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Intellectual Property: Valuation

IP valuation puts new
theories into practice

By Alexander Vögele,
Wolf Witt and Stuart
Harshbarger of NERA
Economic Consulting

How to reliably estimate arm’s-length prices for buying and selling intangi-
ble assets within a group of related companies is quickly becoming the
hottest topic in transfer pricing. Transfer-pricing practitioners apply cer-
tain valuation techniques to establish reliable intercompany prices. These

techniques consist of profit-split methods, analyses of incremental margins generated
by the specific intangibles, and examinations of comparable uncontrolled transactions.
Another technique, based on systematically quantifying expert opinions both inside
the company being examined and from closely comparable companies, has also been
successfully used to estimate arm’s-length intangible asset prices.

Due to the limitations of increasingly complex and integrated value creation processes,
standard transfer-pricing methods in many applications cannot be reliably applied to inter-
company transactions involving intellectual property. These standard methods usually
focus too much attention on routine function providers and consequently attribute too
much profit to routine functions in comparison to the owners of the intellectual property.

State-of-the-art valuation techniques respect the fact that profits are often the
combined result of several entities owning and employing intangible assets. From a
theoretical perspective, dual ownership and attribution of intangible value has been
discussed extensively. It is in the application phase, after completing all of the client
interviews, that the real work begins and problems arise.

The applied valuation techniques usually identify a transfer price for the use of
intellectual property, for example, for the use of a certain brand name. These prices
represent an income stream, which means that the value of the asset that generates
this stream, for example, the brand can be computed.

Profit-split methodologies
A number of profit-split methods can be used to assess transfer prices for intangible
assets. Three widely discussed methods serve different purposes and are usually
applied by different industries. A related method, based on applying a value-at-risk
(VaR) framework commonly used by financial intermediaries, is also discussed. Use
of this auxiliary method is particularly promising because this approach offers practi-
tioners, tax authorities, and the courts a way to objectively manage an area of trans-
fer pricing that is prone to dispute, that is, finding an arm’s-length split of the resid-
ual among participating entrepreneurs. With VaR techniques, the residual is split by
using empirical valuation techniques recently developed and widely used by banks,
securities firms, commodity merchants, and other trading organizations.

Value chain profit split
The rationale that lies behind this general profit-split method is to split the combined
profit based on the value contribution of non-routine entities along the value chain.



The OECD Guidelines recommend that this profit split be
based on detailed analyses of functions, risks, and assets of the
contributing entities. Measuring the contribution of the dif-
ferent value chain participants is often based on external data
(joint ventures) or internal financial data (for example, capi-
talized research and development costs). Nevertheless, iden-
tifying an appropriate base for the contribution often remains
a challenge. A common base can best be identified in indus-
tries where the contributing entities perform similar func-
tions. This works well for the financial services industry.
Combined profits resulting from global trading activities, for
example, can reliably be split based on the bonuses of the
traders that generate the profit. The trader’s know-how can
be considered intellectual property, which is embedded in the
traders. The specific entities employ this intellectual proper-
ty to contribute to the combined profit. Remuneration for the
use of this know-how can serve as a base for splitting the com-
bined profit.

Comparable profit split
This method splits combined profits based on data of compa-
rable uncontrolled transactions. A reliable application
requires a high level of comparability between the tested and
the uncontrolled transaction. Value chain set-ups, which
include the participation of multiple entrepreneurs, are gen-
erally unique and comparable data cannot easily be identified.
Because of this, using the comparable profit split method for
a holistic profit split between several entities along the value
chain might not work. The main advantage of the comparable
profit split method, however, lies in the identification of an
arm’s-length remuneration for single intangible assets such as
a specific trade mark or patent. For this type of application,
the arm’s-length character of intercompany royalty rates for
specific intangibles can be tested based on third-party data
(from joint ventures) of comparable royalty agreements. This
method is regularly used in the pharmaceutical industry.

Residual profit split
In contrast to the value chain profit split method, this method
does not split the total combined profit generated by the par-
ticipants along the value chain. Residual profit is calculated in
a first step and allocated between intangible value-creating
entities in a second step. The residual profit derives from
deducting a routine reward for the routine function providers
from total available profit. An important but mechanistic
issue is to identify routine function providers and to assign an
arm’s-length reward for their activities. Once the routine
reward is allocated to these routine entities, the remaining
profit or residual is split between affiliated and contributing
entrepreneurs. The residual profit should be split based on
factors that identify the value that each member contributes
to generating the residual profit. In the automotive industry,
where IP is built up through large continuous R&D invest-

ments, a commonly used value driver to split residual profits
is capitalised R&D expense.
Using VaR to split residual profits
Other industries that require product development capital
from several affiliated entrepreneurs, for example, the con-
sumer electronics industry, also agree to split the residual
profit based on their capitalized investments or the value that
they put at risk. At a given probability level of 95%, the value-
at-risk (VaR) approach determines the maximum amount of
losses for each of the participating entrepreneurs. The resid-
ual is then split according to these values. The two figures
below highlight how this approach can be applied. Both entre-
preneurs bear the risk that they face losses in the case of an
unfavourable business development. The VaR concept com-
putes the amount of losses that a specific entrepreneur may
face according to a confidence interval. In other words, on
average, 95% of the time, entrepreneur A will lose less than
$100 million and entrepreneur B will not face losses higher
than $200 million.

The calculated residual profit is then split according to this
risk exposure. Entrepreneur A receives one-third and entre-
preneur B two-thirds of the residual profit.
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The statistical analysis of expected rewards is also com-
monly applied by implication in joint ventures between
independent third parties. The party that can prove to have
more at risk can usually negotiate a bigger share of the com-
bined profit.

Profit-split methods for valuing IP
The discussed profit-split methods are usually used to reliably
determine profits of the different members of combined
value chain operations. Allocation drivers used for splitting
overall or residual profits provide useful information about
the value of the underlying intellectual property such as a
brand, a patent, or a specific licence. In this context, the
quantification of a single intangible asset depends on the cir-
cumstances in which it is used. If, for example, one entrepre-
neur makes available a specific brand for combined operations
on a specific market, the residual profit split should take into
consideration the particular market circumstances. This
means that the same brand might have a different value for
operations in a highly competitive market compared to a mar-
ket where competition is low. Different royalty rates for dif-
ferent markets respect this fact. Profit-split methods that
allow calculating the specific value contribution along the
value chain are able to differentiate between operations in dif-
ferent markets or business areas and by this represent state-
of-the-art valuation techniques for intellectual property.

Incremental margin analysis
The value of tangible and intangible assets can be assessed by
analyzing future income streams that are attributable to the
asset. The discounted value of a stream provides a reliable
estimate of what a potential buyer would be willing to pay
and of the lowest price at which the potential seller would be
willing to sell the asset. When valuing an asset, these two dif-
ferent perspectives of buyers and sellers are often overlooked
to the detriment of the study. It is unlikely that both buyer
and seller assign exactly the same value to an asset. A trans-
acting price between trading parties is reached when the high-
est price, which the potential buyer is willing to accept, lies
above the benefits that the current owner would have from
not selling or licensing the asset.

As a practical matter, the licensor should accept no less
than the amount needed to offset the losses it will incur, if
any, from granting a licence. For brand valuations, the nega-
tive impact for the licensor can often be neglected. That is,
by granting a trade mark licence to an affiliate, assuming the
licensee adheres to the necessary quality control provisions,
the licensor can only gain from expanding the market.
Consequently, the lower bound for a trade mark royalty is
often zero.

What is the highest price that a potential buyer would be
willing to pay and on what price would buyer and seller
agree? Answering both questions addresses most of the
issues connected to brand valuation projects. State-of-the-
art incremental margin approaches can provide reliable
answers to these questions.

Total incremental margins
What is the most that a licensee would pay to use a specific
trade mark? The answer is straightforward: in the limit, the
licensee should be willing to pay no more than the total incre-
mental net profit that it expects the trade mark to generate. 

Companies that sell both branded and non-branded prod-
ucts (as, for example, in the consumer goods industry) can
often provide useful internal financial data regarding incre-
mental profits that can be generated by a brand. Broadly
speaking, the difference in sales price between branded and
non-branded products, less higher marketing costs per brand-
ed product, leads to the incremental margin. This assumes
that – besides marketing and advertising expenditures – the
cost structure is the same for branded and for non-branded
products. This is typically the case in the food industry, where
the same company uses the same ingredients and relies upon
the same manufacturing processes to produce foodstuffs for
discount retail chains as well as for higher-priced gourmet
stores. If this data is not available internally, an analysis of the
relevant market might lead to reliable external data.

Another approach that can be used to detect incremental
profits attributable to a specific trade mark is a step-by-step
top-down approach that breaks down the total company’s
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profits. Starting from total prof-
its, non-routine profits are identi-
fied as a first step. Then, non-
routine profits attributable to
intellectual property have to be
determined. When valuing a spe-
cific intangible asset, for exam-
ple, a brand, the value contribu-
tion of that specific asset catego-
ry needs to be isolated (step 5).
The above diagram summarizes
this approach. Once the profits
attributable to the trade mark are
identified (step 6), the share that
is generated by the licensor
through centralized advertise-
ment campaigns needs to be
assessed. The share that is gener-
ated by local marketing activities
does not need to be considered
for the assessment of an arm’s-
length royalty rate. An independ-
ent third party licensee generally
would not be willing to pay a roy-
alty rate for value created by its
own marketing efforts.

Once the relevant incremental
profit created by the licensors
marketing activities is identified,
the discounted value of this
incremental profit stream can be
computed. This value represents
the maximum of what a licensee
would be willing to pay for using
the trade mark.

Bargaining power
The most that a licensee is willing
to pay provides a starting point
for calculating arm’s-length roy-
alty rates. As mentioned above,
the least that a potential licensor
is willing to accept should be
zero. The market value is deter-
mined by the bargaining power of
the licensor and the licensee. In
application, bargaining power
may be determined by the best
estimates of internal and external
expert opinions as generated by a
comparable market opinion
(CMO) valuation method.

For example, if licensor and
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licensee had equal bargaining power, one can conclude that
the trade mark would be licensed between the two parties for
half of the value that it is generating. The licensee could pay
this amount either up-front as a buy-in amount for royalty-
free use of the trade mark or, instead, pay a royalty rate. The
buy-in payment represents the market value of the intangible
asset, the trade mark. An arm’s-length royalty remunerates
for this part of trade mark value that is generated by the licen-
sor’s activities and for which the licensor negotiates remuner-
ation according to its bargaining power.

Comparable market opinion
One of the main advantages of applying the CMO is to avoid
rule-of-thumb approaches for assessing the bargaining split for
royalty rate valuations. Historically, application of this approach
required that incremental profits were split one-third to two-
thirds between licensor and licensee, respectively. 

The CMO approach identifies observers both inside and
outside the company who can provide expert opinions
regarding the assumptions for the split. With this approach,
the reliability of valuing intellectual property can be
increased. Around 20 questions asked to 30 related and unre-
lated industry experts provide statistically significant infor-
mation for the assessment of valuation assumptions. Recent
project work revealed that personal interviews provide the

most reliable results. The main challenge lies in identifying
internal and external experts and compiling relevant ques-
tions. Statistical tools are applied to convert the aggregated
expertise into quantitative measures that can be used for
numerical valuation. Several European tax authorities have
previously agreed to this approach. It is advisable to plan the
interview process together with the tax authorities to reach
an early consent regarding chosen experts, questions asked
and methods of analysis.

Important areas of application are contentious tax audits as
well as negotiations for advance-pricing agreements. Similar
proceedings are applied in IP tax litigation when judges rely
on expert opinions to resolve complex cases.

Comparable uncontrolled transactions
In some cases, third-party data might exist for testing the
arm’s-length character of intercompany transactions.
According to Section 1.482-4(c)1 of the US regulations, the
CUT method “evaluates whether the amount charged for a
controlled transfer of intangible property was arm’s-length
by reference to the amount charged in a comparable uncon-
trolled transaction.” These intangible assets are deemed to
be comparable if they are used in connection with similar
products or processes within the same industry. In addition,
comparable intangibles must show equivalent profit poten-
tial. Furthermore, comparability factors for a reliable appli-
cation of the CUT method are the functions performed,
contract terms, risks borne, economic conditions and prop-
erty or services transferred. The Section 482 regulations
explicitly state that, if the profit potential is significantly
different (for example, between blockbuster patents and
patents for normal pharmaceuticals), the CUT method is
unlikely to yield reliable results. In this context, paragraph
2.8 of the OECD guidelines admits “it may be difficult to
find a transaction between independent enterprises that is
similar enough to a controlled transaction such that no dif-
ferences have a material effect on price.” In those cases,
profit split methods are better suited for the determination
of arm’s-length royalty rates.

A comparable transaction does not necessarily need to be
found in exactly the same industry. More important than the
business is that the services and benefits connected to the
royalty rate are comparable to those transferred within the
controlled transaction. Recent project work showed that
headquarter charges from affiliates to their parent company
that include access to management support, customer rela-
tionship programmes, and a brand name can, in certain cir-
cumstances, be comparable to franchise agreements.

Improving information
Any valuation of intangible property strongly relies on avail-
able information. The identification of an appropriate alloca-
tion key for the application of a profit-split approach requires
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an in-depth understanding of the underlying business. The
value contribution of the entrepreneurs’ IP to combined value
chain operations needs to be analyzed in detail. In line with
the business characteristics, the profit split might be based on
capitalized costs, value at risk, or other criteria.

Assumptions that need to be made for every valuation
should be based on expert opinions to improve accuracy and
robustness of the calculations. This is especially true when
employing an incremental margin approach to valuation.
Valuation elements can be checked by using comparable mar-
ket opinions to improve the reliability of the analysis.

The accuracy of the CUT method is strictly connected to
the comparability of the identified comparable transactions.
The higher this comparability is, the more accurate the valu-
ation results are. Adjustment calculations might help to
improve the reliability of the CUT method.

Particular circumstances
The application of the discussed methods for the valuation of
intellectual property depends on the specific industry and
market situation. In complex cases it is often necessary to
combine several of the presented valuation techniques.

Today, reliable valuation results are usually based on a com-
bination of one of the profit split methods with either the
CUT or the CMO method.
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