
I n the context of intra-group transac-
tions involving significant intangible
assets, one of the principal issues with

which taxpayers are confronted relates to
the risks associated with the actual profits
realised in future periods from exploitation
of the transferred assets. Those risks, in
turn, have a material impact on the valua-
tion of restructuring payments and on other
aspects of transfer pricing system design
and implementation.

High uncertainty and structuring
of transactions 
When there is high uncertainty regarding
the value of an intangible asset, the transac-
tion terms should reflect that uncertainty.
In particular, the transaction structure may
involve both parties sharing some upside
and downside risks after the transaction,
wherein in a typical transaction the buyer
assumes the risk that the assets may be
worth less than paid for (i.e. the downside
risk) and the seller assumes the risk that the
asset may be worth more than the sale con-
sideration (i.e. the upside risk).

Observations of arm’s-length transac-
tions suggest that in the presence of signif-
icant uncertainty with respect to the asset
values, sales of assets may include some
adjustment mechanism (such as an earn-
out clause). Below we will describe, using a
simplified numerical example, how such an
adjustment can be incorporated into the
intercompany transfer of intangibles with
highly uncertain value.

Consider two related parties, company A
and company B. The transaction being
considered involves company A is selling to
company B an intangible asset that requires

further development for the next three
years (the development may be performed
either by B or by A as a contract service pro-
vide to B). After the asset is fully devel-
oped, its value is determined using
standard valuation techniques (e.g. dis-
counted cash flow analysis) and, consider-
ing the development costs, is expected to be
100. Such valuation is based on an implicit
assumption that company A and B will
enter into a one-step transaction with no
further adjustment contemplated. This also
implies that the buyer (company B)
assumes the downside risk that the asset
will be worth less than 100 in three years
from the date of the transaction, while the
seller (company A) takes the upside risk
that the asset will be worth more than 100
in three years.

Holding Companies

| 1September 2011 www.internationaltaxreview.com

Special 
feature

In the eighth in a series of 10 articles on tax-effective intellectual property management, Emmanuel Llinares,
Lionel Ochs, and Vladimir Starkov of NERA provide an example of mitigating the risks of intra-group sales of

intangibles when there is significant uncertainty about the asset being transferred.

Intangible assets valuation
and high uncertainty

Table 1

Parameters CALL OPTION 
Acquired by the Seller

Current asset value 100

Strike price 100

Risk free rate 2%

Volatility 15%

Term 3 years

Option value 13.21
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Now consider that, in view of the high
uncertainty about the value of the intangi-
ble being transferred, the parties mutually
decide to mitigate their risks. To that end,
seller (A) and buyer (B) agreed to structure
the transaction in two steps: a lump-sum
payment payable on the transaction date in
year n, and a possible positive adjustment
amount payable in the year n+3 based on
the performance observed during the peri-
od between year n and year n+3 and using
some agreed-upon measurement of expect-
ed performance. The adjustment clause
offers an additional protection to the seller
and, therefore, the buyer should be able to
negotiate a lower immediate lump-sum
payment at arm’s length. The value of the
adjustment clause can be viewed as a call
option purchased by the seller with a strike
price of 100 (i.e. the value of the asset in the
year n+3). Using this paradigm, the seller
would exercise this call option only if the
asset value turns out to be higher than 100.
In other words, the seller would want to
receive an adjustment to the selling price if
it turns out that in the year n+3 the asset is
worth more than 100. Since the call option
would be purchased by the seller, the price
of this option is deducted from the value of
the lump sum payment effected in year n.

The price of a European call option cal-
culated using the Black-Scholes option
pricing model with three years to maturity
assuming a risk free rate of 2% and volatil-
ity of 15% per year is tabulated in Table 1.

This implies that the seller would accept
an immediate payment of 100 - 13.2 = 86.8
that grants the seller the right to receive an
additional payment should the value of the
asset exceed 100 after three years. Thus,
the seller stands to receive an additional
benefit should the asset value be higher
than anticipated while the buyer mitigates
his downside risk of overpaying for the
asset. The consequence of this transaction
structuring is a lower immediate payment.

Useful framework
The above simplified example demon-
strates how option pricing can serve as a
useful framework for adjustment clauses in
related party transactions. Lacking such
clauses, re-valuations of the transferred
assets can be implemented by tax authori-
ties several years after the transaction took
place. Including such adjustment clauses is
consistent with the conduct of arm’s length
parties, and their implementation in related
party context may provide a way to mitigate
both business and tax risks.
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