
I n the case study at hand, a company is
developing and constructing modern
power plants, rapidly expanding its

business throughout the world. The com-
pany is highly profitable in its home mar-
ket, but during a start-up phase in new
markets the local entities of the company
often incur losses for some time. This is
because their businesses initially require
start-up costs and have not yet realised
operational efficiencies; furthermore,
plants are sometimes sold at a loss to
investors or power producers to accelerate
market entry.

The company’s headquarters provides a
full service concept to its local entities in
new markets, including financing, devel-
opment, and construction solutions. In the
early stages of new market development,
the company headquarters charged costs
as service fees to the local entities.

The effect was that, on the one hand,
the local entities incurred these costs dur-
ing their start-up phase, deepening their
initial losses and accumulating unutilised
expenses. On the other hand, however,
the company headquarters received the
income from the local entities in its high
tax country of residence, which overall
results in a very high tax rate due to
unutilised foreign expenses.

We analysed the situation and found
that three key success factors contribute to
the business:
• Technical intellectual property, such as

construction blueprints, knowhow in
building power plants etc;

• Business knowhow in adapting the
power plants to the local circumstances
and the profile of the respective
investors; and

• Financing solutions that allow
investors to acquire the local entities’
power plants.

Success factors
In the future, costs will no longer be
charged to local entities. Instead, based on
our analysis, future charges to the local
entities will be primarily based on the key
success factors mentioned above. In par-
ticular, the remuneration of the key suc-
cess factors will be structured as royalties
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and charges that are dependent on the
success of the respective local entities.
Implementation costs will be added as
overhead. Thresholds are introduced that
make the royalties payable only when the
local entities exceed certain levels of prof-
it and cash flow, which will prevent
unnecessary build-up of tax loss carry for-
wards.

The new flexibility, being critically
observed by tax authorities, has to be
based on a rigorous analysis of the eco-
nomic fundamentals. We achieve this by
demonstrating the actual benefits that the
local entities receive in their own markets.

We first quantify the direct benefits of
all parties via expert surveys. We interview
in-house experts on both sides of the
transactions following general survey
principles, asking interviewees to assess
the generated value.

Secondly, we quantify the contribu-
tions to these benefits by modelling the
capitalised cost base of the different con-
tributions, taking into account their
respective gestation lags and useful life-
times.

Thirdly, the bargaining power of the
parties is assessed, to determine how
much of the generated benefit could be
claimed by the parties in a hypothetical
third party negation.

Lastly, due to later payment (when
thresholds are not being met), risk and
interest have to be accounted for when
calculating the profit-participating royal-
ties and charges.

Fair system
This approach yields a well-founded and
flexible royalty. For the profit-participating
royalty and service agreements, we pro-
vide the underlying fact sheet.

The new system is fair, at arm’s length,
reduces the administrative burden,and provides
local tax authorities with benefit tests of roy-
alties and charges. Finally, the effective tax rate
and cash tax burden are reduced significantly.
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