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Figure 1: 
Illustration of difference in scope of common valuation performed for transfer 

pricing compared to scope of corporate finance valuations 

UK entity US entity 

Transfer Pricing 

Corporate Finance  

+ + 

2 



Some of the reasons TP valuations may not 
converge to IFRS valuations 

• TP valuations frequently involve bundling of intangibles not ordinarily 
transacted between unrelated parties – less a question of valuing a “going 
concern” which is an issue for IFRS (see Figure 1).  

• Not all intangibles for TP purposes appear on the balance sheet (¶ 6.2) 

• TP valuations frequently involve closely linked transactions (per ¶ 3.9) that 
cannot be considered separately in deciding if the overall “package” deal 
complies with the arm’s length standard 

• TP valuations inherently compare two states: the “as is” (or before the 
transaction) to the after (per ¶ 9.59); IFRS valuations do not always take 
place in this framework 
– Income approach (Discounted Cash Flow or “DCF”) is the principal  method to 

evaluate TP package transactions comparing Present Value (PV) before versus PV 
after – is the “seller” at least as well off ?  

– Comparing two states means that TP valuations determine PV before and after 
by discounting pre-tax income with risk-adjusted post-tax discount rate (of 
acquirer or acquirer’s industry) -- WACC of seller may not be relevant except to 
set floor return for seller (per ¶ 6.14 which indicates analysis should take into 
account perspective of both the seller and the acquirer – is the deal economic?) 

– In the context of the “package deal” (per ¶ 6.17), TP valuation seeks to 
determine the value of the necessary balancing payment, if any, such that the 
results post transaction comply with the arm’s length standard 
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Figure 2:   
Transfer pricing valuations can be based on pre-tax cash flows 

Example: 
profit split methods split 

Operating Income 

(1) XYZ Co routine    

Sales  
 
      Less cost of sales (“COGS”)  
 
      Less operating expenses 
  
      Less depreciation & amortization 
 
      Less R&D 
 
= Operating Income  .  

 
 Less other non-operating expenses/net interest income   
 
 Less taxes 

=     Net Income (after tax)                              

P&L of target (assume division) 

(2) Non-routine 

R&D XYZ Co   R&D Non-XYZ Co 

Most corporate finance valuations are based on  
adjusting after tax cash flows 
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DCF method (income approach) used in both IFRS 
and TP valuations -- but there are differences 

• Pre- versus post-tax discount rate? 
– Corporate finance theory says that pre-tax cash flows should be discounted 

with a pre-tax rate & post-tax with a post-tax rate 
– However to determine valuation of combined package of transactions for 

TP purposes pre-tax cash flows should be discounted at the post-tax rate 
adjusted for relative risk of each separate cash flows (per standard finance 
theory) because of the before & after comparison of states.   
• Corporate finance theory would propose a discount rate reflecting the fundamental 

riskiness and capital structure of the entity; but for TP valuations capital structure  
(degree of leverage) does not need to enter into the computation. (See Figure 2.) 

– Suggest looking at the discount rate for the acquirer – use an industry 
average WACC adjusted for riskiness of each of the cash flows that make 
up the package deal – use published values for industry WACC’s and avoid 
problem of selecting between different techniques & definitions to 
determine a discount rate – tradeoff precision for simplicity of approach 

• Need to consider terminal value (TV) adjustment for TP 
valuations, relates to economic useful life of assets evaluated 
– Perpetuity assumption often used in IFRS may not be appropriate 
– TP valuations are not for a going concern & therefore need to consider 

economic useful life in determining the TV  
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Not all IFRS/corporate finance methods are 
reliable for TP valuation purposes – 3 examples 

• WARA (method applied to implement IFRS 3) 
– Typically used to implicitly assign return to goodwill 
– Return on assets is based on book rather than market values 
– Overall rate used to discount general intangibles may not apply to the specific 

transaction (or bundle of intangibles) valued for TP purposes 
– Riskiness of the existing intangibles on the balance sheet may not reflect the 

riskiness of the intangibles examined. 
– WARA assumes certain intangibles are “illiquid” – this may not be the case in 

the inter-company context 

• Use of multiples (ex. multiple applied to EBIT or turnover) 
– Most often applied to value an entire business (going concern) 
– Frequently suffers from insufficient number of “comparable” transactions 
– Definition of what constitutes a suitable “comparable” transaction for 

establishing market multiples not aligned to TPG definition 

• Adjusted present value method 
– Also focuses on valuing entire business 
– Return on market value of assets can be difficult to estimate (reliability of 

method) 
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Some methods under IFRS can be used 
for TP valuation purposes 

• Purchase Price Allocation (PPA) can be a useful 
starting point to determining TP valuation 
– Need to carefully consider the definition of the intangibles as defined 

for the PPA exercise relative to definition of intangibles transacted for 
TP valuation purpose (as part of restructuring deal) 

– Adjustments may be needed (e.g., terminal value, discount rate, may 
need to regroup PPA defined intangibles into bundle that aligns to the 
TP package deal intangibles ,or adjust the scope of the business 
activity) 

– Presence of goodwill in PPA should not be considered blocking point to 
use of PPA valuation of intangibles included in TP transaction (e.g., 
R&D know-how, process know-how, patents, TMs, etc.) 
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Concluding Remarks 
• Existing TPG defines the economic framework (e.g., ¶’s 3.9, 6.12, 6.2, 9.59) for 

valuing TP package deals – important to understand that this framework differs 
in many instances from the one underlying valuations performed for IFRS and 
corporate finance 

• Suggest adding language regarding “relative reliability” of different valuation 
methods -- taxpayer should explain why a particular method (e.g., DCF) is 
preferred (i.e., most reliable) method 

• Under what conditions can the results of a PPA under IFRS 3 be considerred 
reliable in the context of an arm’s length valuation for TP purposes? 

• Clarify technical questions on use of DCF for TP valuations – in particular, what 
is the correct discount rate, how to adjust for relative riskiness of different cash 
flows,  and how should the terminal value be determined?  
– Provide guidance (examples) on practical ways to address determination of 

appropriate risk adjusted discount rate  (e.g., use of published industry average 
values that can be adjusted for geographic differences and for relative riskiness of 
the different cash flows)  

– Perpetuity assumption for TP valuation purposes may not be correct approach 
– Indicate that taxpayers should provide full detail support for their DCF analysis 

including details on the forecast relied upon, key variables that influence the 
results, and demonstrate the sensitivity of the valuation value selected to 
variations in the values of key variables 
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