
B.5. Transfer Pricing Consideratibeen growing for decades in a number of sectors.  The information and 
communication technology (IC T) revolution has made some technologies cheaper 
and more powerful, enabling improvement of business processes and boosting 
innovation across virtually all sectors of the economy.  This technological 
evolution has made intangibles increasingly important pr ofit drivers in many 
individual businesses.  It is therefore necessary to give careful consideration to 
intangibles when conducting a transfer pricing analysis.  

B.5.1.2. Transfer pricing issues can arise when MNEs develop, acquire, exploit or 
transfer intangibles.  Various entities within an MNE group may participate in 
intangibles development through functions like research, development and 
marketing, providing funding for acquisition and development of intangibles, and 
exploiting intangibles in a wide range of business activities.  These activities should 
be rewarded on an arm’s length basis.  The business operations of one member of 
an MNE group may require the use of intangibles developed or owned by other 
group members.  Use by one member of the MNE group of intangibles belonging to 
or developed by other group members should be compensated on an arm’s length 
basis. 

B.5.1.3. Transfer pricing issues relating to intangibles should be resolved using the 
fundamental transfer pricing principles contained in Chapters B.1, B.2 and B.8 of this 
Manual.  However, as intangibles may be unique, may be difficult to value and may 
be very important to the successful operation of the MNE group’s business, transfer 
pricing issues related to intangibles can be very challenging for both tax 
administrations and taxpayers in developed and developing countries.  This Chapter 
therefore supplements the general principles contained in earlier Chapters to provide 
special practical guidance on transfer pricing matters related to intangibles. 

B.5.1.4. In carrying out a transfer pricing analysis involving intangibles it is 
necessary to consider: (i) the identification of the specific intangibles involved, (ii) 
the ownership of intangibles within the MNE group, (iii) the value of the identified 
intangibles, (iv) how the intangibles contribute to the creation of value by the MNE 
group, and (v) the identity of the members of the MNE group that contribute to 
intangible value and how they should be rewarded.  This framework for analyzing 
transfer pricing issues related to intangibles is discussed in the following sections.  
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B.5.2. Identifying Intangibles  

Definition of intangibles  

B.5.2.1. Article 9 of the UN Model Tax Convention is concerned with the conditions of 
transactions between associated enterprises, not with assigning labels to such 
transactions.  The key consideration is whether a transaction conveys economic 
value from one associated enterprise to another, whether that benefit derives from 
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the case that all valuable intangibles are legally protected, registered or 
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or knowledge that assist or improve a commercial activity, but that an enterprise may 
– for a variety of business reasons – choose not to register. Such know-how may 
nonetheless contribute substantially to the success of the enterprise and be of 
significance in some situations for transfer pricing purposes.  

B.5.2.9. Notwithstanding the fact that the availability and extent of contractual forms 
of protection may affect the value of an asset such as an intangible (and the returns 
attributable to it), the existence of any such contractual protection is not a necessary 
condition for an item to be characterized as an intangible for transfer pricing 
purposes.  

B.5.2.10. Conceptually, intangibles can cover a wide spectrum encompassing legally 
defined items such as patents and trademarks up to broader categories such as best 
practices, internal procedures, human capital, non-contractual relations to customers 
or suppliers and network effects. The latter category of items are not necessarily 
legally defined but may, taking into account particular facts and circumstances, 
convey value that would be compensated between parties at arm’s length, and, as 
such, should be considered as a relevant economic characteristic in any 
comparability analysis involving the use or transfer of intangibles. 

B.5.2.11 In considering transfer pricing matters certain intangibles may sometimes 
be referred to as either (i) trade intangibles or (ii) marketing intangibles. 

B.5.2.12. Trade intangibles may be created through testing and research and 
development (R&D) activities. The developer may try to recover the expenditures on 
these activities and obtain a return thereon through manufacturing and selling 
products, service contracts, or licensing out.  

Marketing intangibles  

B.5.2.13.Marketing intangibles may be created by marketing activities, can aid in the 
commercial exploitation of a product or service, and/or may have an important 
promotional value for the product concerned. Depending on the facts and 
circumstances of the case marketing intangibles may include, e.g., trademarks, trade 
names, customer lists and customer relationships as well as proprietary market and 
customer data that is deployed in marketing activities and in selling goods or services 
to customers.  

B.5.2.14. there can be a combination of central and local marketing activities in MNE 
groups. In some cases the local marketing team performs marketing activities which 
are comparable to the activities of comparable uncontrolled distributors. In other 
cases, the local marketing team carries out broader marketing activities than the 
ones of uncontrolled distributors, e.g. autonomously develops marketing campaigns 
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uncontrolled distributors, for instance if the Distributor 's marketing 
activities are a valuable contribution to the foreign-owned brand; 

Example 1:  

B.5.2.18. Distributor X distributes branded products for which the brand is owned by 
a foreign affiliated enterprise. Assume that Distributor X has an innovative 
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need to focus on comparability issues not directly associated with location savings. 
See para. B.2.3.2.50. of the Manual.  

 

Goodwill  

B.5.2.21.The manner in which an intangible comes into existence from an accounting 
standpoint is not relevant to the determination of whether the item is an intangible 
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define when goodwill or ongoing concern value may or may not constitute an 
intangible. It is important to recognise, however, that an important and monetarily 
significant part of the compensation paid between independent enterprises when 
some or all of the assets of an operating business are transferred may represent 
compensation for something referred to by one or another of the alternative 
descriptions of goodwill or ongoing concern value.  When similar transactions occur 
between associated enterprises, such value should be taken into account in 
determining an arm’s length price for the transactions. The absence of a single 
precise definition of goodwill makes it essential for taxpayers and tax administrations 
to describe specifically relevant intangibles in connection with a transfer pricing 
analysis, and to consider whether independent enterprises would provide 
compensation for such intangibles in comparable circumstances. 

B.5.2.25. When the reputational value, sometimes referred to as goodwill, is 
transferred to or shared with an associated enterprise in connection with a transfer or 
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B.5.2.28. Goodwill under Purchase Price Allocation for financial accounting 
purposes is mechanically defined as the difference between the purchase price 
(typically of a company or a business) and the valuation of identified underlying 
tangible and intangible assets.  While the PPA can be a useful starting point to 
identify intangibles and their value, it is worth noting that any mis-valuation of any 
of the identified underlying tangible and intangible assets (due, for example, to 
unaccounted synergies, other unaccounted sources of value or measurement 
errors) mechanically affects goodwill valuation as illustrated below. 

� Illustration of PPA  

B.5.2.29. Assume Company A is acquired by Company B for a price of 1,000. 
In its PPA for consolidated financial accounts’ purposes, Company B allocates 
to underlying tangible and intangible assets the purchase price it paid for 
Company A. In doing this, valuations are made for identified assets of 
Company A. Goodwill  will be recognized for the residual value as follows: 

Tangible assets:          100 

Sum of Patents 1, 2 and 3 (if valued separately):     150 

Trademark:          250 

Unallocated "goodwill"        500 

Total purchase price allocated:    1,000  

B.5.2.30 Assume that in the post-acquisition context the patents will be exploited as 
a bundle in order to derive synergetic benefits. Assume that while the sum of the 
individual values of Patents 1, 2 and 3 is 150, their value, if sold as a bundle, would 
be 250, because .of incremental value that can be derived from the interrelated use 
of the patents.  

B.5.2.31. In such a case, if the transaction analyzed is the sale of Patents 1, 2 and 3 
as a bundle, part of the PPA measure of goodwill value should be allocated to the 
value of the bundle. The result would be the following: 

Tangible assets:          100 

Patents 1, 2 and 3 (if valued as a bundle):      250 

Trademark:          250 

Unallocated "goodwill"        400 

Total purchase price allocated:    1,000  
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Example: MineCo  

B.5.2.32. Assume MineCo owns a government license to carry out oil drilling activity 
in Ruritania as well another government license for the exploitation of the oil rig 
network existing within the country. The oil drilling license has a standalone market 
value of 70 as opposed to the oil rig license which has a market value of 30. MineCo 
does not own any other asset. 

B.5.2.33. ExtraCo, an independent competitor of MineCo, acquires 100 percent of 
the equity interest in the latter company for a price of 150. In its PPA realized further 
to the acquisition, ExtraCo attributes 70 to the license associated with the drilling 
activity, 30 to the oil rig license and the remaining amount of 50 to goodwill arising 
because of the existence of synergies created between the drilling and oil rig 
licenses taken together. 

B.5.2.34. As an immediate follow-up of the acquisition, MineCo transfers both the 
above licenses to Extra1, a subsidiary of ExtraCo. In carrying out a transfer pricing 
analysis related to determining the arm’s length consideration to be paid by Extra1 
with respect to the transaction taking place with MineCo, the taxpayer values the 
combined transaction at 100, the market value of the two licenses considered 
separately.  

B.5.2.35. In this case in calculating the arm’s length consideration the purported 
goodwill associated with the bundled transfer of licenses by MineCo should be taken 
into account, as a party at arm’s length would be willing to pay more than 100 for 
combined assets that have a value of 150. 

 

  

Group synergies , including procurement activities  

B.5.2.36. Group synergies are not an intangible, but they can be significant in the 
analysis of the transfer pricing aspects of intangibles. Generally, because of the 
existence of an MNE group, the associated enterprises comprising such groups may 
benefit from the proactive or passive interactions amongst group members which are 
not accessible to comparable third party enterprises. This type of synergy does not 
constitute an intangible. 

B.5.2.37. Group synergies are particularly relevant to central procurement. For 
instance, group synergies arising as a result of combined purchasing power or the 
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MNE group, and so forth. To this end it is important to distinguish, on the one hand, 
between: 

i. incidental benefits which are arising simply because of group affiliation; 
and  

ii. economic advantages arising due to the deliberate concerted action of 
one or more associated enterprises that are part of the MNE group 
resulting in what is normally labeled as “group synergy”. 

B.5.2.38. In the case under (i), an associated enterprise should not be deemed to 
have received an intra-group service, and should not be required to make an intra-
group payment for such a service, simply because it has access to economic 
advantages by virtue of its group affiliation.  

B.5.2.39. In the case under (ii), however, there may be a clearly identifiable 
economic advantage due to the exact identification of the source of the activities 
which have been put in place by one or more of the associated enterprises in the 
MNE Group and which can be quantified from a transfer pricing standpoint in the light 
of an accurate comparability (including functional) analysis at the level of each of the 
relevant associated enterprises. 

B.5.2.40 (ii) (a) Simple c entral procurement function: For instance, assume that 
the MNE Group N decides to implement a policy of cost savings. In this respect, it 
incorporates Company P in Country L to centralize the procurement function and 
take advantage of volume discounts that arise solely because of the MNE group’s 
aggregated purchasing. Assume that Company P does not take title of the raw 
materials from suppliers. The concerned group members directly acquire the raw 
materials from the suppliers under the conditions applying to the group.   

B.5.2.41. In this scenario, Company P performs a deliberate concerted action which 
should generally be reflected in the pricing of a procurement fee to be paid by the 
group members to Company P.  The arm’s length consideration of Company P would 
typically be an administrative fee and should be less than the aggregated cost 
savings of the MNE group.  This reflects the fact that in this scenario the most 
important driver in the discounts is the volume purchased by the group, not the 
services provided by Company P.   

B.5.2.42 (ii) (b) Strategic , high value added procurement function: Assume now 
that Company P recruits procurement specialists with extensive experience in 
managing suppliers and cost cutting in the industry. Such procurement specialists 
build up expertise in the area of demand requirements for Group N, supply offerings 
and supplier contacts regarding Group N raw materials, industry supply chain 
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B.5.3.1. Applying the arm's length principle to transactions involving the use or 
transfer of intangibles is not fundamentally different from applying it to transactions 
involving tangible assets or services. Indeed, the arm’s length principle requires in 
both instances the performance of a thorough comparability analysis, with a specific 
focus on the identification of the entities performing functions, using or contributing 
assets (including funding), and assuming risks.  

B.5.3.2. On the basis of the above, the guidance on the transfer pricing aspects of 
intangibles should be placed within the wider context of understanding the accurately 
delineated transaction including identifying, within the value chain, how associated 
enterprises make contributions in the form of functions performed, assets employed 
and risks assumed.  

B.5.3.3. The framework for analyzing transactions involving the use or transfer of 
intangibles between associated enterprises requires undertaking the following steps: 

(i) Fact finding relating to the intangible
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(iii) Assess consistency with the arm's length 
principle of the remuneration of the  transaction 
involving the use or transfer of intangibles between 
associated enterprises:  

� Assess the consistency between the terms of the relevant 
contractual arrangements and the actual conduct of the 
parties: i.e. determine whether the conduct of the parties 
is aligned with the contractual assumption of the 
economically significant risks in relation to the intangible, 
including whether they actually control and have the 
financial capacity to assume the risks; 

� Based on the above, delineate the actual transaction 
between the associated enterprises involving the use or 
transfer of intangibles; 

� Determine arm’s length prices for the above-mentioned 
transactions consistent with each respective party’s 
contribution to the economic value generated from the 
intangible (unless the exceptional circumstances 
described in Chapter B.2, section B.2.3.1.5 apply). 

B.5.3.4. It is important to note that in the vast majority of cases involving an intra-
group transfer of intangibles an arm’s length result will be achieved by pricing the 
accurately delineated transaction. 

B.5.3.5. However, in some exceptional circumstances, the tax authorities may 
potentially recharacterize the transaction according to its actual economic features. 
For a more detailed discussion on this issue, see paragraph B.2.3.1.5.  of the Manual. 

B.5.3.6. From a tax administration’s standpoint there are clearly risks in 
recharacterizing transactions in the context of intangibles. The latter solution indeed 
may create an increased risk of double taxation, with no realistic prospect of cross-
border relief in the event countries do not agree on a common set of principles. This 
could make the costs of doing business in the country sufficiently high to discourage 
cross-border trade and investment, with negative effects on development. As already 
stated in other parts of this manual, while it is for each country to determine its own 
tax system, the desire to avoid double taxation has been an important factor in the 
very broad acceptance of the arm’s length principle internationally. See paragraph 
A.4.6. of the Manual.  

Legal Ownership and Contractual Terms  
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B.5.3.7. Legal rights associated with an intangible provide a starting point for the 
analysis. These may be found in registrations, contracts or other communications 
among the parties, which may establish the legal owner of the intangible and 
describe the roles, responsibilities, and rights associated with parties to the 
transaction involving the intangible.  Contractual payment terms (for example, 
licensing terms) may establish how receipts and expenses of the MNE are 
allocated, and the form and amount of payments.  These contractual terms may 
indicate, for example, the party or parties entitled to unanticipated gains or losses 
from the exploitation of the intangible.   

B.5.3.8. In the case of a licensed intangible there are two different intangibles, each 
having a different owner: the licensed intangible on the one hand, and the license 
rights held by the licensee on the other hand. The fact that an intangible is being 
licensed does not affect its legal ownership, but rather creates a separate right of use 
for the licensee. 

B.5.3.9. The legal owner(s) will be considered to be the sole owner(s) of the 
intangible for transfer pricing purposes.  If no legal owner is identified, then the 
member of the group that controls decisions concerning exploitation of the intangible 
and that has the practical capacity to restrict others will be considered the legal 
owner.  

B.5.3.10. Legal ownership, by itself, does not confer any right ultimately to retain 
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development
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�ƒ the development of or, alternatively, the acquisition from 
third parties of intangibles (i.e., how the intangible came 
to be owned by the MNE group);  

�ƒ the enhancement of intangibles;  

�ƒ the maintenance of intangibles,  

�ƒ the protection of intangibles, and;  

�ƒ the exploitation of intangibles (whether direct exploitation 
or indirect exploitation such as licensing out). 
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The relative importance of contributions with respect to DAEMPE will vary depending 
on the industry, the type of intangible, the stage in the life cycle of the intangible, and 
the multinational enterprise's value chain in relation to that intangible. Important 
functions can be either directly performed or outsourced by the legal owner of the 
intangible.  

B.5.3.19. For example, a fully developed and currently exploitable intangible 
purchased from a third party may require no development, maintenance or 
enhancement.  In this case, key functions in relation to the acquisition of the 
intangible are those necessary to select the most appropriate intangible in the 
market, to analyze its anticipated benefits, take the decision to take on the risk-
bearing opportunity through purchasing the intangible and manage the actual 
conclusion of the acquisition. A key asset would be the funding required to purchase 
the intangible.  

B.5.3.20. For self-developed intangibles important functions in relation to the 
development of the intangible are those necessary to select the most appropriate 
research and development project, to analyze its anticipated benefits, and take the 
decision to take on the risk-bearing opportunity through funding the development 
activities and the performance of the R&D function. A key asset would be the funding 
required to develop the intangible.  

B.5.3.21. In respect of both acquired and internally developed intangibles, the type of 
return warranted by the 
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� Risks associated with the effective exploitation of the intangible, 
including uncertainties with respect to the returns to be generated by 
the intangible.  

B.5.3.27.These risks are often connected to specific DAEMPE activities. The 
accurate delineation of the controlled transaction may determine that the legal owner 
assumes risks, or that, instead, other members of the group are assuming risks.  

B.5.3.28. Risk control and mitigation may be performed by various entities within the 
group. For example, assume that risk associated with contract R&D activities 
performed by Company A for the benefit of Company B are properly assumed by 
Company B, which has the capability to determine the various stage processes 
together with the performance of the active decision-making function. The way the 
risk associated with the research and development activity assumed by Company B 
is mitigated may be subject to general policy-setting elsewhere in the MNE group by 
Company C, which sets overall levels of financing tied up in the overall R&D project 
across markets to meet strategic objectives. This wider policy-setting activity cannot 
be deemed to imply that the R&D risk is allocated to Company C.  Instead, Company 
B assumes this risk. 

B.5.3.29. Consistent with the guidance in Chapter B.2, if it is established that an 
associated enterprise contractually assuming the risk both controls and has the 
financial capacity to assume the risk associated with the DAEMPE, then the 
contractual allocation of risk is respected. If, on the other hand, it is established that 
an associated enterprise contractually assuming the risk does not control or does not 
have the financial capacity to assume the risk associated with the DAEMPE, then the 
risk should be allocated to the enterprise exercising control and having the financial 
capacity to assume the risk. 

B.5.3.30. In this latter case, should multiple associated enterprises be identified that 
both exercise control and have the financial capacity to assume the risk, then the risk 
should be allocated to the associated enterprise or group of associated enterprises 
exercising most control. Other parties performing control activities should be 
remunerated based on their contributions to the creation of intangible value.  Such 
compensation would depend on the arrangements between the enterprises and the 
importance of the control activities performed: it may be appropriate for such a party 
to share in the potential upside and downside consequences resulting from the 
outcome of the underlying risk.  Alternatively the contribution might be compensated 
in a manner that is not contingent on the underlying risk.” 

Assets  
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B.5.3.31. According to the arm's length principle, associated enterprises contributing 
assets to the development or acquisition, enhancement, maintenance, protection and 
exploitation of an intangible should receive appropriate compensation for doing so. 
Such assets may include, without limitation, intangibles generally utilized in research, 
development or marketing activities – such as know
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be highly profitable based on TechCo’s track record and experienced research and 
development staff. TechCo will perform, through its own personnel, all the functions 
expected to be carried out by an entity eager to acquire an independent right to 
exploit the resulting intangible, including the functions required to exercise control 
over the risk it has contractually assumed. Assume that the intangible development is 
expected to take seven years before being eventually successful for commercial 
exploitation purposes.  

B.5.3.47. Under the contractual arrangement High-Yield Co will contribute all the 
funding associated with the development of the intangible, which is anticipated to be 
an amount of 100 million per year for seven years. TechCo makes all the other 
contributions to the remaining DAEMPE related to the intangible, wh Te oa( an)10igh-
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existing, as well as to collect documents related to key 
projects;  

� Step 2: Review and analyze the documents and 
information collected. 

� Step 3:  Conduct interviews  with relevant personnel. 
Typical questions refer to “Who does what in relation to 
the local entity’s transactions”, “Who sets project 
milestones” or “How is bonus compensation of local 
personnel attributed”. 

� Step 4: Analyze information gathered under Steps 1 to 3 
to determine whether any inconsistency exists between 
the contractual risk allocation and the actual conduct of 
the parties which may potentially impair the accurate 
delineation of the underlying economic transaction. 

 

 

B.5.4. Comparability  

B.5.4.1. The general guidance in Chapter B.2 on comparability applies to 
transactions involving the use or transfer of intangibles. With respect to the 
comparability analysis intangibles often have unique characteristics.  In conducting a 
comparability analysis it is therefore important to take these characteristics into 
account.  The following features may be particularly important depending on the case 
at hand: 

� The exclusivity (or non exclusivity) of the rights to the 
intangible, 

� The geographic territory in which those rights may be 
exploited; 

� The extent and duration of legal protection of the 
intangible and/or of the rights granted on the intangible; 

� The stage of development of the intangible at the time of 
the transaction; 

� The rights to enhancement of the intangible; 
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� The options realistically available to each of the parties to 
the transaction, taking into account the expected future 
economic benefits arising from it; and 

� Potential other comparability factors such as local market 
features, location savings, assembled workforce and 
MNE group synergies. 

 

B.5.5. Selection of the most appropriate transfer pricing method  

B.5.5.1. The principles set out in Chapter B.3 of the Manual apply to select the most 
appropriate method in the circumstances of the case where the transaction involves 
a controlled transfer of one or a series of intangibles.  

B.5.5.2.In addition, the selection of the most appropriate method in relation to an 
intangible transaction will depend on the type of transaction involved. For example: 

� In transactions involving sales of intangibles, a CUP for the value of the 
transferred intangible (including the acquisition price method which is a 
specific application of the CUP method) or a Discounted Cash Flow 
approach may be appropriate. See paragraph B.5.6.8. below.  

� In transactions involving rights to use intangibles, a CUP for the value of 
the rights to use the intangibles (e.g. value of the licence) may be 
appropriate. A one-sided transfer pricing method (cost plus, resale price or 
transactional net margin method) can be the most appropriate method if a 
two-sided functional analysis reveals that one party to the transaction 
makes all the unique and valuable contributions involved in the controlled 
transaction, while the other party does not make any unique contribution. In 
such a case the tested party should be the less complex one.  

� In transactions involving the development of intangibles (e.g. through low 
risk contract R&D), a cost based approach (whether cost plus or cost based 
TNMM) may be appropriate. Specific considerations however apply to 
arrangements that share in the risk of development (such as cost sharing or 
cost contribution arrangements).  

B.5.5.3. A profit split method may be the most appropriate method if each party to a 
transaction makes valuable, unique contributions.  

B.5.5.4.  The following further considerations regarding the selection of methods in 
transactions involving the use or transfer of intangibles can be relevant. 
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transferred by Company Z, as well as for the price to be paid for the ongoing R&D 
services to be provided by Company Z, it is important to identify with specificity the 
intangibles transferred to Company Y and those retained by Company Z. The 
valuation done for purchase price allocation purposes, although important for starting 
the analysis, is not determinative for transfer pricing purposes.  

B.5.6.5. In particular, given the above assumption that the price of 100 paid by 
PenCo represents the value of the technologies developed by Z as well as the 
capabilities of the latter’s personnel to develop further new technologies in the future, 
such price should be reflected in the sum of  

(i) the value of intangible assets transferred to Y and  

(ii) the value of the intangible assets and workforce retained by Company Z.  

Under the arm’s length principle and depending on the facts and 
circumstances   the CUP method may be used to determine the remuneration 
of Company Z paid by Company Y for  

(i) the transferred intangibles; and  

(ii) the present value of the remuneration paid for the R&D services rendered 
by Company Z. 

 

 Cost -based methods to value transfers of intangibles  

B.5.6.6. The use of transfer pricing methods seeking to estimate the value of 
intangibles based on their cost of development is generally discouraged as the costs 
of developing intangibles is seldom a reflection of their value once developed. 
Accordingly the use of transfer pricing methods based on their cost of development 
should generally be avoided. 

B.5.6.7. That being said, where the acquirer has the available option to produce the 
intangible itself or to have it produced for its own purposes, instead of acquiring it, an 
intangible valuation based on the estimated cost of reproducing or replacing the 
intangible (including the value of the time needed to re-develop the intangible rather 
than acquiring it) may be used.  

 

  Valuation techniques  to value transfer of intangibles (Discounted Cash Flow 
approach, “DCF”)   
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important to determine if the taxpayer has undertaken at or prior to the intangible 
transfer an analysis of the anticipated profitability of the intangible (i.e., financial 
projections), and an analysis of the anticipated risks involved. While this type of 
analysis is not undertaken for all intangibles, it is more likely that such an analysis 
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ten years, then the income or cash flow projections should also be determined for a 
ten year period.  The useful life of an intangible is the entire period during which the 
exploitation of the property is anticipated to occur.  Exploitation of intangibles 
includes any direct or indirect use or transfer of the intangible property, including use 
without further development, use in the further development of the intangible (and 
any exploitation of the further-developed intangible), and use in the development of 
other intangibles (and any exploitation of the other intangibles when they are 
developed).  

B.5.6.14. 
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determining the applicable discount rate. In such situations, the discounting rate 
might be calculated based on a higher rate than the risk-free rate, to adjust for risk 
premium.  

 

 

Technical Note : Ex ante versus ex post financial projections ;  

      

Ex post financial projections are, of course, not really projections at all, but the actual financial results.  
Assume, for example, that the actual results of the project in example 5.1 turn out to be what was 
considered the optimistic scenario at the outset of the project, reflected in Table 2.   From the ex post 
perspective of year 5 there is no risk, there is only the certainty of what actually happened.  If these financial 
results are used in a DCF model to determine the value of the intangible at the beginning of the project in 
year 1, there are two potential biases introduced with respect to risk.  First, using actual financials effectively 
presumes that they correspond to anticipated financial projections as of year 1 with perfect certainty. That is, 
using these financials does not capture any of the real uncertainty of the project at its outset.  Second, there 
is the question of what discount rate should be applied to the financial projections.  Should it be the risk-free 
rate, reflecting the certainty of the actual outcomes ? It would seem not, as this would certainly exacerbate 
the risk bias.  In short, since risk is a key element in determining the value of the development of an 
intangible, assessment of such risk after the fact is difficult and inherently subjective, as it is difficult to 
« discount » the risk of what actually happened.  As an illustration of this concept, what is the amount that 
someone should have paid yesterday for a lottery ticket number that happens to win $580 million today ?  
The answer is the price of the lottery ticket (e.g. $1).  While a person might understandably assess that the 
ticket was worth more yesterday (after all, it turned out to be the winning ticket), this would reflect ex post 
risk bias.   

It is important to note that an entirely different question is whether the financial projections and assessment 
of risk undertaken by a taxpayer are in fact truly reliable, or whether  they might reflect opportunistic use of 
information assymetry over the tax authority, such as through deliberate undervaluation of the financial 
projections or a deliberate overestimate of the anticipated risk.  In those narrow situations, it might be 
appropriate to use actual financials to value intangibles.   See paragraph B.5.6.26..  As an illustration, if a 
person was ‘tipped off’ that a certain lottery ticket number would be picked tomorrow, he would certainly be 
willing to pay more – much more -  than $1 for that lottery number today !   

 

 

Other aspects of DCF methods 

B.5.6.16. Where the purpose of the valuation technique is to isolate the projected 
cash flows associated with an intangible, it may be necessary to evaluate and 
quantify the effect of projected future income taxes on the financial projections.  Tax 
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effects to be considered include: (i) taxes projected to be imposed on future cash 
flows, (ii) tax amortisation benefits projected to be available to the transferee, if any, 
and (iii) taxes projected to be imposed on the transferor as a result of the transfer, if 
any.   

B.5.6.17. Applications of DCF approaches require the determination of realistic and 
reliable financial projections, growth rates, discount rates, the useful life of the 
intangibles and the tax effects of the transaction. In some circumstances, where 
intangibles contribute to continuing cash flows beyond the period for which 
reasonable financial projections exist, a “terminal value” for the intangible-related 
income or cash flows may be calculated.    Where terminal values are used the 
assumptions underlying their calculation should be clearly documented, particularly 
the assumed growth rates.  It is important to note that a small change to one or more 
of the valuation parameters above can lead to huge differences in the valuation 
results. Therefore it is crucial to require taxpayers to clearly state their presumptions 
regarding the important parameters, and, when needed, make some sensitivity 
analysis which presents the consequential change of valuation results of using 
alternative presumptions.  

Technical Note : Terminal value 

Financial forecasting is difficult, and forecasts tend to become less reliable and more cumbersome the 
longer the projection period
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B.5.6.18. 
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Table 5 

Year Present 
Value at 

11% 
Disc. 
Rt. 

1 2 3 4 5 

Sales    312 312 312 

R&D  100 100    

COGS    125 125 125 

Operating 
Expenses  

(SGA) 

   62 62 62 

Operating 
Income 

77 (100) (100) 125 125 125 

Arm’s length 
return to mfg 

and sales 

24 0 0 10 10 10 

Operating 
Income 

attributable 
to 

intangibles 

53 (100) (100) 115 115 115 

 

B.5.6.21. The present value of operating income, discounted at an eleven percent 
rate, is 77.  However, of that amount, the present value of the assumed arm’s length 
return to manufacturing and selling, undertaken by Company B, is 24.  Under these 
assumptions, Company A would not surrender the rights to the intangible for less 
than an amount equal in present value to 53. 

Technical Note – simplifying assumptions 
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whether a transactional profit split method should be selected as the most 
appropriate to the transaction, the availability of reliable and sufficient data regarding 
combined profits from the transaction and factors to be used to divide them should 
be taken into account as this can affect the reliability of the method. 

B.5.6.31. Where a profit split method is found to be the most appropriate method in a 
transaction involving the transfer of an intangible or rights in an intangible, the 
following main questions need to be addressed : 

(i) Determination of the combined profits from the transaction that will be 
split. This may require segmenting the parties’ profit and loss accounts 
to focus on the results of the transaction only. 

(ii) Whether the split will be based on expected (ex ante) or actual (ex 
post) profits. T
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� The value-adding elements embedded in the intangibles, 
with a specific focus on the relative profitability of the 
products or services to which the intangibles relate; and 

� Other comparability factors such as local market features, 
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