
L icence fees for intangibles are increasingly being scrutinised by
tax authorities worldwide. The base erosion and profit shifting
(BEPS) debate has spurred the OECD to publish a paper, which

now stipulates that a very broad range of ‘intangibles’ exists in almost
any type of economic activity. Often these intangibles are jointly
developed by multiple companies. From a transfer pricing point of
view, such intangibles must be remunerated using arm’s-length con-
siderations, but many practitioners question how these can be calcu-
lated – especially in cases where numerous companies are involved,
some of which might have been previously classified as ‘routine’.

Licence fees should be commensurate with the income that the
intangibles create, but in practice it can be difficult to identify the
income of a specific identified intangible, such as production
know-how. The residual profit split method can often be used in
such situations. This method splits the overall income to various
elements, according to their respective economic value creation.

In the first stage, the remuneration of routine activities is deter-
mined by benchmarking studies. This (normally low value) part is
deducted from the total income of the licensees. Then all non-rou-
tine activities and intangibles are identified; for example, know-
how, IP and unique value creators. The residual profit is then split
between these items, that is, between the owners of IP and the
users that employ it effectively.

The critical point is how the income is split among these non-
routine parties. Fundamentally, the basis for this split must be the

economical business value of the relative contributions. This must
be determined by an economic analysis of the case at hand: market
analysis and value chain analysis are necessary elements for deter-
mining the basis for the split. Two possible methods can be indi-
rectly cost-based evaluations or expert surveys.

Relative cost shares can be used to split the profit, but one has
to consider not just how effective historical costs were, but also
when and for how long they had been effective. Furthermore var-
ious kinds of costs should be considered, including labour, various
assets, risks taken, and overhead allocations, among others. 

However, in many cases, historical costs are not a good measure
of the economic value contributed. In the pharmaceutical industry,
for example, a blockbuster drug might be developed at low costs,
while another costly programme might be ineffectual. In these
cases the value can be determined through expert surveys.
Bargaining power, sustainability, and a multitude of other aspects
must also be considered and calculated.

The remuneration of the usage can be paid as an explicit licence
fee or as elements of product prices or services, depending on with-
holding tax, customs, and VAT considerations. Calculations and
surveys have to be determined carefully and in an unbiased way.
Nevertheless, we can prove in (almost) all cases that valuable con-
tributions came from various group affiliates, some subject to low
taxation, which leads ultimately to an attractive and competitive
overall effective group tax rate.
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In the first of a series of updates on intangibles valuation and intellectual property (IP) assets, Philip de Homont,
principal at NERA Frankfurt, and Alexander Voegele, chairman of the firm’s advisory board, look at issues related to
multiple economic ownership of intangibles.

Licence fees to multiple owners:
Residual profit splits

Intangibles are often jointly developed by multiple companies, but must be remunerated in accordance with the arm's-length principle


