elements of the stan-
dards in order to ensure that the same conclusions are
reached. The guidance provided in the OECD TPG and the
US regulations regarding the use of the income method
incorporates FMV concepts, and thus makes such concepts
relevant for the application of the ALP in certain contexts.
Fair market value is defined as “the price, expressed in
terms of cash equivalents, at which property would change
hands between a hypothetical willing and able buyer and a
hypothetical willing and able seller, acting at arm’s length
in an open and unrestricted market, when neither is under



I N T A N G I B L E S

                                             W W W . I N T E R N A T I O N A L T A X R E V I E W . C O M 1 9

compulsion to buy or sell and when both have reasonable
knowledge of the relevant facts. (Note: In Canada, the term
‘price’ should be replaced with the term ‘highest price’)”.
This definition is sourced from the International Glossary of
Business Valuation Terms, published by a consortium of
business valuation organisations.
The author is of the view that the conclusions arrived at

by following the ALP could be successfully reconciled to the
conclusions arrived at under the most broadly used valuation
standard, FMV, and vice versa. However, the author would
caution the reader that there is no consensus among practi-
tioners as to how the defining elements of each standard
should be interpreted, and therefore what the reconciliation
of these standards should entail (although some judicial
guidance exists, it is not entirely formed and solidified).

Form of payment
Many taxpayers that enter into an outright sale of intangi-
bles transaction may have a preference for structuring the
form of payment as a lump sum (a noteworthy exception
may be in the case of US outbound transfers, due to US

sourcing rules). In Paragraph 6.179 of the TPG, the OECD
states: “In transactions between independent parties, it is
common to observe payments for intangibles that take the
form of a single lump sum.”
Notwithstanding the above, the OECD links the evalua-

tion of the form of payment back to the delineation of the
transaction principles under Chapter I of the TPG, and
seems to endorse price adjustment clauses/contingent pric-
ing in valuation cases of high uncertainty (see Paragraph
6.183 of the TPG). As such, it is worthwhile to consider
whether the transaction in question has economic character-
istics that would favour the form of payment as a lump sum.
Furthermore, it is helpful to compile market evidence of the
arm’s-length nature of the form of payment, for example
through a search for reportable open-market transactions
concluded under similar circumstances. Ultimately, under
the OECD TPG (and the domestic TP rules of many juris-
dictions, including the US), MNEs are free to select the
form of payment they desire, regardless of whether or not
market participants are observed to opt for the same form of
payment.

Hard-to-value intangibles
One of the more controversial additions to the new Chapter
VI of the TPG is the section on hard-to-value intangibles
(HTVI), which aims to solve the problem of information
asymmetry between taxpayers and tax authorities for intan-
gible valuations that are highly uncertain and for which no
comparables exist. The OECD’s HTVI guidance allows tax
authorities to “consider ex post outcomes as presumptive evi-
dence about the appropriateness of the ex ante pricing
arrangements” (see TPG, Paragraph 6.192). 
Paragraph 6.193 of the TPG outlines the available exemp-

tions from the HTVI approach. For MNEs structuring a
transfer of an intangible that would fit the HTVI conditions
defined by the OECD, it is imperative to document the
details of the ex ante projections used to determine the pric-
ing arrangement for the transfer, including how risks were
accounted for and the consideration of reasonably foresee-
able events and circumstances, and their respective probabil-
ities of occurrence. Due to the lack of clarity with respect to
the burden of proof on the taxpayer to ‘satisfactorily demon-
strate’ that the ex ante projections considered all ‘foreseeable’
events, it is prudent to compile extensive evidence in support
of the key items of input underlying the projections (see
TPG, Paragraph 6.194). It is curious that the OECD’s
HTVI guidance is silent on cases characterised by such an
extreme degree of uncertainty that projections cannot be
reliably prepared by the MNE. In these situations, a practical
– albeit possibly insufficient – solution would entail extrapo-
lating the types of actions aimed at meeting the first HTVI
exemption condition to the assumptions used in the valua-
tion methodology that does not rely on projections.
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Taking the transfer of a clinical Phase 1 pharmaceutical
compound as an example of a transaction that would likely
be subject to the HTVI framework, the supporting evidence
referred to above may include, among other things: rep-
utable market research and industry reports, industry sur-
veys, market forecast data, scientific research, management
expectations, and other expert opinions, as well as public
data regarding comparable transactions and companies. 
The valuation analysis of the pharmaceutical asset may

consider elements such as:
•  Key parameters affecting future cash flows to be derived
from commercialising the intangible (i.e., regulatory
approval, unique market conditions, competition, and so
on);

•  Different probability factors related to the respective like-
lihood of success of the various indications reaching each
remaining stage of clinical and regulatory approval,
including market commercialisation; and

•  Discount rates that are different for each indication based
on both market data and widely-accepted valuation
methodology.
Multinational enterprises may be well served by thor-

oughly documenting in writing any input gathered through
interviews. Furthermore, it is helpful to perform sensitivity
analyses to determine the reasonableness of the projections
and assumptions underlying any key input derived internally,
for instance by reference to external market and scientific
publications. 

Indicators of value
Irrespective of the TP method selected, in the case of intangi-
bles, it is advisable to consider other value indicators and cor-
roborating methods, as applicable. For instance, if the MNE is
publicly listed, in certain circumstances the company’s share
price and market capitalisation may provide a relevant indica-
tion of value that should be considered as a data point in the

analysis (with appropriate adjustments). In addition, there may
be third-party analyses available in the public domain, such as
capital market broker/analyst reports covering the company’s
stock, which may contain a value indication.The purpose of
such reports is to provide a forward-looking view in light of a
prospective investment decision in the shares of the company,
and therefore potentially incorporate assumptions on the
achievement of certain milestones. Generally, broker analy-
ses do not employ detailed valuation methods, instead rely-
ing on high-level estimates often based on market
transactions of dubious comparability from a TP perspec-
tive. In any case, the reports rarely contain full disclosure on
the approach used. Nevertheless, tax authorities may have
access to such reports, and proactively addressing their con-
tents could prove useful in mitigating controversy risk.

Conclusion
The ability of tax authorities to challenge the pricing of
intercompany transactions involving the outright sale of
intangibles has been greatly expanded with the advent of
BEPS. Careful action is required by MNEs entering into
such transactions in order to mitigate controversy risk, par-
ticularly in the following areas (as indicated, these areas
relate to pricing only. The questions of delineation of the
transaction, and identification and ownership of the intangi-
bles, should also be considered):
•  Structuring of the scope and terms of the transaction;
•  Selection and application of the most appropriate TP
method (including due consideration of valuation
approaches and their reconciliation with the ALP);

•  Supporting analysis of the form of payment;
•  Documentation of input, assumptions, and analyses (for
HTVI cases, this includes extensive evidence in support
of ex ante projections used); and 

•  Corroboration/reconciliation of results with external
market data.
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Moving away from traditional
methods: lessons from recent
Japanese TP cases
The Tokyo District
Court recently issued
two judgments
regarding transfer
pricing (TP) cases,
both in relation to the
treatment of
intangibles. These
decisions provide
insights into how the
Japanese tax authorities
will evaluate
intangibles when
dealing with TP issues
in audits going
forward, explain
Yutaka Kitamura and
Jun Sawada of
Deloitte.

Tokyo District Court judgment of April 11 2017
Summary of the case
A taxpayer entered into a foreign related-party transaction to import
English-language learning materials for children from a foreign related party
and resold them through door-to-door sales in Japan. The tax authority
argued that the resale price method (RP method) should be used for calcu-
lating the arm’s-length price for the foreign related-party transaction. 

The arm’s-length price under the RP method alleged by the tax
authority was the price at which the taxpayer resold the English-language
learning materials to an uncontrolled party, minus the amount of a nor-
mal profit margin multiplied by such price. A normal profit margin in this
case means the weighted average ratio of gross margin to the total rev-
enue for multiple transactions, where the party that purchased inventory
assets, which were the same as the English-language learning materials,
or of a similar sort, then resold them to an uncontrolled party. 

The tax authority argued that transactions to procure learning mate-
rials for children and sell them door to door should be deemed compa-
rable transactions to the import and door-to-door sales of
English-language learning materials for children, and an appropriate
adjustment could be made to the difference between the two in this case.
However, one important distinction was that a famous character featured
in the English-language learning materials, while the characters used for
the comparable materials were not known to the public. 

Judgment of the court
The court held that, under the RP method, the arm’s-length price was
calculated based on the normal profit margin in similar transactions
conducted over a certain period of time. This is a calculation method
based mainly on the similarity of the functions performed by the seller,
focusing on the fact that the profit margin relating to the resale trans-
action has a close relation to the functions performed and risks
assumed by the seller, rather than the type of inventory assets relating
to the transaction. Therefore, it is important to ensure that no gap
exists between the comparable transaction and the resale transaction
conducted by the purchaser of inventory assets relating to the foreign
related-party transaction, in terms of the functions performed or risks
assumed by the seller.

Accordingly, upon selection of a comparable transaction, it is nec-
essary to analyse whether there are any differences which cause a gap
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between the profit margins and, if there is any gap,
whether that gap can be adjusted. Note that the gap is
adjusted only when it is objectively obvious that such a
difference affects the calculation of a normal profit mar-
gin. However, if such a difference exists, the gap in profit
margin resulting from the difference must be adjusted. If
the difference cannot be rationally quantified for appro-
priately adjusting the profit margin, the arm’s-length price
should not be calculated based on the comparable trans-
action in question.

In this case, it was determined that the functions per-
formed by the respective sellers in each transaction were not
substantially different because both transactions were door-
to-door sales by sales representatives, learning materials
were developed and produced by respective suppliers, and
the seller did not perform the manufacturing function.
However, as the method and content of advertising and the
compensation of sales representatives differed between these
transactions, the differences in functions performed by the
sellers, affecting the calculation of the normal profit margin,
were deemed objectively obvious differences. 

Analysis showed that the gap between the gross profit
margins that arose depending on whether nationwide sales
locations were involved was not appropriately adjusted.
Analysis also demonstrated that the gain in gross profit

margin arising from differences in name recognition and
the customer appeal of characters (intangibles) used in the
learning materials was not appropriately adjusted. 

In particular, the court underlined that, since the fact
that intangibles used in a transaction may impact various fac-
tors like sales price of inventory assets, gross revenue, adver-
tisement expenses, sales expenses, negotiations with a seller
and royalties, it was difficult to measure precisely the gap
between the gross profit margins that arose depending on
the intangibles used, and therefore that gap may not have
been adjusted appropriately.

Based on such analysis, the comparable transactions
selected by the tax authority were rejected as inappropriate,
and the court ruled in the taxpayer’s favour.

Tokyo District Court judgment of November 24 2017
Summary of the case
A taxpayer entered into a series of foreign related-party
transactions to grant licences to use intangible assets, includ-
ing technology or know-how, relating to product manufac-
turing and sales, and to otherwise provide services to a
foreign related party. The taxpayer argued that the compa-
rable uncontrolled price (CUP) method should be used for
these transactions and that there were internal comparable
transactions between the taxpayer and uncontrolled parties. 

The arm’s-length price under the CUP method in this
case should be the price charged in an uncontrolled transac-
tion for granting licences and providing services which were
of the same sort as the licences granted and services provid-
ed by the taxpayer, under circumstances equivalent to those
of the foreign related-party transactions, specifically in terms
of trade stage, trade volume, and other similar factors.

The taxpayer argued that the above requirements for the
CUP method were satisfied in this case. However, the tax
authority denied the taxpayer’s argument and insisted rather
that the residual profit split method (RPSM) should be used. 

The arm’s-length price under the RPSM in this case was
calculated in the following two steps. First, a routine return
generated in the transaction between uncontrolled parties
having no unique functions was allocated to the taxpayer
and the foreign related party. Second, the amount remaining
after the allocation of the routine return (i.e. residual profit)
was distributed to each party according to its unique func-
tions. Residual profit was allocated to each party based on
the allocation factors relating to each party, such as amount
of expenses incurred and value of fixed assets used, which
were sufficient to presume the degree of contribution to the
generation of the profit.

Judgment of the court
For the following reasons, the court pointed out that in this
case the arm’s-length price should be calculated for one
packaged deal granting licences and providing services for
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multiple products, and not separately calculated for each
product. It was vital to the deal that the taxpayer disclosed
know-how for the manufacturing, use and management of a
certain series of products, providing training for manage-
ment on customer relationships, and dispatching technical
experts. Therefore, in order to put an appropriate value on
the deal, it was necessary to consider the deal as a whole, as
it would not be possible to understand the value accurately
if each transaction was looked at separately. The flavour of
these arguments is the same as the ‘pricing the real deal’ tag
line of the OECD during the BEPS project and is consistent
with the general notions of ‘aggregation’ in TP analyses,
rather than a ‘fragmented’ valuation, which, in the context
of the ‘most appropriate’ method selection of the OECD,
creates an aversion to transactional methods such as
CUP/CUT (comparable uncontrolled transaction) and the
resale price method (RSM), in favour of profit splits and
income approach valuations.

Based on the above determination, the court compared
the foreign related-party transactions as a whole with compa-
rable transactions specified by the taxpayer. It found that the
product lines, how to use them and frequency of dispatching
employees to support the foreign related party were not nec-
essarily the same between the two, rather they were different,
and this may have resulted in differences in how to support
the foreign related party in selling products and the value of
intangibles provided. The court also found that the circum-
stances could be different in terms of the countries or areas
where products were manufactured or sold and whether or
not the taxpayer granted exclusive licences.

Accordingly, the court concluded that there were dif-
ferences to a considerable extent between the foreign
related-party transactions and comparable transactions in
terms of licences, services and circumstances in which the
transactions were conducted, and therefore the CUP
method was inappropriate. 

The taxpayer further argued that, even if the CUP
method was inappropriate, the method corresponding to
the CUP method (the Quasi-CUP method) should be
applied, thus relaxing the requirement that the same sort of
licences should be granted and that services should be pro-
vided under equivalent circumstances.

However, the court raised the question of whether it was
acceptable to apply the Quasi-CUP method, since the
alleged comparable transactions would not be appropriate
comparable transactions unless the requirement of defining
‘same sort’ or ‘equivalent circumstances’ was relaxed. Even
setting this point aside, the court held that the Quasi-CUP
method was inappropriate because the foreign related-party
transactions and the alleged comparable transactions were
substantially different in terms of licences, services and cir-
cumstances. Therefore, the court supported the application
of the RPSM and ruled in favour of the tax authority.

The taxpayer has appealed the court’s decision to the
Tokyo High Court.

How would TP audits involving intangibles evolve?
These two cases are typical in terms of recent trends in how
to deal with intangibles when applying a method for calcu-
lating an arm’s-length price. The court seems to emphasise
the uniqueness of the intangibles and rigorously analyse
whether there is a difference between a foreign related-
party transaction and a comparable transaction. As a result,
the court may prefer not to uphold traditional transaction
methods like the CUP or RP methods, but rather use the
RPSM and income methods (DCF) when dealing with
intercompany transactions involving intangibles.

The RPSM is applicable when two or more related par-
ties contribute to the creation of important intangible
assets or otherwise perform unique functions. Especially
when a related party transaction concerns the licensing of
important intangible assets, application of the RPSM is
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often considered as it is difficult to identify appropriate
comparable transactions.

Historically, the Japanese tax authorities have demon-
strated a preference for applying different types of profit
split methods when evaluating intercompany transactions
involving intangibles and it is further expected that the
profit split methods will be used for scrutinising TP analy-
ses that are based on one-sided approaches (i.e. applying
the transactional net margin method (TNMM) which
allows a routine return in the tested party and full alloca-
tion of the residual profit to the IP owner). The tax
authorities have available both qualitative and quantitative
information obtained from master files and country-by-
country reporting, and also have stronger authority in
requesting overseas financial information based on the
legislated local file requirements, which allows them to
perform both high-level analyses of the profit allocation
situation among the related parties, and in-depth analysis
of the appropriate allocation of profits based on global
value chain analyses. However, at the same time, it is unre-
alistic to expect the tax authorities to apply highly sophisticated
profit split analyses due to a lack of resources and experience.
Accordingly, it is likely that the RPSM or contribution profit
split method will be applied in practice, with some tweaks to

reflect recent developments under the BEPS initiative, when
determining the profit allocation factors (i.e. assets, capital, and
costs). It should be noted that the final guidance on the appro-
priate application of the transactional profit split (TPS)
method, released by the OECD on June 21 2018, did not fun-
damentally change the guidance on when TPS is appropriate.

If a taxpayer wishes to apply the traditional transaction
methods to intercompany transactions involving intangibles
(i.e. a one-sided approach or CUP/CUT) in Japan, it might
be recommended to rigorously analyse the various compo-
nents of the comparable transactions and prepare support-
ing documents to provide more detailed explanations than
previously required. In addition, conducting an analysis
regarding applying a profit split method is prudent in order
to mitigate surprises from TP audits in Japan. The caveat is
that other jurisdictions may have inconsistent treatment; for
example in the US, the judicial preference has been the
opposite of that in Japan. The US Tax Court has over-
whelmingly favoured transactional-type methods of direct
price comparison, even if not very comparable in relation to
the profit splits and income methods that the IRS favours.
This difference in preference of TP methods suggests the
potential for additional controversy and compliance burdens
for taxpayers.
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Embedded IP

Andre Schaffers and
Filip Vanluydt of
Deloitte explain the
concept of embedded
intellectual property
(IP), providing
detailed guidelines for
readers on how to
identify and quantify it.

Definition of embedded IP
Embedded IP is intellectual property that contributes to the value of a
tangible asset, financial asset or service, or personal service. Its value is
charged in a bundled price along with that of the property in which it is
embedded. Embedded IP is therefore not subject to a separate charge
like in the case of an IP licence. 
For transfer pricing (TP) purposes, we should look to the aggregation

rules in the US Treasury regulations (and Inland Revenue Code (IRC)
Section 482 after the US 2017 Tax Act), and the OECD TP guidelines for
multinational enterprises and tax administrations (OECD TPG). Reference
to these, combined with an application of the best method rule (US) or
most appropriate method (OECD) will most often result in a conclusion
that the party buying – or licensing a ‘make and sell’ licence – from a relat-
ed party property with embedded IP and reselling such property is only
entitled to a routine return for its routine buy-sell activities. This conclu-
sion eliminates the need to analyse the value of the IP separately from the
value of the property that embeds the IP, as one-sided methods such as the
transactional net margin method (TNMM)/comparable profits method
(CPM) allow benchmarking the arm’s-length return for the buy-sell func-
tions. Any residual value is related to the embedded IP.

Example 1: a manufacturer sells a TV set embedding various IP in the
form of technology and trade marks/trade name to related and unrelated
distributors performing comparable functions, using comparable assets,
and assuming comparable risks. For TP purposes, both the manufacturer
and related distributor must support the arm’s-length nature of the price
used between them. The selling price used for sales to unrelated distrib-
utors can be used as an arm’s-length measure of the appropriate selling
price for sales to the related distributors. Under this one-sided TP com-
parable uncontrolled price (CUP) method, there is no need to attempt
to determine the arm’s-length value of the embedded IP.

Example 2: a manufacturer sells a TV set embedding various IP to a relat-
ed distributor only. For TP purposes, again, both the manufacturer and
its related distributor must support the arm’s-length nature of the con-
sideration paid and received. In the absence of internal comparable
uncontrolled price transactions – the price paid by unrelated comparable
distributors in the previous example – the arm’s-length consideration
could be determined by reference to the profit generated by independent
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TV set distributors performing broadly comparable func-
tions, using broadly comparable assets, and assuming broad-
ly comparable risks as the related distributor. Note that it is
irrelevant whether the TV sets distributed by the uncon-
trolled comparable companies embed IP of the same value
as that embedded in the TV sets subject to the controlled
transaction because the value of the distribution functions
performed by the related distributor and comparable com-
panies is the same (by assumption, in this example).
Therefore, here again, under this one-sided transfer pricing
method (TNMM/CPM), there is no need to attempt to
determine the arm’s-length value of the embedded IP.

In many cases, however, the manufacturer owning the IP
may be selling finished TV sets to unrelated distributors, and
licensing at the same time the make and sell rights to the IP
to related manufacturers. In such cases, can the uncon-
trolled transaction be reliably used to determine the value of
the controlled IP licence? The controlled and uncontrolled
transactions are very different in that the controlled transac-
tion is the licensing of make and sell rights to IP, while the
uncontrolled transaction is a tangible property transaction
that happens to embed the IP subject to the controlled
licence. The extent and nature of the rights transacted in
both cases are also different. In the controlled transaction,
the rights transacted are make and sell rights to IP (no right
to further develop the IP is transacted); in the uncontrolled
transaction, the rights to sell a product are transacted (no
right to make a product using the IP or right to further
develop the IP are transacted).
A similar question can be examined when the property

transacted is not a tangible product but is a financial or per-
sonal service that embeds certain IP. In such cases, the
uncontrolled transaction may be the provision of a service
with embedded IP to an unrelated party while the con-
trolled transaction may be the licensing of the IP to a related
party allowing that related party to provide comparable
services as provided in the uncontrolled transaction to other
related parties. 

Cases of embedded IP
Given the very broad definition of intangible property and
assets in US law and in the OECD TPG, embedded IP is
likely to be found in a number of controlled tangible and
services transactions. In these controlled transactions, con-
sideration paid reflects the return to many economically sub-
stantial risks arising from assets used and functions
performed by the participants in the controlled transactions.
The use of assets and the performance of functions obligates
the participants to incur costs such as material cost, labour
costs (salaries and benefits), depreciation of fixed assets and
amortisation of intangible assets (in some cases), interest on
debt, research and development (R&D) expenses and
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expenses associated with the development of other intangi-
ble assets, and taxes. For this discussion, we will assume the
existence of embedded IP in an otherwise tangible or serv-
ices transaction. Whether or not a controlled transaction
concerns embedded IP is a factual issue discovered during
the functional analysis and the process of accurately delineat-
ing a controlled transaction. The exact nature of the embed-
ded IP is not of particular relevance to this discussion as we
focus our discussion specifically on conceptual considera-
tions. Note, however, that insofar as the embedded IP is
concerned, the economically substantial risks arise out of the
performance of the so-called DEMPE functions (develop-
ment, enhancement, maintenance, protection and exploita-
tion). We will come back to DEMPE shortly. For the time
being, we will assume that the same legal entity performs
and controls all DEMPE functions – there is no fragmenta-
tion of DEMPE. The word ‘control’ is used within its mean-
ing in Chapter I of the OECD TPG.
The value of IP is reflected in the profit-over-costs ele-

ment captured by the controlled distributor redeemed to
the manufacturer as the return to the risks it faced as a result
of the costs it incurred. Different IP will have different mar-
ket values and will require different levels of continuous
costs in the form of maintenance and enhancement.
Intellectual property may create barriers to entry for com-
petitors. How long that barrier to entry is effective varies
depending on the nature of the IP. Marketing intangibles for
example are often believed to require more intensive and
continuous maintenance than technology IP that is legally
protected by patent. The value of IP therefore depends on:
(i) the level of costs required to develop it and the systemic
risk associated with such costs commitments; (ii) the level
and frequency of maintenance and enhancement costs, and
associated systemic risk, required to support the continued
expectation of probability – weighted cash inflows reflecting
a premium over marginal cost; (iii) the level of IP develop-
ment competition in the market; and (iv) the availability of
legal protection of such expectation of cash inflows. Thus,
the level and duration of expected cash inflows, probability
of success and failure, and legal barriers to entry are critical
determinants of IP value.

Extracting embedded IP value
The assessment of the value of embedded IP can be per-
formed in a reliable way by reference to well-accepted valu-
ation techniques found in the asset pricing and corporate
finance literature. Such methods have authority under US
Treasury regulations and the OECD TPG. In the corporate
finance world, these approaches can be classified in three
groups, each possibly containing different variants:
•  The market approach seeks to evaluate the value of IP by
reference to the price paid for comparable IP exchanged
between unrelated parties. If that approach is appealing

for its simplicity, its usefulness is limited by the require-
ment that the IP must be sufficiently comparable to pro-
vide a meaningful data point. Since IP is often unique –
and hard-to-value-intangibles that have received enor-
mous attention in the BEPS discussions at the OECD are
by definition unique and valuable – it is often unreliable
to adopt a market approach (only) to value IP, with the
exception of cases where an IP owner would be licensing
the IP, under similar circumstances, to both related and
unrelated parties;

•  The cost approach seeks to evaluate the value of IP by
reference to the costs incurred in developing the IP. This
cost approach may be reliable to value IP at the very
early stages of development, but for more developed IP
it is generally unreliable unless the IP is not unique or
particularly valuable. Investments in IP are typically risky
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(especially for technology IP that carries technical risk),
which means that typically no stable relationship exists
between the costs of developing IP and the value of the
IP when developed; and

•  The income approach seeks to evaluate the value of IP
by reference to the expected discounted net cash flows
the IP is projected to produce. Given the type of IP
subject to controlled transactions, this approach is
often the most reliable. This is reflected in the guid-
ance provided in US Treasury regulations and by the
OECD that focuses on discounted cash flow (DCF)
valuation to give effect to an income approach. The
main challenge in using a DCF approach is the devel-
opment of probability-weighted financial projections.
A financial projection is different from a forecast. A
financial projection is the probability-weighted average
of all possible forecasts a company can envision for
every year for which there is a reasonable expectation
of cash flows associated with the subject IP.
One of the merits of the income approach is that it is rel-

atively simple to implement. In addition, income approaches
have a long history in other contexts (e.g. purchase price
allocation valuation, and M&A), including non-tax con-
texts, are well understood and accepted, and are often the
only reasonable valuation option available. The OECD TPG
published in 2017 as a result of the OECD BEPS work
recognised the usefulness of the income approach by provid-
ing new guidance on its use for TP purposes (see Chapter
VI). The market approach is often analogised to the CUP
method, and the cost approach is often analogised to the
cost plus method. The income approach can be associated
with the TNMM/CPM approach in that they all assess prof-
itability of a tested party at the (net) profit level.
In summary, in the case where a manufacturer sells prod-

ucts with imbedded IP to a related party, one can evaluate
the reliability of the derivation of the value of that IP
obtained using the following three categories of methods:
•  Market approach: the IP owner is licensing comparable
IP separately to a third-party manufacturer, or compara-
ble IP is licensed under comparable circumstances

between two unrelated parties. Databases exist that may
provide such market evidence, if reliable comparable IP
transactions can be found;

•  Cost approach: the IP owner capitalises all costs incurred
in developing the IP using a discount rate reflecting its
expected return. That return can be reliably estimated
using financial metrics such as cost of debt and cost of
equity (weighted average cost of capital); and 

•  Income approach: financial projections (probability-
weighted) are developed and the value of the IP is calcu-
lated as the difference between the total net present value
of the combined transactions and the net present value of
the non-IP related expected cash flows (using CUP or
TNMM/CPM).

Embedded IP and IP regimes
Being able to identify and quantify embedded IP is of great
importance to a taxpayer qualifying for IP regimes. Indeed,
in the application of IP regimes, the taxpayer assumed to be
performing R&D activities may have to be able to identify
embedded IP income that will serve as a basis for the appli-
cation of the regime.
It may be worthwhile considering, at this stage, if the

embedded IP income measured covers a R&D function only
or a broader set of functions associated to that IP, like a sales
function of the proceeds of the R&D function. If such is the
case, one can wonder if the full IP income needs to be con-
sidered as a basis for the application of the regime, or only
the portion attributable to the ‘pure’ R&D function.

Conclusions
Embedded IP is everywhere. Its valuation – benchmarking
– is not straightforward and resorts to approaches that, also
under the OECD regulations, are akin to corporate finance
approaches.
Although not always necessary, in quite a few cases, separate

benchmarking of embedded IPs is necessary for TP purposes. 
That same separate benchmarking is likewise of great

importance in the application of national IP regimes allow-
ing deductions on the basis of the IP income. 
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Brand value, brand equity, and
brand IP

Brands are complex
intangible assets. As
explained by Tim
Heberden and Cam
Smith of Deloitte,
robust valuations and
royalty opinions should
incorporate analysis of
the legal rights
underpinning the
brand, together with
the associated
reputational stock that
drives purchase
behaviour.

Transfer pricing backdrop
With revisions to the OECD’s transfer pricing (TP) guidelines on special
considerations for intangibles and global tax authorities’ compliance
focus on intangibles, it is important to confirm that these assets are
appropriately valued by multinationals – particularly in related-party dis-
posal and licensing contexts. In this article we explore important valua-
tion matters, including quantifying the role of brands in value chains, and
examine why effective TP analyses can require input from intellectual
property (IP) and brand specialists.

Valuation backdrop
The international ‘Guidance Note on the Valuation of Intellectual
Property Rights’ (issued by the Royal Institution of Chartered
Surveyors, or RICS) states that brand valuation requires multi-discipli-
nary inputs because of the importance of the underlying legal rights,
and the impact of the asset’s functional and economic characteristics
on commercial utility. 

In addition to corporate finance expertise, the multi-disciplinary
inputs identified by RICS are an assessment of the IP protecting the
brand (brand IP), and an assessment of the brand’s impact on consumer
attitudes and behaviour. The rationale is that the value of a brand is a
function of the earnings that it is expected to generate, together with the
associated risk. These functions are directly influenced by consumer atti-
tudes toward a brand, and the legal remedies that prevent third parties
eroding its distinct identity. 

Pricing royalties for TP purposes requires similar inputs. In this
article, the term ‘brand evaluation’ collectively refers to brand valua-
tions and royalty determination, both of which evaluate the earnings
potential of brands.

Brand IP
There is no generally accepted legal definition of the term ‘brand’, and
the OECD’s recent guidance arguably expands the definition of intangi-
bles beyond legal concepts. Legal ownership flows from different types of
IP, including:
•  Registered trade marks (in each jurisdiction, trade mark registrations

are by class and in respect of specific goods and/or services);
•  Common law rights in trade marks (depending on the law in the

relevant jurisdiction);
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•  Copyright in artistic works within the brand logo; and
•  Registered designs.

Although often bundled for arm’s-length transactions,
these are distinct legal rights that can vary between jurisdic-
tions and classes of product and service. A further complica-
tion is that ownership of each right can be held by different
parties. For instance:
•  Trade marks for the same brand can be owned by differ-

ent parties in different jurisdictions; and
•  When a trade mark includes an artistic work, this might

also be protected by copyright, which is a separate and
distinct right that can be owned by a different party.
Some brand transactions include a broader bundle of

rights, such as copyright in marketing collateral, confidential
information in recipes and/or formulations, and URLs and
social media sites.

The ability of a brand to generate incremental earnings,
compared to the underlying product or service, results from
its influence on consumer attitudes and purchasing behav-
iour. Consumer response can be triggered by any aspect of a
brand’s identity, including its name, logo, tag line, specific
colours, and other aspects of packaging. The broader and
deeper the legal protection held by a brand owner, the bet-
ter it can protect brand differentiation and earnings.
Breadth of protection enables differentiation of a variety of
elements of visual identity to be maintained. Deeper protec-

tion provides the brand owner with a variety of legal reme-
dies to infringement of core elements of the brand identity. 

The strength of brand IP influences the ability to protect
brand differentiation and the resulting earnings. As this drives
brand value, it is necessary for evaluations to clearly identify
and assess the relevant rights. This mirrors the due diligence
that typically accompanies the sale or licence of brand IP.

The focus of this section is on the ability of legal rights to
protect brand value. It is recognised that the concept of eco-
nomic ownership can also be relevant to TP.

Brand equity and brand economics
The IP that protects a brand’s identity is fundamental to its
value, but the extent of its value depends on the associated
‘brand equity’. This is a term used by marketers to describe
the reputational stock that consumers hold towards a brand,
and which is inextricably linked to the brand IP.

Market researchers use a layered approach to quantify
brand equity. A typical measurement hierarchy starts with
brand familiarity, which is a necessary foundation, but is of
little value without positive associations. Measures of per-
ceived quality represent the next layer, and are balanced by
measures of brand image and relevance. Brand preference
flows from the preceding brand attributes and is typically the
best predictor of consumer behaviour.

Sophisticated brand owners track the equity of their
brands over time, and relative to competitors, through
quantitative consumer research. The value chain linking
brand equity to consumer behaviour can be assessed
through research techniques such as:
•  ‘Blind tasting’ studies, which use two panels to rate the

relative quality of products, and quantify the difference in
responses between the panel that had visibility of the test-
ed brand compared to the panel that was ‘blind’ to the
brand identities;

•  Conjoint (or trade-off) analysis, which is a statistical tech-
nique used to determine the impact of brand equity on
consumer choice and willingness to pay a premium; and

•  Econometric modelling, which isolates and quantifies the
historic impact of changes in brand equity on a depend-
ent variable, such as sales. 
The reliability of any such analysis depends on factors

that include the credentials and independence of the
researcher, the scope and methodology of the research, and
data quality.

Within a product or service category, strong brand equity
drives the earnings of the underlying product by influencing
buyer behaviour. In arm’s-length licences, this is a primary
factor that influences the level of royalty that an independ-
ent licensee is willing to pay. Valuation and TP practitioners
can use frameworks that quantify brand equity when
analysing royalty comparables and when conducting profit
split analysis.
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Integrating these concepts into brand evaluations
The following paragraphs summarise how brand IP and
brand equity should be integrated into brand evaluations.
The first three subheadings are common to both valuations
and royalty determination; thereafter, consideration is given
to other valuation assumptions. 

Asset definition 
Definition of the subject asset is the cornerstone of a brand
evaluation. Lack of clarity compromises all subsequent mar-
ket and financial analysis. Without defining the asset, its
earnings are unlikely to be reliably forecast. Without reliable
projections of earnings, the asset cannot be reliably valued.
For evaluations that cover several jurisdictions, it is necessary
to consider differences in the extent of brand IP, and its
ownership. The impact of differences in the definition of the
subject asset are illustrated by the following examples:
•  The differential in an appropriate royalty rate for the same

brand in two jurisdictions if certain aspects of brand iden-
tity are protected in one market, but not the other; and

•  The differential in the value of all IP protecting a brand,
compared to a subset of the brand IP that is the subject of
an assignment (for instance, an evaluation of a trade mark
exclusive of copyright subsisting in the brand identity).
Should the scope of an engagement exclude a legal

assessment, it is important that this is disclosed. 

Asset assessment
It is inconceivable that an evaluation of a physical asset
would be carried out without careful assessment of the own-
ership of all component parts, and of the asset’s commercial
utility. For purposes of a brand evaluation, it is no less
important for the functional, legal, and economic character-
istics of the asset to be considered.

Just as research techniques can estimate the impact of
brand equity on earnings, the relationship can be established
through careful analysis of royalty rates. This is most evident
in product categories where there is a large dataset of arm’s-
length royalty rates. Although royalties are influenced by a
range of factors, there is a strong relationship between brand
equity and royalty rates. 

Measures of market performance, such as market share,
growth, price premium, and price elasticity are highly rele-
vant to brand evaluations. However, these measures can be
influenced by factors other than brand equity, for instance,
differences in product performance. 

Brand contribution to earnings
When brand royalties are estimated using the comparable
uncontrolled price (CUP) method, the strength of brand IP
and brand equity are important comparability factors.

Even when arm’s-length licences exist for the same brand in
other jurisdictions, it is recommended that analyses consider

the extent of brand IP, relative brand equity, and price posi-
tioning in each market at the licensing date (in addition to
factors such as licence terms, market characteristics, and eco-
nomic circumstances). In drawing comparisons with exter-
nal CUPs, assessment of differentials in brand equity and
positioning is of even greater importance.

When available, quantitative consumer research can pro-
vide actionable insights to assist with profit split analyses.
For instance, conjoint analysis can be used to estimate the
relative importance of different features in the purchase
decision for a brand. 
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Other valuation assumptions
The income approach is usually most appropriate for
brand valuation. Other than for early-stage brands, the
cost approach is not appropriate, as there is no linear rela-
tionship between marketing expenditure, brand equity,
and value. The market approach is complicated by a lack
of publicly available data, together with the uniqueness of
brand IP and brand equity.

In addition to brand earnings, income-based valuation
methods require consideration of the assumptions listed
below:
•  Earnings growth: brand equity is a lead indicator of

consumer behaviour and earnings, so a review of brand
equity over time, and relative to competitors, informs
assumed growth in brand earnings;

•  Useful economic life: declining brand equity and/or
inadequate legal protection can be signals that it is
inappropriate to assume that a brand will have an indef-
inite useful life; and

•  Risk: when considering an asset-specific risk premium, val-
uers are advised to consider brand IP and brand equity.

Functions of brand management
When assessing the relative contribution of related parties
to brand earnings, it is informative to consider functions
associated with managing brand IP and brand equity.

These include:
•  Registration of trade marks and designs;
•  Brand copyright protection through management of

contracts; 
•  Maintenance and enforcement of brand IP;
•  Development of global brand strategy;
•  Maintenance and enforcement of brand guidelines;
•  Brand licensing;
•  Development and approval of local marketing plans;
•  Execution of annual plans;
•  Production of advertising collateral;
•  Media costs of marketing communications;
•  Consumer research; and 
•  Brand audits and performance reviews.

For established brands, arm’s-length licences usually
require licensees to fund many of the functions required to
execute the annual brand plan. Sophisticated brand licensors
maintain control over management of the brand IP, brand
strategy, and brand assurance.

Conclusion: implications for robust TP documentation
The OECD’s recent guidance on intangibles requires multi-
nationals to devote material resources to documenting the
TP aspects of their intangibles. A critical component of this
will relate to brand valuation, having regard to the matters
discussed above.
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