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The IP Valuation & Pricing 

Paradigms 

CPM/TNMM CUP CPS/RPSM 

Flows (TP) 

     Cost 

One–Shot (Valuation) 

The Economic Approach 

Practical Guidelines 

1. The inside (pricing for internal transactions) 

and outside (external asset or business 

transactions) valuation paradigms are 

strongly connected 

  

2. Building a sustainable valuation framework 

requires to consider the inside valuation 

challenge in conjunction with the outside 

valuation challenge and vice versa 

3. In many cases, the inside valuation challenge 

preexists to the outside valuation challenge, 

….. and tends to ignore it 

Theoretical Framework 

 TP compliance without outside challenge is 

often not ―arm’s length‖ 

 Valuation, assuming TP policy (inside challenge) 

is arm’s length, is often illusory 
 Multiples 

: DCF etc. DCF 
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Valuation Methods Used in TP 

Analyses… 
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Replacement  

Costs 

Market Multiples 

Approach 

DCF  

Approach 

Real  

Options 

These approaches are likely to 

be transfer pricing sensitive 

Note that historic 

costs is usually not a 

relevant reference 
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Which method(s) to choose? 

 The use of two methods is common (and strongly 
recommended) in valuation 

 Techniques improve regularly  

 Financial data availability is improving making the use of 
some methods more reliable 

 Some methods do enable to take into account significant 
levels of risk/uncertainty (e.g., real options) 

 The structure of the transaction strongly influences the value, 
e.g. 

– Contingent pricing (e.g., earn out clauses) 

– Mix of immediate payment and royalty type of arrangements 

 



Insight from the markets 

Valuation Context 

Trends? 

Some valuation techniques 
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  Valuation exercise in the pre-acquisition context 

  

  Post-acquisition valuation - IFRS 3 on business combination 

 

   Valuation in the context of an internal restructuring (e.g. IP migration) 

 

   Valuation in the context of litigation on patents in various countries 

Strategy 

TP 

Legal 

Accounting 

Management 

Valuation of performance in  the post-acquisition world  

Context is key: different valuation concepts  

for different purposes 
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The valuation continuum 
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Different valuation contexts 

Hypothetical starting point – is 

arm’s length the same as ―fair‖ 

or ―reasonable‖? 

Litigation related valuation Legal  

None – different concepts for 

different purposes 

Performance measurement 

and management 
Management 

Testing focus tends to ignore 

―relational context‖ 

TP drives profit allocation and 

thus impacts group value 
Tax / TP 

Conservative (―not fooling the 

investors‖) 

Purchase price allocation, 

asset impairment 
Accounting 

None 
Support to strategic decisions 

and investments 
Strategy 

Bias Situations Valuation Context 
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Trends in valuation 

 Strategy: increasing use of real options to support decision 
making and to structure transactions 

 Accounting: ongoing efforts to increase relevance of valuation 
of intangibles – but focus is not directly suited for TP purposes 

 Legal / litigation: in the USA there is very significant upgrading 
of requirements as to economic analysis to pay attention the 
the specific circumstances of the case – highly relevant as 
reference for TP application 

 Management: new global business behaviour reflecting 
networking models have increasing impact on relevance of 
profit split dynamics in TP  
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When Valuation of IP Matters 

Examples 

Case 1—Mergers and Acquisitions Case 2—Strategic Alliances / JVs Case 3—Restructurings 

Case 4—Licensing of IP 

Company A 

IP / Purchase Price Allocation 

Clientele 

Brands 

Patents 

Company A Company B 

Joint Venture 

Case 5—Litigation 

C 

B 

Sale of shares 

IP contribution  

Spin-offs Sale of  shares 

Company A 

Company A’ Company B 

IP licensing             

(intra-group) 

IP 

licensing 

(external) 

Company A Company B 

Use of 

Company 

A’s IP 

Results in litigation 

A 
Company A Company B 

Business 

unit 
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Insight from the markets 

 The importance of context and relationships 

– Between third parties, context of relationships does matter. Examples 

include:  

 Hostile takeover vs. Strategic alliances 

 Synergies (or lack of) 

 Size of target vs. size of acquirer 

 History (or absence of) of relationships between transacting parties 

 … 

– In an intra-group context, this can not be ignored 

 A price (or value) is arm’s length given the context of the 

transactions - including the relationships between the 

transacting parties 
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Valuation methods (1/5) 

 The discounted cash flow (DCF) method is probably the most commonly 
used in strategic valuation 

– Increasingly used since… the 1930s great depression 

 Commercial banks use it commonly 

– Problems include:  

 Inability to account for alternatives to scenario(s) envisaged at the time of the 
valuation 

 Reliance on a number of assumptions  

 While the DCF is commonly used, it is not systematically the best method 

 From a tax perspective, tax authorities have often been concerned with the 
fact it is not possible for them to have the insight necessary to review or 
challenge the assumptions 

 From a business perspective, the method is often unable to account for 
market dynamics and future investment flexibility 
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Valuation methods (2/5) 

Multiples type of approach 

 Approach may be applicable in some ―IP intensive‖ industries assuming there is a sufficient 

number of (publicly traded) comparables 

 BUT, stock market data are notoriously ―noisy‖ 

Feb Apr Jun Aug Oct Dec Feb Apr Jun Aug Oct Dec Feb Apr Jun Aug Oct Dec Feb Apr

S
to

c
k
 P

ri
c

e

Price After EntryPrice Before Entry  Fitted Line Predicted Price

$-

$2

$4

$6

$8

$10

$12

Price Decrease Due to 
Competitive Entry

Date Rival

Enters Market

Date Rival

Enters Market

2008 20092009 20102010 20112011



14 

Valuation methods (3/5) 

 A few examples of investment flexibility 

– Postpone (and Learn) 

– Invest in Stages or Modules 

– Accelerate, Decelerate 

– Abandon, Expand 

– Switch Technologies or Markets or Suppliers 

– … 

 DCF (and most other valuation methods) are unable to take flexibility properly into 
account. BUT, Real Options can help 

 Real Options 

– An ―option‖ is the right but not the obligation to buy (or sell) an asset at a specific price 

– A ―real option‖ is an option involving a real asset (contracts, inventions, plants, 
technologies) 

Dealing with investment flexibility 
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Valuation methods (4/5) 

Fair values 

based on 

invest and 

wait 

Decision 

to invest 

Decision 

to wait 

High 

revenue 

Low 

revenue 

High cost 

Low cost 

Low cost 

High cost 

P = 50% 

P = 50% 

P = 50% 

P = 50% 

P = 63% 

P = 37% 
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Stock Option 

 Option Price 

 Strike Date 

 Standard Deviation of 

Stock Price 

 Exercise Price 

 

R & D Project 

 Pre-Launch Costs 

 Product Launch Date 

 Standard Deviation of Returns 

on Similar projects 

 Expected Cash Flows after 

Launch and probability of 

launch 

 
Remarks:  

 Real options are increasingly used in a number of industries  

 Valuation method is particularly suited to situations with significant risks 

and investment flexibility 

 

Parallels between options and R&D valuation 

Valuation methods (5/5) 



An improved process approach? 

An added dimension in comparability analysis 
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Transactional resp. profit resp. relational 

comparability 

 Comparability analysis focusing merely on transactions and/or entity 
profits delivers potentially useful indications (usually), but misses the 
essential point that third parties are only comparable in their behaviour 
(translated into transactional terms and conditions) in the context of a 
similar type of relationship 

 By dealing lightly with the relational dimension, the TP Guidelines tend to 
ignore that the ―related‖ parties are generally involved in a long-term 
cooperative relationship aimed at jointly creating value, committed to 
maintaining that relationship, usually combined with considerable 
investment in resources  

 The proper starting point for a TP analysis dealing with intangibles is to 
focus on the relationship between the transacting parties, identifying the 
role of value drivers and related intangibles in the joint value creation, and 
mapping the roles and responsibilities allocated to the parties involved in 
joint value creation according to the business model defined for the 
enterprise 
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Commercial & financial relations 

 Only then do we have the ability to identify how this behaviour would 

translate into terms and conditions for similar transactions in similar 

circumstances on the open market, i.e., between parties without 

shareholder relations per se but otherwise engaged in similar 

commercial and financial relations  

 

TP Guidelines should point at mapping the 

context of the valuation  

Total  

value chain 

perspective 

Roles & 

responsibilities  

in joint value 

creation 

Options  

realistically  

available  

      &  

Relative  

bargaining  

position  

= 

“Arm’s length”, 

i.e. how 

companies would 

behave, in similar 

circumstances 

(but for the 

shareholding) 

Terms & 

conditions  

for specific  

intra-group 

transactions 
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Extended TP Process 

1) Industry Analysis 

2) Functions, Assets & Risks / Value Chain Analysis / 
Relationship Analysis 

3) TP System Design 

– Basic Design 

– Detailed Design 

– Economic Analysis 
(incl. Alternative Market-Based Tests) 

4) Implementation 

5) Documentation 
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A Comparison  

The Extended Process 

1) Industry Analysis 

2) Functions, Assets & Risks /  

 Value Chain Analysis / Relationship 

3) TP System Design 

• Basic Design 

• Detailed Design 

• Economic Analysis 

4) Implementation 

5) Documentation                      

Communication with: 

 Tax Authorities, and 

 CFO / Risk Management 

 Operational Management        

 

Communication with: 

 Tax Authorities, and ….. ? 

 

The “Typical” Process 

1) Industry Analysis 

2) Functional Analysis/Tested Party 

3) Data/Method Selection 

4) Testing process 

• Comparables 

• Adjustments 

• Arm’s Length Range 

5) Documentation                      



Discussion topics 

Synergies 

Bargaining range 

Goodwill 
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Discussion topic #1 

Synergies 

Pre-transaction  

Demand 
Quantities 

Price 

P1 

Q1 

Pre Transaction 

Average Costs 

Post-transaction  

Demand 

Post Transaction 

Average Costs 

P2 

Q2 

1. Demand side  

effects  

2. Supply side  

effects  

 Intellectual Property (should) fuel 
competitive advantage and 
translate into premium market 
returns attributable to 

– Demand side effect, e.g., ability to 
charge higher prices 

– Supply side effect, e.g., ability to 
operate according to more 
efficient processes 

 Acquisition may be motivated by 
synergies to enhance the value of 
the transacting parties IP 

Which entity is entitled to the 

resulting benefits?  

Are synergistic values proper to 
include in arm’s length 

valuations for tax purposes? 

 

Additional  

profits  

resulting from  

synergies 
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Discussion Topic #2 

The Bargaining Range 

Defining the 

most the 

acquirer  

would be willing 

to pay 

Minimum Asset Owner Would 
Accept:

0%

Based on:  Added profits from 
using the assets and the 

economic costs of the next-best 
alternative

Based on: Lost profits
due to increased competition and 

lost opportunities

Maximum Asset Acquirer Would 
Pay:

?% ?%

Bargaining Range

Profit from 

Using the 

Asset

Profit from 

Using the 

Next-Best 

Alternative 

Extra Profit 
from Using the 

Asset

€
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Discussion topic #3 

Goodwill 

 Definition 

– Difference between the purchase price and the sum of the fair value of the ―visible‖ net 
assets, including identifiable intangible assets  

– Goodwill value is revealed only in transactional data, while the value of the internally-
generated goodwill normally is not recorded in financial statements 

– In unrelated-party transactions, the target's goodwill is assumed to be transferred to the 
acquiring entity 

 Goodwill is part of arm’s length consideration paid in an acquisition of a trade or 
business 

– Conceptually, goodwill embodies the value of going concern and any synergies for the 
acquirer 

– Under IFRS and U.S. GAAP, the accounting value of goodwill may include the values of 
intangibles that are identifiable, yet are difficult or costly to measure separately, or are 
included in goodwill by convention (e.g., workforce-in-place under U.S. GAAP) 

– Valuation of the identifiable assets for accounting purposes typically relies on techniques 
that may be less rigorous than the valuation methods used or required in transfer pricing 

– Therefore, accounting valuation of goodwill, while useful as a starting point, may not 
necessarily be reliable for the transfer pricing purposes 
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Discussion topic #3 

Goodwill 

 Questions to consider: 

– Under what conditions is the transactional paradigm valid for valuing intercompany 
transfers of business assets, especially when less than the entire entity is transacted? 

– Can impairment tests, true-ups, and other look-back mechanisms be structured reliably 
so as to enable arm’s length considerations comparable to success fees, milestone 
payments, earnouts, and similar devices contained in third-party transactions? 
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Concluding remarks 

 The ability to define market value is dependent upon 

the way markets work 

– Assessing the way the markets work is dependent in turn 

on information and data availability 

 Existing valuation methods and valuation guidances 

reflect the context and objectives of their use 

 Valuation is a dynamic field, constantly evolving 
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