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Intellectual Property: Trade mark valuation

How to determine
trade marks royalties

By Emmanuel Llinares
and Nihan Mert-Beydilli
of NERA Economic
Consulting

R emuneration for trade mark intangibles is often a contentious topic in tax
disputes. Determination of arm’s-length pricing when transferring trade
name and trade mark intangibles can be a challenging task, especially in
complex transactions for which no comparable transactions can be used as

evidence of arm’s-length prices. The OECD Guidelines recognize this challenge and
provide specific considerations for intangible property in Chapter VI, where they
state that: “Particular attention to intangible property transactions is appropriate
because the transactions are often difficult to evaluate for tax purposes.”

According to the OECD Guidelines, intangible property includes “rights to use
industrial assets such as patents, trade marks, trade names, designs or models. It also
includes literary and artistic property rights, and intellectual property such as know-
how and trade secrets.”

In determining the arm’s-length price for the transfer of intangible property, the
OECD Guidelines recommend using either the comparable uncontrolled price
(CUP) or the profit split (PS) methods.

The CUP method
The CUP method is the most commonly used method for verifying the arm’s-length
nature of royalties. It evaluates whether the amount charged for a controlled transfer
of intangible property was arm’s-length by reference to the amount charged in a com-
parable uncontrolled transaction. The OECD Guidelines state that: “Where it is pos-
sible to locate comparable uncontrolled transactions, the comparable uncontrolled
price method is the most direct and reliable way to apply the arm’s-length principle.”
So, under the OECD Guidelines, the CUP method has priority over other methods. 

In practice, evidence from uncontrolled transactions can be drawn either from
internal comparable transactions, that is, transactions of controlled parties with a third
party, either as a licensee or a licensor, or from external comparable transactions, that
is, transactions between independent third parties. Application of the latter relies on
publicly available data, such as filings with the Securities and Exchange Commission in
the US, professional franchise associations, and national intellectual property offices. 

The OECD Guidelines state: “In establishing arm’s-length pricing in the case of a sale
or licence of intangible property, it is possible to use the CUP method where the same
owner has transferred or licensed comparable intangible property under comparable cir-
cumstances to independent enterprises. The amount of consideration charged in compa-
rable transactions between independent enterprises in the same industry can also be a
guide, where this information is available, and a range of pricing may be appropriate.”

Tax authorities in Europe often see the CUP method as the most reliable approach
to assess the arm’s-length nature of intra-group transactions involving the transfer of
intellectual property, consistent with the OECD’s view of the CUP method. The



application of this method, however, requires strict compara-
bility between the controlled and uncontrolled transactions.
To be considered comparable to a controlled transaction, an
uncontrolled transaction must be similar enough to provide a
reliable measure of an arm’s-length result: “It might be diffi-
cult to find a transaction between independent enterprises
that is similar enough to a controlled transaction such that no
differences have a material effect on price. For example, a
minor difference in the property transferred in the controlled
and uncontrolled transactions could materially affect the
price even though the nature of the business activities under-
taken may be sufficiently similar to generate the same overall
profit margin” (OECD). 

Comparability is generally established only if the two
potentially comparable intangibles meet two conditions: First,
the comparable intangibles must show similar profit potential,
which is most reliably measured by calculating the net pres-
ent value (NPV) of the benefits to be realized through the use
of the intangible. Second, the two intangibles being compared
must be used in connection with similar products or process-
es within the same general industry or market. To apply the
CUP method reliably, the contractual parameters of the con-
trolled and uncontrolled transactions and the economic cir-
cumstances including the functions and risk profiles of the
parties to the agreement, the characteristics of the property
and services, business strategies employed, and the general
economic conditions under which the transactions were
structured must also be comparable. If there are material dif-
ferences (such as differences in services provided or volumes)
between the controlled and uncontrolled transactions, it
might be necessary to make adjustments.

The OECD Guidelines state: “In applying the arm’s-length
principle to controlled transactions involving intangible prop-
erty, some special factors relevant to comparability between
the controlled and uncontrolled transactions should be con-
sidered. These factors include the expected benefits from the
intangible property (possibly determined through a net pres-
ent value calculation). Other factors include: any limitations
on the geographic area in which rights may be exercised;
export restrictions on goods produced by virtue of any rights
transferred; the exclusive or non-exclusive character of any
rights transferred; the capital investment (to construct new
plants or to buy special machines), the start-up expenses and
the development work required in the market; the possibility
of sub-licensing, the licensee’s distribution network, and
whether the licensee has the right to participate in further
developments of the property by the licensor.”

From a practical point of view, it might be difficult to iden-
tify reliable uncontrolled transactions because of the difficul-
ty of obtaining enough publicly available data and information
on the potentially comparable transactions to satisfy these
comparability requirements. Comparability needs and the
insufficiency of data available in public disclosures make the

use of the CUP method unreliable in many instances, at least
as the primary method for assessing the arm’s-length nature
of the transactions involving intangibles. 

Profit split methods
Under the profit split method, an arm’s-length result is deter-
mined by comparing the relative contributions made by each
of the controlled participants to the overall operating income
generated by a transaction or business activity and then by
allocating returns based on the value of these contributions.
(See Harlow N. Higinbotham, “The Profit Split Method” in
the Practical Guide to US Transfer Pricing (2006).) There are
three types of profit split methods: 
• Overall profit split method (OPSM): Under this method

the combined profits earned by two or more parties from
a transaction are divided based on some allocation princi-
ple. This method is also known as the contribution profit
split method.

• Comparable profit split method (CPSM): Under the
CPSM the shares of overall or residual profit are deter-
mined based on third-party evidence from an uncontrolled
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transaction in which the return to an asset is similar to the
controlled situation and there is a similar division of func-
tions, costs, and risks between the independent parties in
the uncontrolled transaction and the affiliates in the con-
trolled situation. 

• Residual profit split method (RPSM): This method uses a
two-step approach to determine an arm’s-length alloca-
tion of operating income both for routine and non-routine
contributions. First, the RPSM requires an allocation of
income to provide a market return for routine contribu-
tions made by controlled taxpayers to the relevant busi-
ness activity, typically based on evidence drawn from
independent comparable companies with the same or sim-
ilar functional and risk profiles. Second, any residual prof-
its (or losses) attributable to non-routine contributions are
allocated among the controlled taxpayers based on the
value of contributions to the residual profits generated in
the value chain.

Of the profit split methods, RPSM has been used more often
than others to determine arm’s-length royalty rates for trade
marks. The underlying assumption behind this approach is

that the value of the trade mark is equal to the value of the
profits attributable to the ownership of trade mark. Under
this approach, a detailed analysis of the intra-group transac-
tions can determine the residual profits attributable to the
trade mark.

In practice, difficulties arise in using the RPSM to deter-
mine arm’s-length royalties for trade marks when there is
more than one factor driving residual profits, for example,
technology, know-how, other marketing intangibles, and other
entrepreneurial activities, that require determining the contri-
bution of each intangible to split the residual profits. 

A potentially useful method for determining arm’s-length
royalties for trade marks is the CPSM, under which the total
operating profits of the related parties in the tested transac-
tion are divided in the same proportion as the operating prof-
its of comparable transactions or companies, see diagram 1.

The CPSM is explicitly recognized in the US transfer pric-
ing regulations as one of the profit split methods that can be
used to value transfers of intangible property (Section 1.482-
6(c)(4)). The OECD Guidelines implicitly refer to this
method in their description of the profit split method.

The CPSM, commonly used for pricing intra-group royal-
ties for the use of patents in the pharmaceutical industry, can
be applied to determine arm’s-length royalties for trade
marks and other marketing-related intangibles.

Applying CPSM to value trade mark intangibles
The CPSM may be applied based on either external or inter-
nal comparable transactions. If a company has transactions
with third parties that are similar enough to the controlled
transactions, the data from these transactions can be used as
evidence of arm’s-length split of profit between the licensor
and the licensee. Similarly, evidence from transactions
involving independent third parties can be applied when
reliable income and cost data exist for uncontrolled firms
with transactions and activities similar to those exhibited by
the controlled company in the relevant business activity.
Comparability requirements for the CPSM are similar to
those for the CUP method. To establish comparability of
transactions under the CPSM, factors that could affect prof-
its should be evaluated: functions performed, contractual
terms, risks assumed, economic conditions, and property
and services transferred. Once comparable uncontrolled
transactions are identified, an arm’s-length result is deter-
mined by applying the relevant profit split for the uncon-
trolled transactions to the combined operating profit of the
controlled transaction.

In most cases where the CPSM is applied to determine
arm’s-length royalty rates for the rights to use patents in the
pharmaceutical industry, internal comparables have been used
primarily because of the availability of the data and existence
of agreements concerning similar products in the relevant
business activity.
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Computationally, applying the CPSM to determine royal-
ty rates for using trade marks requires an analysis of the
licensee’s operating profit resulting from the use of the trade
mark as well as the associated operating profit of the licensor,
based on the profit splits achieved in third-party trade mark
agreements. The calculation of profit potential is typically
based on a NPV analysis. NPV is computed as the present
value of an investment’s net future cash flows discounted
using the opportunity cost of capital minus the initial cost of
the investment. Investments with a positive NPV are worth
more than they cost, and therefore they make a net contribu-
tion to value. In arm’s-length negotiations, the prospective
licensor and licensee are both interested in maximizing the
NPV of entering into the agreement. The licensor is interest-
ed in the projected profits from transferring the rights to use
the trade mark, whereas the licensee is interested in the pro-
jected profits from exploiting the specific trade mark intangi-
bles being considered. So the division of profits that results
from these negotiations is indicative of the arm’s-length prof-
it split in similar dealings between related parties.

Determining arm’s-length royalties using the CPSM and
employing the NPV analysis is a three-step process, summa-
rized in diagram 2.

The first step requires computing NPV of the licensee’s
operating profit resulting from the use of the trade mark and
the licensor’s operating profit associated with licensing the
trade mark based on third-party trade mark agreements. In
this NPV calculation, the licensor’s income is calculated by
applying the royalty rate to the projected relevant sales of the
licensee, net of any associated costs, such as administration,
brand management, and related advertising and marketing
expenses, depending on the type of the licensing arrange-
ment. The operating income for the licensee is calculated by
subtracting projected costs from the net revenues expected to
be generated by using the trade mark. To compute the NPV,
the operating income for the licensee and the licensor is dis-

counted to the year in which the licensing agreement is signed
at a discount rate typically equal to the firm or industry-aver-
age weighted average cost of capital. The licensor’s contribu-
tion, that is, the split ratio between the licensor and the
licensee, can be computed by taking the ratio of the NPV of
operating profits of the licensor (or the licensee) to the total
NPV of the licensing arrangement, which is the sum of the
NPVs of the operating profits of the licensee and the licensor.
By repeating this analysis for each comparable uncontrolled
licensing transaction, a range of arm’s-length profit allocations
can be determined.

In the second step, a similar NPV calculation is repeated
for the controlled transaction involving the transfer of a trade
mark to a controlled party to compute the total amount of
profits from the exploitation of the trade mark to be shared
between the licensee and the licensor. The combined NPV of
the trade mark licence agreement is computed as the sum of
the NPVs of the projected operating profits for the licensor,
that is, the royalty income net of any costs associated with the
licensing of the trade mark, and for the licensee, that is, the
net projected income from the use of the trade mark. 

The last step entails determining the arm’s-length royalty
rate (or a range of arm’s-length royalty rates) based on the
total amount of profit to be shared and the arm’s-length prof-
it allocations between licensees and licensors based on evi-
dence drawn from comparable third-party trade mark licens-
ing arrangements. The royalty rate is determined so that the
split of profits between the licensor and the licensee is in the
range of the observed split of profits. 

Similar to the application of CPSM for licensing arrange-
ments involving transfer of patents, to apply the CPSM as
described above, two conditions must be satisfied: 
• The licensor’s profit shares fall within a narrow range.
• There is no statistical relationship between the licensor’s

profit shares and the level of operating income for each com-
parable transaction. (See Rozek and Korenko, “Transfer
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Diagram 1: The comparable profit split method (CPSM)



prices for intangible property embodied in Products with
Extraordinary Profit Potentials, Tax Notes International,
October 18 1999.)

The first condition can be checked relying on the data for the
controlled party and reviewing the observed split of profits on
the comparable transactions. If the licensors’ share of the
profits does not fluctuate too drastically based on the
observed third-party licensing transactions, the first condition
is satisfied. A maximum ratio of one to three can be set as a
rule to ensure that the range of profit allocations is narrow.
The second condition requires determining whether there is
an apparent relationship between the total profits from the
licensing agreements and the licensor’s share of profits. This
can easily be checked with a regression analysis where the
licensor’s profit share is estimated as a function of the total
operating income. If the coefficient for the total operating
income is not statistically significant, then there is no statisti-
cal relationship. Alternatively, if there is a statistically signifi-
cant relationship, it may be applied in determining an appro-
priate extrapolation between the available comparables and
the related party transaction.

In applying the CPSM for determining arm’s-length trade
mark royalties, consideration should be given to differences
between licensing transactions involving patents and those
involving trade marks and their implications on the method
described above.

Patents have a finite life, while trade marks do not. The
time horizon for the NPV calculations usually extends
through the date the patent expires for the licensing of

patents, but the time horizon for
the projected operating profits
from the use of trade mark may
be limited to the duration of the
agreement.

The investment-return dynam-
ics for patents and trade mark
intangibles are different. Patents
are typically developed through
research and development
efforts, the outcome of which is
uncertain (especially for basic
research), while trade marks are
developed through marketing
efforts, for which there tends to
be a repetitive and predictable
relationship between invest-
ments and the value created.
The opportunity cost of capital
used to discount the projected
operating profits should reflect
the risks inherent in these two
types of investments.

Licensing agreements involv-
ing patents can be limited to current technology and know-
how. When a party has developed a patent and has licensed
it out, future research and development investments of the
licensor with a view to enhance the applicability of the
patent may be excluded from the rights to which the licens-
ee has access. When dealing with a trade mark, however, the
licensor’s global advertising and promotion efforts might
have an impact on the licensee’s profit potential that the
licensor may not be able to prevent the licensee from enjoy-
ing, at least indirectly. Because the additional or unintended
benefits (or harm) from the licensor’s global marketing
efforts are also an unknown for the third-party comparable
trade mark licensing agreements used to develop arm’s-
length profit allocations and cannot be easily quantified, its
impact can be ignored for practical purposes. 

Accordingly, it should be possible to apply the CPSM in
valuing trade mark royalties with the same type of data that
is needed when applying the method for patents, that is, rely-
ing only on data for the licensee and setting the profits of the
licensor equal to the royalty revenues it receives from the
licensee. The data requirements for the application of this
method are not much different from those for a (internal)
CUP analysis, and would seem to be lower than those for the
application of the RPSM (provided internal comparables are
available or that enough financial information is available to
perform the analysis on external comparables), which are the
two most commonly used transfer-pricing methods to value
trade mark royalties. In this respect, the CPSM, which is in
essence a quasi-CUP analysis, is easier to apply and often
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more reliable than the CUP method. This is so mostly
because it relies on the observation of profits derived from
the use of intangibles and not the royalty paid per se and also
because it includes an NPV analysis that enables introducing
some economic cycle considerations into the analysis. These
two features of the method enable adjusting for many of the
comparability differences that make standard CUP analyses
less reliable.

A closer look at CPSM
The determination of arm’s-length royalties for use of trade
marks and trade mark related intangibles is one of the most
challenging tasks in the area of valuing intangibles. More often
than not, practitioners are faced with deficiencies and limita-
tions in the commonly used transfer-pricing methods to value
trade marks, such as the RPSM and the CUP method.
Practitioners should take a closer look at the applicability of
the CPSM as the most appropriate method when the trade
mark intangibles are the only intangibles driving residual prof-
its and when third-party trade mark licensing agreements
with enough financial data are available to establish an arm’s-
length split of profits between the licensors and licensees.
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