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Sammanfattning 

Denna magisteruppsats diskuterar och analyserar svårigheterna med internprissättningsme-
toders tillämplighet på immateriella tillgångar. Med utgångspunkt från OECD:s riktlinjer 
och de amerikanska reglerna, undersöker denna uppsats lagstiftningen, teorin, rekommen-
dationer och rättsfall rörande tillämpliga metoder och hur de tillämpas i praktiken. 

OECD:s rekommendationer ger ingen direkt lösning på värderingen av transaktionen av 
immateriella tillgångar mellan parter i intressegemenskap. Den hänvisar till armlängdsprin-
cipen för att avgöra huruvida priset på en transaktion mellan kontrollerade parter är samma 
som okontrollerade parter skulle ha betalat under samma omständigheter. 

Best method rule som används i USA ger inget krav på i vilken ordning metoderna ska an-
vändas även om den omfattar särskilda metoder som skall tillämpas på immateriella till-
gångar. I USA, liksom i de flesta länder (och rekommenderat av OECD), anses Comparab-
le Uncontrolled Price/Comparable Uncontrolled Transaction metoderna vara de mest till-
förlitliga om jämförbara transaktioner kan identifieras. 

Profit split metoden rekommenderas om det inte finns några jämförbara transaktioner till-
gängliga och kan användas på icke rutinmässiga immateriella tillgångar. Andra metoder som 
kräver jämförbara transaktioner används dock vid tillämpningen av profit split metoden för 
att bestämma ett armslängdsmässigt pris på rutinmässiga funktioner. Denna metod kom-
mer troligen att bli mer populärt i framtiden eftersom den inte är lika beroende av jämför-
bara transaktioner som de flesta andra internprissättningsmetoder. 

Det finns flera andra metoder och strategier för att bestämma ett armlängsmässigt pris vil-
ket visar immateriella tillgångars komplexitet och ambitionen att hitta någon form av stan-
dard. 

Denna magisteruppsats har påvisat problematiken med att de flesta metoder som tillämpas 
på immateriella tillgångar använder i viss utsträckning jämförbara transaktioner. Kompabili-
tetskraven på de jämförbara immateriella tillgångarna utgör ett problem eftersom de är svå-
ra att tillämpa strikt och ett återkommande problem är den begränsade tillgången till infor-
mation. En majoritet av de tillgängliga avtalen publiceras i databaser som är starkt fokuse-
rad på amerikanska företags transaktioner och sällan ges alla nödvändiga uppgifter. Detta 
resulterar i sämre tillförlitlighet på de jämförbara transaktionerna, eftersom det geografiska 
området, storleken på företagen och dess funktioner sällan är jämförbara med de testade 
parterna eller transaktionerna. I vissa branscher är det näst intill omöjligt att hitta oberoen-
de jämförbara transaktioner, särskilt för icke-rutinmässiga immateriella tillgångar. 



 

 

Skillnaden mellan teori och praktik visas genom användandet, skattemyndigheters och 
domstolars accepterande, av transaktioner utan tillräcklig jämförbarhet. Detta förenklade 
och praktiska tillvägagångssätt beror på den begränsade tillgången på information och be-
hovet av att undvika orimliga krav på multinationella företag att producera jämförbarhets-
analyser och dokumentation till internprissättningen 
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Abstract 

This master’s thesis discusses and analyzes difficulties in transfer pricing methods’ appli-
cability to intangibles. With basis from the OECD Transfer Pricing Guidelines and the 
U.S. regulations, this thesis investigates applicable methods in legislation, theory, rec-
ommendations, case law and how they are applied in practice.  

The OECD Guidelines do not provide an exact solution to the valuation of a transfer of 
intangibles between controlled parties. It refers to the arm’s length principle to deter-
mine whether the price set for a transfer between controlled parties is the same, as unre-
lated parties would have paid, under the same circumstances.  

The best method rule used in the U.S. has no preferred order of application although it 
provides specific methods to be applied to intangibles. In the U.S., as in most countries 
(and recommended by the OECD), the Comparable Uncontrolled Price/Comparable 
Uncontrolled Transaction methods are considered most reliable if comparables can be 
identified. 

The profit split method is recommended if there are no comparable transactions availa-
ble and is applicable to non-routine intangibles. Other methods that require compa-
rables are however used in the application of the profit split method to set an arm’s 
length price on routine functions. This method will probably become more popular in 
the future since it is not as dependent on comparables as most other transfer pricing 
methods. 

There are several other methods and approaches to the arm’s length principle, which 
shows the complexity of intangibles and the ambition to find some form of standard. 

This master’s thesis has identified the problems with most of the methods applied to in-
tangibles relying on comparables to some extent. The comparability factors concerning 
intangibles are a problem, as they are difficult to apply strictly and a frequent problem is 
the limited access to information. A majority of available agreements published in data-
bases are strongly focused on U.S. based enterprises transactions and rarely disclose all 
the required details. As a result, the comparables used become less reliable since the 
geographical area, size of the enterprise and functions compared seldom are comparable 
with the tested party or transaction. In some industry sectors, it is almost impossible to 
find independent comparables, especially for non-routine intangibles.  

 



 

 

The discrepancy between theory and practice is shown through the usage and accep-
tance by tax authorities and courts, of comparables without sufficient comparability. 
This simplified and practical approach to transfer pricing derives from the limited avail-
ability of information and the need to avoid unreasonable requirements on the MNEs to 
produce transfer pricing benchmarking in particular and documentation in general. 
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1 Introduction 

1.1 Background 

In the modern business environment where about 70 percent of all cross-border trans-
actions are conducted within multinational enterprises (MNE), transfer pricing is an im-
portant issue to discuss.1 World trade has increased significantly over the last two dec-
ades especially within the technological industry. This has provided MNEs and tax au-
thorities with complex issues to avoid double taxation and increase predictability.2 

Intangible property is one of the main engines behind economic growth in today’s mod-
ern business world.3 The current globalization of trade and investments adds on to the 
importance of intangible property as it contributes to MNEs by giving them a competi-
tive edge in a world where the advance of information and communication technologies 
is very rapid.4 

It is often difficult to establish an arm’s length price for the transfer of intangible prop-
erty between associated enterprises due to the lack of comparables.5 This makes the 
arm’s length principle difficult to apply on transfers of intangible property mostly made 
between associated enterprises, as there often are little or no evidence of what condi-
tions independent enterprises would establish.6 
 
Further problems with the uncertainties regarding the transfer pricing of intangible 
property, and the complexity of multijurisdictional transfer pricing, is the risk of ending 
up with losses in low tax countries.7   
 
The Organization for Economic Co-operation and Development (OECD) specifically 
addresses the problem in the Transfer Pricing Guidelines (The Guidelines).8  The 
Guidelines are not legally binding for OECDs member countries, but they are widely 
implemented in many countries and the OECD encourages countries to follow the 
Guidelines.9 
 

                                                 
1 IBFD Online Transfer Pricing Database - Introduction to transfer pricing – Introduction, written by 
Prof. Dr Hubert Hamaekers 

2 OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations (OECD 
Guidelines) – Preface, Para. 1 

3 Miyatake, Toshio, International Fiscal Association 2007 Kyoto Congress, International Fiscal Association, Kyo-
to 2007, General report, 1.2, pg. 19 

4  Ibid. pg. 19 

5  Ibid. pg. 20 

6 OECD Guidelines–  1.10 

7 Bernier, Jacques, Gimbel Lewis, Patricia The Glaxo Canada Tax Case: A Bitter Pill, Tax Executive. Wash-
ington: Jul/Aug 2008. Vol. 60, Iss. 4; pg. 269 

8 OECD Guidelines – Chapter VI 

9 Ibid. Preface, Para. 16 
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An intangible might have a rare and special character, which makes it difficult to deter-
mine its value at the time of the transaction.10 An associated enterprise may also struc-
ture a transfer of intangible property in a way independent enterprises would not.11 A 
transaction is not just motivated by tax planning motives but by special commercial cir-
cumstances between members of a MNE.12 An independent enterprise might not be 
willing to sell or license an intangible property when they cannot estimate its full poten-
tial and value, because of the risk of selling an intangible that might become extremely 
profitable in the future.13 An independent enterprise could also fear a degradation of the 
intangibles value when it is included in a licensing arrangement with other enterprises, 
which could be reflected in the terms of the agreement. Intangible property could be 
transferred within a MNE with a possibility to monitor the use of it and with no risk for 
the associated group as a whole to lose potential profit from the transaction.14  
 
The OECD and national tax authorities recommend the use of certain methods in the 
transfer pricing of intangibles. The OECD recommends the use of the Comparable Un-
controlled Price method if possible and profit based methods only if none of the tradi-
tional transaction methods are applicable.15 The OECD states in the Guidelines, 
“…there are some significant cases in which the arm’s length principle is difficult and 
complicated to apply, for example, in MNE groups dealing in the integrated production 
of highly specialized goods, in unique intangibles, and/or in the provision of specialized 
services...”16 
 
In practice, 54 percent of transactions involving intangibles are priced with the use of 
the Comparable Uncontrolled Price method, 23 percent by using profit based methods 
and 22 percent are priced using alternative methods not included in the OECD guide-
lines.17  
 
Therefore, it is of essential interest to document and discuss the practical applicability of 
transfer pricing methods to intangibles.  
 
 
 
 
 
 

                                                 
10 OECD Guidelines – 6.13 

11 Ibid. 6.13 

12 Ibid. 1.10 

13 Ibid.  

14 Ibid. 

15 Ibid. 2.7 and 3.49 

16 Ibid. 1.8 

17 Global transfer pricing survey 2007-2008, Ernst & Young, pg. 17 
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1.2 Purpose and Approach 

The purpose of this master’s thesis is to discuss and analyze difficulties in available 
transfer pricing methods’ applicability to intangibles. With basis from the OECD Trans-
fer Pricing Guidelines and U.S. regulations, this thesis will investigate applicable me-
thods in legislation, theory, recommendations, case law and how the methods are ap-
plied in practice. Focus will be on U.S. legislation and case law, however, examples of 
applicability will be included from other countries. 

1.3 Method 

This thesis uses both the comparative and the traditional legal method. The comparative 
method is used to compare mainly the U.S. and OECD approaches to transfer pricing. 
This thesis also compares differences of transfer pricing methods applicability in the 
U.S. and OECD. The essentials of both systems are presented and compared. 

The traditional legal method is used when examining national transfer pricing regula-
tions and the OECD Guidelines regarding methods applicable to intangible property. 
Case law, practical examples provided by practitioners, articles by professionals and rec-
ommendations by national tax authorities are also studied to see how these methods are 
applied in practice. 

1.4 Delimitations 

This thesis focuses on transfer pricing methods and their applicability to intangibles and 
do not discuss transfer pricing or the methods’ applicability in general.   

This thesis gives both an introduction and an in-depth discussion of the practical appli-
cability of transfer pricing methods to intangibles. Focus will be on the methods most 
widely used in transactions involving intangibles. Discussions of the applicability of me-
thods not mentioned in the Guidelines have been limited to methods most appropriate 
for intangibles.  

It falls outside the scope of this thesis to discuss cost contribution arrangements, a 
framework agreed between enterprises to share risks and costs of development18, or the 
transfer of intangibles containing some tangible elements, so called hybrid intangibles19. 
Both are interesting topics, however, their analysis deserves more focused attention than 
they would receive in this thesis. 

1.5 Outline 

This thesis consists of seven chapters where the following five chapters include descrip-
tions and discussion of transfer pricing methods and their applicability to intangibles. 
The last chapter provides a general analysis and conclusions. 

Chapter 2 introduces intangibles in relation to transfer pricing. A general definition of 
intangibles by the OECD and a more specified definition from U.S. regulations are pre-
sented. The chapter also introduces the concept of ownership strategies. The purpose of 

                                                 
18 OECD Guidelines – 8.3   

19 De Moya, Eric A, Managing Transaction Taxes When Moving Assets in Connection With Mergers and Acquisitions 
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this chapter is to present definitions and give an insight to ownership strategy of intan-
gibles. 

Chapter 3 presents a general introduction to transfer pricing methods. In chapters 4 to 
6, this thesis discusses transfer pricing methods and their applicability to intangibles. 
The purpose of these chapters is to give a short introduction of the methods and to 
provide an analytical practical discussion of their applicability to intangibles. The fourth 
chapter describes and discusses the applicability of the traditional transaction methods 
to intangibles and chapter 5 describes and discusses the applicability of profit based me-
thods to intangibles. Chapter 6 describes and discusses the applicability of alternative 
methods to intangibles.  

The seventh and final chapter consists of an analysis and conclusion where the difficul-
ties of the applicability of the methods are discussed based on the previous chapters. 
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2 Intangibles and Transfer Pricing 

2.1 Introduction 

This chapter introduces intangibles in relation to transfer pricing. A general definition of 
intangibles by the OECD and a more specified definition from U.S. regulations are pre-
sented. The chapter also introduces the concept of ownership strategies. The purpose of 
this chapter is to present definitions and give an insight to ownership of intangibles. 

Most countries refer to the OECD guidelines for the definition of intangible property 
for transfer pricing instead of characterizing it in their own national law.20 U.S. regula-
tions, however, has a different definition of intangibles and is introduced in this chapter. 

2.2 OECD – A Definition 

To determine which method to use for a transfer of intangible property between con-
trolled parties, it first has to be established whether the transfer is seen as a transfer of 
intangible property by the involved countries’ national legislation.  

The Guidelines define intangible property as “…the right to use industrial assets such as 
patents, trademarks, trade names, designs or models…”21 This includes “…literary and 
artistic property rights, and intellectual property such as know-how and trade se-
crets…”22 The list of intangible property presented by the Guidelines is merely giving 
examples and the definition may go beyond these in practice.23 Intangible property for 
transfer pricing purpose is generally considered as any non-tangible property, which 
clearly can be exploited.24 
 
The Guidelines divide commercial intangible property into trade- and marketing intan-
gibles.25 A marketing intangible is an intangible that ”…aid in the commercial exploita-
tion of a product or service, customer lists, distribution channels, and unique names, 
symbols, or pictures that have an important promotional value for the product con-
cerned…”26Any other commercial intangibles than a marketing intangible are referred to 
as a trade intangible.27 
 
 
 

                                                 
20 Miyatake, Toshio, International Fiscal Association 2007 Kyoto Congress, General Report, pg. 22 

21 OECD Guidelines – 6.2 

22 Ibid. 

23 Miyatake, Toshio, International Fiscal Association 2007 Kyoto Congress, General Report, pg. 22 

24 Ibid. 

25 OECD Guidelines – 6.3 

26 Ibid. 6.4 

27 Ibid. 6.3 
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2.3 United States - A Definition 

The U.S. Treasury Regulations has a more detailed list of definitions for intangibles in 
relation to transfer pricing than the OECD Guidelines. It defines an intangible as an as-
set of considerable value, independent of the services of any individual that comprise 
any of the following:28 

“(1) Patents, inventions, formulae, processes, designs, patterns, or know-how;  
(2) Copyrights and literary, musical, or artistic compositions;  
(3) Trademarks, trade names, or brand names;  
(4) Franchises, licenses, or contracts;  
(5) Methods, programs, systems, procedures, campaigns, surveys, studies, forecasts, estimates, customer 
lists, or technical data; and  
(6) Other similar items. […] if it derives its value not from its physical attributes but from its intellec-
tual content or other intangible properties.  “ 

This includes “…advantageous contractual rights, including favorable long-term supply 
arrangements or long-term franchise or distributorship arrangements…”29 The contrac-
tual right to use a patent is therefore viewed as an intangible for transfer pricing purpos-
es.30  

Disagreements on the definition of intangible property for transfer pricing usually fo-
cuses on intangibles difficult to value such as goodwill, going concern value, business 
opportunities and workforce.31 

The U.S. often divides intangibles for transfer pricing purposes into product related in-
tangibles and marketing intangibles.32 This is of no practical importance as the same 
rules and methodologies apply to both types of intangibles.33 

2.4 Ownership Strategies 

When a transfer of intangible property is identified, the ownership of the property has 
to be determined to see which part is eligible to receive payment. An intangible property 
for transfer pricing purpose can be owned legally and/or economically.34 A legally 
owned intangible gives its owner the legal right to exploit it and the economical owner-
ship depends on the underlying economic activity for its development.35 The intangible 
may therefore have several economical owners if for example several parties developed 
it through joint activity.36 Some countries, like the U.S., emphasize legal ownership when 
                                                 
28 Treasury Regulation, section 1.482-4(b) 

29 Andrus, Joseph L. International Fiscal Association 2007 Kyoto Congress, International Fiscal Association, 
Kyoto 2007,  United States, pg. 633 

30 Ibid. 

31 Ibid. 

32 Ibid. 

33 Ibid. 

34 OECD Guidelines – 6.3 

35 Miyatake, Toshio, International Fiscal Association 2007 Kyoto Congress, General Report, pg. 25 

36 OECD Guidelines – 6.3 
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deciding ownership of an intangible for transfer pricing purposes while others emphas-
ize economical ownership.37 

The U.S. views the developer as the owner of an intangible that is not legally pro-
tected.38 According to U.S. law, the developer of an intangible is the party who carried 
the most direct and indirect costs of developing the intangible.39 

An important factor in the determination of approach to transfer pricing intangibles is 
the ownership strategy a MNE conducts. Some of the factors determining the owner-
ship strategy are historical aspects of how the intangible was created or developed, man-
agement philosophy and overall tax strategies.40 The chosen approach can be divided in 
either centralized or distributed ownership.41 

In the case of centralized ownership, one enterprise within a MNE normally owns all 
the intangibles both legally and economically. Other enterprises within the entity pay a 
royalty according to their use of the intangibles in their business. The centralized owner-
ship provides an opportunity for tax planning as it is possible to place the ownership in 
an enterprise located in a tax favorable country.42 

In the distributed ownership model, several enterprises within a MNE share the owner-
ship divided by either geography or products.43 The ownership strategy is in typical cases 
tax neutral, as every enterprise owns the intangibles they use in their business activities.44 

                                                 
37 Miyatake, Toshio, International Fiscal Association 2007 Kyoto Congress, General Report, pg. 25  

38 Treas. Reg. section 1.482-4(f)(3)(ii)(b) 

39 Ibid. 

40 Ibid. 

41 Adams, Chris D. and Godshaw, Gerald M, Intellectual property and transfer pricing, International Tax Re-
view, Issue 8, London, 2002, pg. 74- 

42 Ibid. 

43 Ibid. 

44 Ibid. 



 

 
8

3 Transfer Pricing Methods 

 

3.1 Introduction 

This chapter introduces the concept of transfer pricing methods. The approaches taken 
by the OECD and the U.S. are presented. The purpose of this chapter is to introduce 
transfer pricing methodology and the different views of the OECD and the U.S. 

3.2 OECD 

To determine whether a transfer price is at arm’s length it has to be examined whether 
the conditions in the specific transaction are comparable to those that would have oc-
curred in an open market. The Guidelines present methods to establish prices in consis-
tency with the arm’s length principle. The list of methods presented by the OECD is 
not absolute and MNEs can use other methods to comply with the arm’s length prin-
ciple.45 The OECD recommends the use of a method with a high degree of comparabili-
ty and close relationship to the transaction.46 In order not to place unreasonable burden 
on tax authorities and tax payers it is not required to apply and analyze more than one 
method. Several methods can be used in complex cases if it is practical.47  
 
The OECD divides methods for setting an arm’s length price into traditional transaction 
methods and other methods. Traditional transaction based methods included in the 
Guidelines are the Comparable Uncontrolled Price method, the Cost Plus method and 
the Resale Price Method. Other methods discussed are the Profit Split Method and the 
Transactional Net Margin Method. None of the methods are applicable in all situations, 
however the Comparable Uncontrolled Price method is regarded as the most direct and, 
if it is possible to locate comparables, preferred over all other methods in the Guide-
lines.48 

3.3 United States 

The U.S. uses the best method rule, which means that the arm’s length price in a con-
trolled transaction must be determined with the method providing the most reliable re-
sult under available facts and circumstances. There is no predetermined priority of me-
thods to determine the arm’s length price.49 In contrast with OECD, the U.S. regula-
tions provide specific methods to be applied in transactions involving intangibles - the 
Comparable Uncontrolled Transaction method, the Comparable Profit Method, the 
Profit Split Method and other unspecified methods.50 The availability of information 

                                                 
45 OECD Guidelines – 1.68  

46 Ibid. 1.70  

47 Ibid. 1.69 

48 Ibid. 2.7 

49 Treasury Regulation, section 1.482-1(c)(1) 

50 Treasury Regulation, section 1.482-4(a) 
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concerning uncontrolled transactions and comparability of that data is essential when 
selecting a method.51  

The U.S. Tax Court can make their own best estimation of a transfer price based on in-
formation available to the Court if the parties have failed to offer information essential 
for the methods normally used in the transfer.52  
 
Transfer Pricing methods are generally applied subjectively case-by-case and the applica-
tion varies between countries.53 It is important for a taxpayer not to put too much trust 
in U.S. case law for guidance, as most cases are very specific to the facts of a single 
case.54 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                 
51 Andrus, Joseph L. International Fiscal Association 2007 Kyoto Congress, United States, pg. 642 

52 Sundstrand Corporation and Subsidiaries, Petitioner v. Commissioner of Internal Revenue, Tax Ct. 
Dkt. No. 26230-83 Substantive Issues: I. The Section 482 Adjustments Issue, B. Transfer Price Deter-
mination [375] 

53 Jinyan, Li, Global Profit Split: An Evolutionary Approach to International Income Allocation, Canadian tax jour-
nal, vol. 50, no 3, 2002, pg. 841 

54 Wright, Deloris R. and Keates, Harry A. The Cost-Plus Method: United States, International transfer pricing 
journal, Issue 1, 1999 
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4 Traditional Transaction Methods 

 

4.1 Introduction 

This chapter presents and discusses the applicability of traditional transaction methods 
as presented by the Guidelines, U.S. regulations, recommendations, case law, practition-
ers and scholars. Traditional transaction methods examine prices charged in comparable 
transactions with transactions between associated parties.55 The purpose of this chapter 
is to introduce the methods and to provide a practical discussion of their applicability to 
intangibles. 

4.2 The Comparable Uncontrolled Price Method 

The Comparable Uncontrolled Price (CUP) method makes a comparison between trans-
fer prices charged in a controlled transaction with prices charged in an uncontrolled 
transaction. The price charged in an uncontrolled transaction should be the arm’s length 
price used in a controlled transaction.56 The method’s reliability increases if an internal 
CUP is found, where the MNE makes similar transactions with unrelated parties under 
comparable circumstances.57 An uncontrolled transaction is comparable to a controlled 
transaction if it fulfills one of two conditions:58  
 
“…None of the differences (if any) between the transactions being compared or be-
tween the enterprises undertaking those transactions could materially affect the price in 
the open market; or  

Reasonably accurate adjustments can be made to eliminate the material effects of such 
differences...”  

4.2.1 Applicability to Intangibles 

In application of the CUP, with no specific terms available, comparables may become 
unreliable and adjustments are therefore necessary to increase the reliability.59 In cases 
involving non-routine intangibles, there is often a reluctance to share intangibles with 
unrelated enterprises and it is therefore difficult to find CUPs according to OECD’s 
terminology. There is a problem with accessibility of details and terms in possible com-
parable contracts e.g. licenses and actual figures.60  

                                                 
55 OECD Guidelines – 2.5 

56 Ibid. 2.6 

57 Ibid. 2.11 

58 Ibid. 2.7 

59 Ibid. 2.8 

60 Atkinson, Mark and Tyrral David, International Transfer Pricing – A practical guide for finance director, Pearson 
Education Limited 1999,  pg. 70  
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4.2.1.1 United States 

The CUP method is only allowed be applied to tangible property in the U.S.61  The U.S. 
uses their counterpart to the CUP, the Comparable Uncontrolled Transaction (CUT) 
method, for setting an arm’s length price for intangible property.62 The CUT method is 
stricter than the CUP method as it compares uncontrolled transactions with the same 
intangible under similar circumstances as the controlled transaction.63 The circumstances 
are substantially the same when there only are small differences between the transac-
tions and these differences “…have a definite and reasonably ascertainable effect on the 
amount charged and for which appropriate adjustments are made…”64 The U.S. Trea-
sury Regulation views this method as "…the most direct and reliable measure of the 
arm’s length result for the controlled transfer of an intangible...."65 
 
It is in practice unusual to find an exact CUT and it is possible to use similar intangibles 
used in comparable situations, so-called inexact CUTs.66 It is however easy for tax au-
thorities to reject an inexact CUT as comparable to a transaction.67 It is often best to use 
other methods or combine them with the CUT method in order to establish an arm’s 
length price due to problems with finding acceptable comparables.68  

4.2.2 Comparables 

The OECD has addressed the complexity of comparables and has invited transfer pric-
ing practitioners to comment the issue. PricewaterhouseCoopers commented “…in cer-
tain industry sectors, independent comparables are virtually non-existent or not mea-
ningful…”69  

The OECD has provided general factors to decide comparability of transactions involv-
ing intangibles:70 

• Expected benefits                 • Limitation of the geographical area 

• Export restrictions                • Exclusive or non-exclusive character 

• Capital investment                • The licensee's distribution network 

                                                 
61 Treasury Regulation, section 1.482-4(a) 

62 Ibid. 

63 Treasury Regulation 1.482-4(c)(1) and 1.482-4 (c)(2)(ii) 

64 Treasury Regulation 1.482-4 (c)(2)(ii) 

65 Ibid. 

66 Andrus, Joseph L, International Fiscal Association 2007 Kyoto Congress, United States, pg. 643 

67 IBFD Online Transfer Pricing Database, Country Analyses - United States, 4.3.4.1, Comparable Un-
controlled Transaction Method 

68 Atkinson, Mark and Tyrral David, International Transfer Pricing – A practical guide for finance director,  pg. 70 

69 OECD- Contribution received from PricewaterhouseCoopers 
http://www.oecd.org/dataoecd/62/63/14554576.pdf, pg. 1 

70 OECD Guidelines- 6.20 



 

 
12

• Start-up expenses and development work required in the market   

• Possibility of sub-licensing  

• Whether the licensee has the right to participate in further developments of the prop-
erty 

PricewaterhouseCoopers consider these requirements as too harsh to be applied in prac-
tice. If they were followed strictly, a common result would be that no comparables 
would be identified at all.71  

In a recent Canadian case, Glaxo Canada bought a pharmaceutical ingredient from a re-
lated party in Switzerland.72 The drug was produced by an associated manufacturer in 
Singapore and from there transferred to Switzerland. 73  

Glaxo Canada had separate agreements for supplying and licensing the drug. The supply 
agreement gave them the right to buy the drug from Switzerland and the license agree-
ment made them pay a royalty to the English parent enterprise for the intangible rights 
and some additional services associated with the drug.74  

The Canadian Tax Court ignored the connection between the supply and the license 
agreement. It concluded that the supply contract and the license agreement were of dif-
ferent matters and had to be considered separately. The total profit of the MNE might 
be reasonable but it is questionable whether the same goes for the price paid for the 
drug by Glaxo Canada. The Court referred to decisions in the Canadian tax case, Single-
ton, and the U.S. Bausch & Lomb, Inc. v. Commissioner and said that each transac-
tion’s individual tax treatment cannot be ignored when combining two transactions.75 
The Canadian Court examined the supply agreement and used the CUP method with 
generic versions of the drug sold in Canada as comparables to set an arm’s length 
price.76 

Possible sources of comparables are published agreements of enterprises operating in 
the same business area.77 Common tools used in the search for comparables consist of 
U.S. databases providing search criteria based on Standard Industrial Codes (SIC).78 An 
example is the U.S. Securities and Exchange Commission’s (SEC) database where details 
of significant third party transactions may be found.79 Popular databases include Com-

                                                 
71OECD- Contribution received from PricewaterhouseCoopers, pg. 1 

72 Glaxosmithkline Inc v. The Queen, Docket: 98-712(IT)G, Para. 3 

73 Ibid. Para. 12 

74 Ibid. Para. 14 

75 Ibid. Para. 78 

76 Ibid. Para. 161 

77 Atkinson, Mark and Tyrral David, International Transfer Pricing – A practical guide for finance director,  pg. 70  

78 Markham, Michelle, The Transfer Pricing of Intangibles, Kluwer Law International, The Hague 2005, pg. 96  

79 Adams, Chris D. and Godshaw, Gerald M, Intellectual property and transfer pricing, pg. 74 
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pustat, Disclosure, RoyaltySource, RoyaltyStat and Moody’s.80 Other possible sources 
are individual disclosures of contract terms, industry surveys and data collected by trade 
associations.81 Further guidance to determine an arm’s length price are industry stan-
dards, genuine bids from competing licenses and offers to unrelated enterprises availa-
ble to the public.82  

Öhrlings PricewaterhouseCoopers, Stockholm, conducted a comparables search using 
the CUP method in order to provide an analysis of fee levels in technology and trade-
mark license agreements between independent parties.83 The objective of the search was 
to establish a license fee range in accordance with the Guidelines. 
 
They relied on the RoyaltyStat online database to identify comparable license agree-
ments, the database is compiled with information from the SEC and uses SICs as search 
criteria. The initial search gave 1632 agreements, which were filtered by relevance such 
as product and function comparability and quality of information. After the automatic 
screening process, there remained 38 agreements that were reviewed in detail. Elimina-
tion criteria were- related party situation, expired agreements and whether the basis for 
the calculation of the license fee was not based on net or gross sales. 
 
The search resulted in 12 comparable agreements, which were presented in a quartile 
range, minimum and maximum value and median. This produced a lower quartile range 
of 3 percent and an upper quartile of 7.5 percent. 

4.2.3 Adjustments to Comparables 

Differences in for example the intangibles life span or geographical areas can make ad-
justments to comparables necessary. Valuable and useful information other than prod-
uct comparability should not be dismissed if it has an effect on the price and it is rec-
ommended that efforts should be made to make adjustments in order to apply the CUP 
method.84 These adjustments and their accuracy affect the relative reliability of the re-
sult.85  
 
The Guidelines presents examples of situations where adjustments are necessary. For 
example, transportation costs generally affect the price and adjustments should be made 
accordingly.86  
 

                                                 
80 Markham, Michelle, The Transfer Pricing of Intangibles, pg. 96 and Van Herksen, Monique, Levey, Marc M., 
Schnorberger, Stephan, Breckenridge, Stephen, Taguchi Kazuo, Dougherty, James and Russo, Antonio, 
The Quest for Marketing Intangibles, Baker & McKenzie, Intertax, Volume 34, Issue 1, Kluwer Law Interna-
tional, 2006, pg. 7 
 
81Adams, Chris D and Godshaw, Gerald M, Intellectual property and transfer pricing, pg. 74 

82 OECD Guidelines – 6.23 

83 Öhrlings PricewaterhouseCoopers, XXXXX Group Comparables Search Report Licensing of Tech-
nology and Trademark, 2008-11-10 
 
84 OECD Guidelines – 2.9 

85 Ibid. 2.8 and 2.9  

86 Ibid. 2.12  
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Another example is that a seller could charge a higher or lower price for longer/shorter 
credit terms for the time value of money. This time value may have a significant affect 
on the price of the transaction and an adjustment is necessary to reach a more trustwor-
thy comparable arm’s length price.87 Other possible areas for adjustments mentioned by 
the Guidelines include volume discounts due to differences in terms of volume relative 
to price.88  
 

4.2.3.1 United States 

The U.S. regulation requires examination of all factors of a transaction that affect com-
parability. These factors are generally functions, contractual terms, risks, economic con-
ditions, the property or service transferred and the standard of comparability. Adjust-
ments have to be made to any factors, which has an affect on the arm’s length result.89 

The regulation states that significant differences in costs between geographical markets 
must be taken into account when determining the arm’s length price of a transaction.90 
A broad definition of location saving is “…the cost savings that an MNE realizes as a 
result of relocating from a high-cost to a low-cost jurisdiction...”91 Including savings in 
areas such as labor, raw material, rent, material costs, training of staff and taxes.92 

 
Location savings have been discussed in U.S. case law in the Sundstrand and Compaq 
cases. 
 
Sundstrand argued that location savings deriving from its foreign subsidiary should be 
retained in the subsidiary’s tax jurisdiction. A license agreement gave the subsidiary a 
monopolistic position in respect to certain products. With this monopolistic position, an 
uncontrolled enterprise would have kept the profits within the enterprise. This showed, 
according to the Court, that the relationship was between a licensor and licensee and not 
between contractor and subcontractor.93  
 
The issue was discussed in the Compaq case with similar results as in the Sundstrand 
case. The first step is to determine which enterprise within the group owns the intangi-
ble connected with the transaction; this establishes the bargaining position of the par-
ties. The owner of the intangible has most bargaining power and the location savings 

                                                 
87 Catalog of Transfer Pricing Adjustments, Ernst & Young, New York Transfer Pricing Practice, August 
2005, pg. 8 

88 OECD Guidelines – 2.13 

89 Treasury Regulations Section. 1.482-1(c)(2)(ii)(D) 

90 Treasury Regulations Section. 1.482-1(d)(4)(c) 

91 Wright, Deloris R. Allen, Steven N, Dasgupta, Joy, Rosenbloom, Jessica H., Thibeault, Crystal, Tomar, 
Rahul and Woodrow Alden J. Location Savings- A US Perspective, pg. 1 

92 Ibid. 

93 Sundstrand Corporation and Subsidiaries, Petitioner v. Commissioner of Internal Revenue, Para. 369 
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should be allocated to that party. The location savings should however not completely 
be allocated to one party as in practice there are benefits for both parties.94 
 
A guide made by Ernst & Young in New York gives examples of how to approach 
common issues on the topic of adjustments.95 

When adjusting for time of credit in payment terms they recommend a three-step 
process:96   

• Identify the differences between the controlled and uncontrolled transac-

tion. 

• Assign an appropriate interest rate as a replacement for opportunity 
costs for both the controlled and uncontrolled transaction. 

• Adjust the transactions for such differences using the applied interest 
rate. 

If payment terms in the controlled transaction are longer than in the uncontrolled trans-
action and they are beneficial to the party, the price of the uncontrolled transaction 
should be reduced by the difference so that the terms are more comparable.97  

A fluctuating exchange rate can influence a MNE’s profit with affects on cost of inputs 
or price of finished goods and be problematic when testing comparability between con-
trolled transaction and comparables. A possible solution is to use a regression analysis to 
determine the affect of the fluctuations by investigating impacts on unit costs, prices 
and sales. 98  

Ernst & Young also suggest that adjustments could be made by conducting econometric 
research, to estimate the association between royalty rates for transfer of intangibles and 
potentially comparable agreements. The research should include impact of exclusivity, 
geographical market, development phase and existence of trademarks.99 

In the U.S., transfer prices can be subject to periodic adjustments unless the fluctuations 
of profits or cost savings are not less than 80 percent and not more than 120 percent of 
the projected profit or cost savings compared to the time of the primary transfer. If the 
80/120 requirement is fulfilled for five consecutive years after the primary transfer then 
no periodic adjustments will be required the subsequent years. The same applies if ex-
traordinary events affect the profitability.100 Periodic adjustments are not necessary when 

                                                 
94 Wright, Deloris R. Allen, Steven N, Dasgupta, Joy, Rosenbloom, Jessica H., Thibeault, Crystal, Tomar, 
Rahul and Woodrow Alden J. Location Savings- A US Perspective, pg. 10 

95 Catalog of Transfer Pricing Adjustments, Ernst & Young 

96 Ibid. pg. 8 

97 Ibid. 

98 Ibid. pg. 10 

99 Ibid. pg. 9 

100 Treasury Regulation. 1.482-4(f)(2)(ii) 
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it is possible to identify an exact CUT.101 It is considered that taxpayers cannot them-
selves make adjustments, only the IRS can make them.102 

The U.S. legislation includes a provision that in the case of an intangible being trans-
ferred for a longer period than one year, the payment could be adjusted annually to en-
sure that it is commensurate with the income attributable to the intangible.103 The com-
mensurate-with–income standard allows adjustments to be made if there are considera-
ble changes in the value of the intangible. The standard is stated in U.S. legislation as:104 

“The arm’s length consideration for the transfer of an intangible determined under this section must be 
commensurate with the income attributable to the intangible.” 
 
The standard makes sure that the valuation and price paid for non-routine intangibles is 
correct and reflects the real market value of the intangibles. The intention of the stan-
dard is also to prevent the transfer of intangibles for a low price at an early stage of their 
development before the future profit potential has been established.105 

4.2.4 Discussion 

The CUP method’s inherent weakness is the reliance on comparables and the quality of 
the comparables available. In cases where internal CUP’s can be identified the reliability 
increases. Internal CUP’s could be identified in relation to routine intangibles, where li-
cense agreements are more common, within the group. Non-routine intangibles are 
rarely licensed to uncontrolled parties and internal CUPs are therefore rare. 

There are many factors affecting the price range such as know-how and market demand. 
It is doubtful whether there exist well-developed markets for non-routine intangibles 
where comparable transactions can be found. This can make a range based on a set of 
comparables broad, especially when dealing with non-routine intangibles.106 A broad 
range was demonstrated by the benchmarking analysis conducted by Öhrlings Pricewa-
terhouseCoopers, where the quartile range was between 3 and 7.5 percent. This pro-
vides possibilities for tax planning and adaptation of transfer prices within the range. 

Even with the problems addressed by the OECD, case law and national regulations, the 
CUP/CUT method is used in 54 percent of all transactions involving intangibles. The 
high percentage could be explained by the fact that the method is commonly applied to 
routine intangibles and by the use of variations of the CUP/CUT method.  

In the Canadian Glaxo case, the Court found that each transaction’s individual tax 
treatment cannot be ignored when combining transactions, and determined the CUP 
method to be applicable on parts of the transaction. Generic products were used as 
                                                 
101 Treasury Regulation. 1.482-4(f)(2)(ii)(A) 

102 Andrus, Joseph L, International Fiscal Association 2007 Kyoto Congress, United States, pg. 650 

103 Treasury Regulation. 1.482.4T(e)(2)(i) 

104 Treasury Regulation. 1.482-4(a) 

105 Andrus, Joseph L, International Fiscal Association 2007 Kyoto Congress, United States, pg. 642 

106 Brooks, Kim and Anand, Anita I, The Allocation of Profits Between Related Entities and the Oppression Remedy: 

an Analysis of Ford Motor Co. v. Omers, Faculty of Law, University of Ottawa, Ottawa Law Review 
2004/2005, 36 Ottawa L. Rev. 127, 2004, pg. 17 
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comparables to the branded Glaxo Canada drug. By dividing the transaction, the Court 
managed to ignore the value of the Glaxo brand name and the marketing made for the 
product.  

Jacques Bernier and Patricia Gimbel Lewis have looked at this case from a U.S. perspec-
tive to determine whether the outcome would be the same in a U.S. Tax Court.107 

When estimating Glaxo Canada’s true taxable income for the same transactions under 
U.S. law "…the combined effect of two or more separate transactions ... may be consi-
dered, if such transactions, taken as a whole, are so interrelated that consideration of 
multiple transactions is the most reliable means of determining the arm's length consid-
eration for the controlled transactions….”108 

An analogy of an example given by the regulations109 shows that the Court have to con-
sider the aggregate profitability of the MNE and the related parties when evaluating the 
transfer price of the supply agreement between Glaxo Canada and their foreign asso-
ciated party. This example was presumable intended to have priority over the more li-
mited Bausch & Lomb case mentioned by the Canadian Tax Court.110 This suggests that 
an U.S. Court would consider the intangible property related to the drug when deter-
mining the transfer price. 

The U.S. uses the best method rule in contrary to the Canadian Tax Court, which relies 
on OECD’s methodology. When finding the best method to estimate an arm’s length 
price the U.S. Court considers all facts and circumstances in the case. Jacques Bernier 
and Patricia Gimbel Lewis concluded that a U.S. Court would not dismiss the separate 
transfer of intangibles when taking all circumstances of the case into account and it is 
most likely that they would use the CPM, equivalent to the method used by Glaxo Can-
ada (TNMM), when estimating the transfer price of the drug.111  

The U.S. practitioners also examined the U.S. CUP/CUT and found that it has to be ad-
justed due to “…intangible property associated with the sale…” 112 They found this language to 
support the idea of Glaxo Canada buying the drug combined with separately licensed in-
tangible property. Their conclusion was that this would hinder the use of the CUP me-
thod with the generics as comparables.113 

The U.S. commensurate with income standard tries to eliminate the problem of fluctua-
tions and changes of anticipated profitability of an intangible. According to IRS, the 
standard is compatible with the arm’s length principle.114 The OECD however disagrees 
                                                 
107 Bernier, Jacques, Gimbel Lewis, Patricia The Glaxo Canada Tax Case: A Bitter Pill 

108 Ibid. 

109 Treasury Regulation. 1.482-1(f)(2)(i)(B) Example 1 

110 Bernier, Jacques, Gimbel Lewis, Patricia, The Glaxo Canada Tax Case: A Bitter Pill, 1. Analogous Provisions 
of U.S. Law - a. Separation of Transactions 

111 Bernier, Jacques, Gimbel Lewis, Patricia, The Glaxo Canada Tax Case: A Bitter Pill, States - 1. Analogous 
Provisions of U.S. Law - b. Superiority of CUP Method 

112 Treasury Regulation. 1.482-3(b) (2) (ii) (B) 6 

113 Bernier, Jacques, Gimbel Lewis, Patricia The Glaxo Canada Tax Case: A Bitter Pill, States - 1. Analogous 
Provisions of U.S. Law - b. Superiority of CUP Method 

114 Treasury Regulation. 1.482-4(f)(2)(i) 
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and argues that unrelated parties do not have the possibility to adjust royalty rates, they 
would instead make an appreciation and try to determine projected profits in a practical 
way.115 The OECD considers retroactive adjustments as unusual between unrelated par-
ties and that the standard depends on hindsight.116 According to the Guidelines, pricing 
should be done on basis of the information available when the transaction is done.117 
The difference in application of adjustments could result in double taxation for MNEs. 
If an adjustment is made in the U.S., the MNE cannot normally deduct any other royalty 
than the agreed upon in the other country.118 

A solution presented by the OECD to reduce changes of the anticipated profitability is 
to make short-term agreements that will minimize, and share, the risk of future devel-
opments. The royalty rate could also for example develop in relation to the sales or 
profitability of the licensee.119  

Another possibility is to use the Real Option method, which is preferably used when it 
is uncertain whether an intangible will become extremely valuable or worthless.120 A real 
option works like a normal financial option apart from using a real asset as subject to 
the option, and it gives its owner the right to buy the asset for a pre-determined price.121  

Christopher Faiferlick et al, are of the view that the Real Option method complies with 
the commensurate with income standard if the price paid for the option is at arm’s 
length.122 Deloris Wright and Laurits Christensen share this view but stress the hard task 
of setting a correct price for an option. They believe this method gives little benefit due 
to the difficulties of valuing an option and that most MNEs are better off using a regu-
lar licensing approach.123  

The majority of transfer pricing practitioners, such as Öhrlings PricewaterhouseCoo-
pers, use U.S. based databases to locate comparables. Monique van Herksen says that 
most databases do not segregate payments for intangibles and tangibles.124 Difficulties in 
the application of the comparables found in these databases include strong emphasis on 
U.S. based enterprises’ transactions.125 Most available data derives therefore from U.S. 

                                                 
115 OECD Guidelines 6.28-6.37  

116 Ibid. 1.51 

117 Ibid. 1.51 

118 IBFD Online Transfer Pricing Database – Periodic adjustments/uncertain valuation – 15.5.3 

119 OECD Guidelines- 6.30 

120 Faiferlick, Christopher J, Reichert, Timothy, Andreoli, Brian, Ackerman, Robert E, Using Real Options to 
Transfer Price Research-Based Intangibles, The International Tax Journal; Summer 2004; 30, 3; 
ABI/INFORM Global, 2004, pg. 112 

121 Ibid. pg. 111 

122 Ibid. pg. 113 

123 Wright, Deloris R. and Christensen Laurits, Options as an Alternative to Cost Sharing, International Trans-
fer Pricing Journal, Issue 1, 2003 

124 Van Herksen, Monique, Levey, Marc M., Schnorberger, Stephan, Breckenridge, Stephen, Taguchi Ka-
zuo, Dougherty, James and Russo, Antonio, The Quest for Marketing Intangibles, pg. 7 
 
125 Adams, Chris D. and Godshaw, Gerald M, Intellectual property and transfer pricing, pg. 74 
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and the U.S. market. The market and other conditions in for example business envi-
ronment are seldom comparable with those of other countries.126 One example that illu-
strates differences in geographical markets is Starbucks Coffee, which is widespread in 
the U.S., but has problems to expand overseas. Their problems may originate from high 
startup costs, tougher competition and resistance to the Starbucks brand in these 
areas.127  

Markham states that, there has been some criticism against the use of SICs in search of 
comparables in the U.S. The use of SICs is an inappropriate shortcut which do not con-
sider if the original SIC classification is correct and do not consider important compara-
bility factors such as functionality, risks, contractual terms, economic conditions and 
other variables invisible in the SIC search.128 

4.2.5 Conclusion 

Practitioners seldom use the CUP method exactly as recommended by the OECD. A 
strict application is hindered by the lack of comparables and due to the fact that data-
base's information is often derived from different geographical markets. The method 
has a strong focus on the transaction and product. The method is widely applicable to 
routine intangibles and is in theory and practice the most reliable method to apply to in-
tangibles if comparables are identified. 

4.3 The Resale Price Method 

The Resale Price Method (RPM) takes its approach from the price that an intangible is 
sold to a third party. The price paid by a third party is reduced by an appropriate gross 
margin, comparable to the gross margin an uncontrolled reseller of the same or similar 
product/licenses receives in order to cover expenses and make an arm’s length profit.129 
The gross margin of a reseller in a controlled transaction may also be calculated with the 
same resellers earnings on products/licenses traded in a comparable uncontrolled trans-
action.130 When calculating the gross margin, account has to be taken to functions per-
formed and risks carried by each involved entity. The remaining amount, after adjust-
ments for the gross margin and for other costs incurred in relation to the transaction, is 
regarded as an arm’s length price of the transfer within a MNE.131 

In the application of the RPM, there is less focus on product comparability, instead 
more consideration is given to the functions performed.132 It is sometimes enough for a 
comparable product to be sold within the same industry for example, consumer elec-
tronics or clothing industry.133 This method is best applied when the distributor adds lit-
                                                 
126 Ibid. 

127 Varlinden, Isabel, Smits, Axel, Lieben, Bart, Intellectual Property Rights from a Transfer Pricing Perspective, 
Bruxelles PriceWaterhouseCoopers, 2004, point 642 

128 Markham, Michelle, The Transfer Pricing of Intangibles, pg. 109 

129 OECD Guidelines – 2.14 

130 Ibid. 2.15 

131 Ibid. 2.14 

132 OECD Guidelines – 2.18 
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tle or no value to the finished product besides normal sales, marketing and distributive 
activities. The transfer price is determined by the risk taken by the distributor; the less 
risk the lower profit margin.134 

Factors to be considered when determining a transfer price using the RPM:135 

• Contractual terms- such as inventory, currency risk, transport. 

• Functions performed- such as provision of services, warranties. 

• Value added- such as marketing, labeling, and advertising. 

• Time elapsed between purchase and sale. 

• Other measurable differences and functions. 

4.3.1 Applicability to Intangibles 

The Guidelines recommend the RPM to be used when an associated enterprise sub-
licenses the intangible property to uncontrolled parties or in marketing operations.136 
This is in contrast to the U.S. regulations, which only prefer the RPM to be used in 
transactions with tangible property.137 

The method focuses on functions performed by the parties rather than specific products 
in the transaction. For example, if a developer of pre-packaged software grants a license 
in a particular territory to a related party that in turn sells a product, including a sub-
license, to end users. The developer would charge the distributor a product price based 
on a discount from the selling price to third party customers.138 The discount margin 
would be calculated based on a range of gross margins achieved by independent distrib-
utors trading the same or similar products with similar sublicense in the same geograph-
ical market.139  

When purchasing a product with intangibles attached the net result is that cost is moved 
out of the purchaser’s general administrative and selling costs into the transfer price paid 
to the related party. This reduces the purchaser’s gross profit but may in practice leave 
the net profit unaffected.140 Depending on the availability of reliable data, it may be 
more accurate to use other profit level indicators such as margins on specific prod-

                                                 
134 Atkinson, Mark and Tyrral David, International Transfer Pricing – A practical guide for finance director, pg. 37 

135 OECD Guidelines - 2.23-2.27 
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ucts.141 Adjustments are necessary if there are material differences, such as the functions 
performed by the parties, which affect the profit margins of a transaction.142 

Compared to the CUP method there is usually less need of adjustments because of 
product dissimilarities. Small differences in products are less likely to have major affects 
on profit margins in comparison to the difference in actual price.143 However, in case a 
non-routine intangible is transferred, product similarity becomes more important and 
will influence comparability.144 

4.3.2 Discussion 

The RPM is recommended to be applied in transactions involving a distributor, and the 
method has less focus on the products and more emphasis on functions. Consequently, 
the method is suitable for transactions involving one party carrying a low operational 
risk. 

The Guidelines states that it can be difficult to obtain the information necessary to make 
a functional analysis and find comparables.145 When determining comparability there is a 
need to obtain accounting information to eliminate and adjust for differences in ac-
counting practices, managerial efficiency and experience, which may affect the mar-
gins.146 Problems could occur particularly if the reseller adds value to the product by for 
example local marketing campaigns, branding or altering the product itself.147 The relia-
bility of the method could depend on the time elapsed between the transaction of the 
related parties and the final sale to a third party. Differences in exchange rates or costs 
for stock holding also have to be considered.148 

4.3.3 Conclusion 

Focus lies on the functions performed and adjustments are less necessary in comparison 
with more product-focused methods such as the CUP/CUT method. It is in practice 
complicated to get all the information required to perform a reliable functional analysis 
of independent enterprises. The more complex a tested party is, the more inappropriate 
the method becomes. The limited applicability to intangibles is shown by the fact that 
U.S. regulations do not permit the method to be used for transactions with intangible 
property.  
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4.4 The Cost Plus Method 

The Cost Plus method focuses on the costs incurred by a provider of items transferred 
to a related buyer. A mark up is added to these costs in order for the provider to make 
an arm’s length profit with regard taken to functions performed and market conditions. 
The OECD recommends this method to be used where semi finished goods are sold 
between related parties, joint facilities are concluded, in long-term buy-and-supply ar-
rangements or where the controlled transaction consists of services.149 

The mark up is preferably calculated with reference to what the same provider makes in 
comparable uncontrolled transactions. It may also be set with regards to what an unas-
sociated enterprise would have earned in a comparable transaction.150   

4.4.1 Applicability to Intangibles 

The Cost Plus method is not applicable to intangibles in the U.S.151 The method can 
however be used on parts of a transfer containing intangibles when they are transferred 
jointly with tangible property. In the Sundstrand case concerning a transfer of tangible 
assets bundled with intangibles, the Court concluded that both the royalty rate and 
transfer price were independently significant and had to be examined independently.152 
The Court stated that the method should have been used on the unfinished parts if all 
significant information required for the application of the method had been available.153   

Different enterprises’ accounting standards could affect profit margins and adjustments 
to accounting practices are common due to the lack of a unifying standard.154 The me-
thod could be difficult to apply when there are differences in accounting classifications 
of expenses, such as cost of goods sold and overhead expenses due to the use of mar-
ginal versus absorption costing.155  

The Cost Plus method is often used for determining a transfer price when dealing with 
intra-group manufacturers and intra-group services.156 If it is possible to calculate the to-
tal costs incurred in developing and maintaining an intangible, it could be used as a basis 
for the Cost Plus method. In cases where functions of a developer do not include any 
risks, including market risks and the risk of failure, the developer can be compensated 
on a cost plus basis.157  
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In Germany for example, the tax authorities often refer to the costs incurred by the li-
censor. The Cost Plus method could be used as a complement and as a point of refer-
ence to make sure a royalty rate is paid according to arm’s length.158  

4.4.2 Discussion 

In the application of the Cost Plus method, there are difficulties in determining the 
mark up on costs. The difficulties mainly derives from the fact that profits are influ-
enced by factors such as competitive conditions in the market place, functions per-
formed, risk borne and terms in contract.159 It is therefore essential to consider dissimi-
larities in the level and types of expenses, related to functions and risks in the search of 
comparables and when making adjustments.160 

In terms of R&D, the developer’s functions often include a risk of failing and the level 
of risk directly influences the applicability of the method. The method has its basis in 
costs of developing and maintaining an intangible. The method is applicable in cases 
with contract R&D centers getting a cost plus mark up on their expenses for developing 
an intangible.161  

In practice, there often is little or no relation between cost incurred and market value of 
the intangible. The applicability of the Cost Plus method is therefore limited and other 
methods are preferred both in practice and in theory.162 The method becomes less ap-
propriate the more risk there is involved in the task.  

In Germany, the Cost Plus method is used as a point of reference to check reliability of 
royalty rates, in U.S. however, the method is not applicable to intangible asset. 

4.4.3 Conclusion 

The Cost Plus method’s applicability relies on a correct determination of the mark up 
on cost, which is influenced by many unavailable factors not included in the databases. 
The method’s applicability to intangibles is mainly limited to cases involving contract 
R&D. The costs incurred in the development of intangibles have seldom any relation to 
the true value of intangibles. The method can be used as a point of reference or as a 
complement to other methods such as the Profit Split Method. 
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5 Profit Based Methods 

 

5.1 Introduction 

This chapter presents and discusses the applicability of profit based methods as pre-
sented by the Guidelines, U.S. regulations, recommendations, case law, practitioners and 
scholars. According to the OECD’s terminology, profit based methods examine the 
profit of transactions between associated parties.163 The purpose of this chapter is to in-
troduce the methods and to provide a practical discussion of their applicability to intan-
gibles. 

5.2 The Profit Split Method 

The Profit Split Method (PSM) establishes the combined profit of two or more enter-
prises that have cooperated in a certain transaction and the method relies mainly on in-
ternal data. The Guidelines recommend that the profit acquired should be divided ac-
cording to the arm’s length principle.164 

The Guidelines presents the contribution analysis method and the residual analysis me-
thod to divide the profit. The list of methods is not exhaustive and other approaches 
could be accepted.165 

A contribution analysis divides the profit based on the relative value of functions per-
formed by each enterprise.166 A functional analysis is based on the functions performed, 
including assets used and risks assumed by each enterprise.167 External data can be used 
to show how independent enterprises would divide the profit.168  

In the residual profit method, functions and contributions that are not affected by 
unique intangibles are marked up according to a normal arm’s length profit. The remain-
ing profit is divided in the same way independent enterprises would have done.169 

Projected profits are used for the calculation of the PSM, as the actual profit is not 
known at the time of establishment.170 Intangibles may also require ongoing R&D and 
quality control in order to keep up with market demands and development of the prod-
uct.171  
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5.2.1 Applicability to Intangibles 

The PSM is preferably used on the transfer of non-routine intangibles, when it is not 
possible to use transfer pricing methods, which are dependent on identifying compa-
rables.172 

The PSM relies on indicators such as relative employee remuneration or costs incurred 
in R&D and may therefore be partly subjective. An advantage of the method is that it is 
not necessary to identify comparable transactions. This gives the parties a flexibility to 
plan for transfer pricing purposes before entering into a transaction with a related party 
and lessens the risk of wrongly distributed profit on both sides.173 

A profit driver, instead of contributed capital, may for example be marketing expenses if 
the profit is assumed to originate from a marketing intangible. When two associated en-
terprises, A and B, contribute 10 and correspondingly 90 percent to the marketing ex-
penses, they should get 10 and respectively 90 percent of the residual profit. Enterprise 
A should pay the amount in excess as royalty to enterprise B, if they received more than 
10 percent of the residual profit.174 

The wide application of the method around the world is shown by for example the U.K. 
tax authority’s recommendations. If it is not possible to identify any CUPs in cases in-
volving licensing valuable and unique intangibles, the U.K. HMRC Revenue and Cus-
toms (HMRC) recommends the use of the profit split method.175 There is not much 
case law available on the transfer pricing of intangibles in UK,176 although according to 
the U.K. tax authorities the two key steps when using the profit split method in reaching 
an arm’s length price are: 177 

• Calculating the reward the intangible holders should receive. The calculation is often 
based on a product line income statement, an at the time available projected figures for 
sales and costs. It is recommended that an estimation of a products performance over 
foreseeable future is included in the analysis. 
 
• Allocating the reward between the different types of intangibles used in manufacturing 
and marketing the products. 
 
HRMC states that independent parties may prefer not to sign long term commitments 
without the possibility of adjustments in the future. Possible solutions could include a 
break clause in the contract, an option to change the royalty payments depending on 
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performance, or a stepped royalty agreement. When adjusting contract terms figures 
should be accompanied by information such as:178 

• The source of the estimated figures. 

• Details of assumptions, adjustments and the development of projections. 

• Information regarding projections involving products for other purposes. 

• Copies of any reports involving the intangibles, comparing locations and costs for the 
project and reports addressed to the board of directors or finance directors. 

5.2.1.1 United States 

The U.S. uses two profit split methods; the Comparable Profit Split (CPS) and the Resi-
dual Profit Split (RPS).179 

The CPS method compares the combined operating profit or loss of uncontrolled par-
ties conducting similar business activities as the controlled parties.180 The operating re-
sult is allocated amongst the controlled parties by the same percentage as in the com-
pared transactions.181 This method cannot be used if the total operating profit of the 
controlled parties differs considerably from the comparables.182  

The first step of the U.S. version of RPS is similar to the one of OECD and sets an 
arm’s length profit for each party’s routine contributions to the intangible.183 The U.S. 
version of RPS differs from the OECD’s in its second step when it comes to the resi-
dual profit (or loss) attributable to none routine functions.184   

The IRS provides three ways of estimating the relative value of each parts contribu-
tion:185 

1. The use of comparability on market benchmarks of profitability to reflect a fair 

market value of the intangible.  
2. This value may also be calculated by taking the capitalized cost of development 

and improvements of the intangibles and reduce it by an amount based on the 

useful life of each intangible.  
3. Each part’s actual expenses for development may be used for setting a relative 

arm’s length return if they are relatively constant and all parties enjoy a similar 

useful life of the intangible. Corrections must be made if a part uses its share of 
the contribution to the intangible in other business activities. 
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The RPS method is preferred instead of a total profit split. The first step is to identify 
routine functions, which can be compensated if a normal market return is established by 
using the Transactional Net Margin Method (see chapter 5.3). The market return is sub-
tracted from the total profit, which leaves the residual profit. The residual profit is di-
vided between the involved enterprises in the transaction according to their contribu-
tions.186A possible problematic situation for the calculation of the residual profit is profit 
arising from location savings (see chapter 4.2.3.1 for location savings).  

The U.S. regulations give a concrete example of when the RPS method is preferred:187 

“…USC is a U.S. company that develops, manufactures and sells communications 
equipment. EC is the European subsidiary of USC. EC is an established company that 
carries out extensive research and development activities and develops, manufactures 
and sells communications equipment in Europe. There are extensive transactions be-
tween USC and EC. USC licenses valuable technology it has developed to EC for use in 
the European market but EC also licenses valuable technology it has developed to USC. 
Each company uses components manufactured by the other in some of its products and 
purchases products from the other for resale in its own market… Relevant marketing 
and research and development expenditures can be identified and reasonable estimates 
of the useful life of the related intangibles are available so that the capitalized value of 
the intangible development expenses of USC and EC can be calculated...” 
 
The U.S. regulations states that in this example there is a relevant link between expenses 
and value of the intangibles transferred. If there is a possibility to identify comparables 
for the routine functions, the RPS method could present an arm’s length result.188 
 
Deloris Wright et al interpret the U.S. regulations in a way that the use of the residual 
profit split method in many areas could be preferred, especially with foreign subsidiaries 
in U.S. involved in local marketing activities.189 
 
In U.S. case law, the Bausch & Lomb case concerning manufacturing intangibles, the 
taxpayer granted a nonexclusive license for manufacturing and trademarks.190 The Tax 
Court found no comparable transactions and focused on prospective profits, capital in-
vestments and starting up expenses required of the transferee, to set the royalty rate.191 

In order to find a reasonable royalty rate the Court analyzed the royalty with a return on 
assets and a profit split.192 The Court used a form of rule of thumb (see chapter 6.3 for 
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Rule of Thumb) stating that there was a 25-50 percent division of the licensor’s normal 
share.193  

In the Ely Lilly case, the Court rejected methods requiring comparable transactions and 
used the PSM to allocate profits.194 The Court stated that the normal market return con-
cerning marketing and manufacturing functions should be determined by using a Cost 
Plus method.195 In the allocation of profits, the Court adjusted the formula used by the 
enterprise based on different valuation of contributions made by the related parties. The 
Court made the adjustments based on an expert testimony concerning the importance 
of trademark, goodwill and manufacturing intangibles. The Court agreed that patents 
and manufacturing know-how contributed more to the parties’ earnings than trademark 
and other marketing intangibles.196 

5.2.2 Discussion 

The PSM do not directly rely on comparables and other methods are applied to com-
plete the method’s applicability. When determining the profit using a contribution analy-
sis, external data is used to estimate how uncontrolled enterprises would divide the prof-
it. The residual profit method uses other methods to determine profit not affected by 
intangibles and depends on external data and comparables. The CPS method used in the 
U.S. has limited applicability if the related parties’ total operating profit is significantly 
different from the comparables.  

In the application of the PSM the functions that could be compensated with a normal 
market return has to be identified, this could be done with the TNMM or the Cost Plus 
method. With the involvement of other methods, the necessity of comparables arises. In 
this case, the comparables would not have to include intangibles and the search would 
be less complicated than with the use of the TNMM or the Cost Plus method on the 
whole transaction. In the Ely Lilly case the compensation for routine functions were 
calculated by using the Cost Plus method. 

In the actual division of the profits, the question of valuation of contributions arises. 
The OECD gives some guidance by stating examples of which factors should be consi-
dered. The U.K. tax authorities state that a projection of future profits should be in-
cluded. 

The valuation of contributions made by the parties is a problematic area. A solution is 
to calculate each party’s relative contribution to the total cost of developing the intan-
gibles.197 Contributions such as know-how and patents may be the result of a lengthy 
and expensive R&D, experience and training. 
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The PSM is widely applied to transactions involving intangibles, in the U.K., the method 
is recommended to be used in transactions involving non-routine intangibles if it is not 
possible to identify CUP’s.  

A problem with traditional transaction methods is that the methods may not be applica-
ble to determine the royalty rate to be paid to the licensor, if the licensee significantly 
contributes to the development, owns a part of the intangible or contributes with a sup-
plementary intangible.198 In these cases the licensee will be required to be compensated 
an arm’s length profit for their intangible assets. Andrus comments that because of dif-
ficulties identifying similar enough transactional comparables, the profit based methods 
are commonly used when dealing with intangibles.199 

Markham believes that profit split methods will be more popular in the future due to the 
problems of identifying data on comparable technology and other intangible property.200 

5.2.3 Conclusion 

The PSM do not directly rely on comparables; however, external data is used to deter-
mine how to divide the profit. The method uses other methods, which rely on compa-
rables, to determine the compensation for routine functions. Identifying comparables 
for these routine functions is less complicated than with transactions involving intan-
gibles.  

The PSM, in contrast to the transaction based methods, is applicable when both the li-
censee and licensor contributes to the development and profitability of the intangible. 
The method is commonly used all over the world and is recommended by the U.K. tax 
authorities to be used in transactions involving non-routine intangibles if it is not possi-
ble to identify CUP’s. This shows a flexible and subjective approach to transfer pricing 
in national recommendations. 

 

 

 

 

 

 

 

 

                                                 
198 Ibid, pg. 72 

199 Andrus, Joseph L, International Fiscal Association 2007 Kyoto Congress, United States, pg. 642-643 

200 Markham, Michelle, Transfer Pricing of Intangible Assets in the US, the OECD and Australia: Are Profit Split 
Methodologies the Way Forward?, University of Western Law Review, 2004 



 

 
30

5.3 The Transactional Net Margin Method 

The Transactional Net Margin Method (TNMM) compares the net profit margin rela-
tive to a suitable base consisting of for example cost, sales or assets of an internal trans-
action, with a comparable uncontrolled transaction undertaken by the same enterprise. 
If it is not possible to identify such a transaction, the net margin of a comparable trans-
action by an independent enterprise may be used as guidance.201 

A functional analysis of both transactions is necessary to verify comparability and ad-
justments may be required to avoid differences affecting the net profit margin.202 The 
OECD recommends TNMM as a method of last resort or as a supplement to other me-
thods.203  

The U.S. uses a similar method called the Comparable Profit Method (CPM) instead of 
the TNMM. The CPM focuses on the profit earned by a whole business segment where 
the TNNM concentrates on the profit of a specific controlled transaction.204 The differ-
ences between these two methods are not significant205 and the U.S. tax authorities have 
been able to reach agreements with other competent authorities in the application of the 
methods.206  

A profit level indicator (PLI) measures the relationship between profits and costs in-
curred or resources employed.207 The PLI is only applied to one party, usually the least 
complex, in a controlled transaction. It is calculated on the basis from financial informa-
tion, from parties in uncontrolled transactions.208 The least complex party is the one 
with least valuable intangibles or other unique assets.209 It is significantly easier to find 
comparables to less complex parties.210 The U.S. regulations mention two types of pre-
ferred PLIs to be applied – the rate of return on capital employed and financial ratios 
(gross profit margin, berry ratio, operating profit margin).211 Financial ratios are influ-
enced by functional differences in a higher degree than the rate of return on capital em-
ployed.212 The choice of PLI and which base to use for the calculation of the TNMM is 
determined by factors such as; the valuation of assets, and the existence of additional in-
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tangibles not covered by the enterprises accounting standard.213 The four most com-
monly used profit level indicators used in the application of the TNMM are:214 

• Net margin on sales   

To exclude the effects of non-operating income and expenses it is best to use the net 
operating profit i.e. earnings before interest and tax, in comparison to sales. Otherwise 
funding differences may affect the margin.215 

• Net margin on costs 

Net margin on costs calculates profitability relative to direct expenses added with over-
head expenses. This method avoids problems with differences in the classification of 
expenses between cost of goods sold and operating expenses. When asset turnover (cap-
ital employed per unit of expense) is comparable between two enterprises the method 
becomes more reliable.216 

• Berry Ratio 

The Berry Ratio measures return on operating expenses and is calculated by dividing the 
gross profit by the operating expenses. Berry Ratio is often applied to re-sellers as a cus-
tomized form of cost plus when comparing controlled and uncontrolled distributors.217 

• Rate of return  

Rate of return is calculated by dividing the operating profit by operating assets. This me-
thod is normally based on total operating assets in order not to let differences in me-
thods of financing affect the result. Adjustments may be necessary due to different me-
thods in asset valuation.218 

5.3.1 Applicability to Intangibles 

The Guidelines state that in order to apply the TNMM, comparables, which fulfill the 
following characteristics, have to be identified:219 

• Comparable products 

• The products are sold at a similar level in the market and in similar volumes 

• The comparables cannot own valuable intangibles related to the products of their own 
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The financial results of the comparables may be used to calculate and establish an arm’s 
length operating margin or profit depending on which PLI is used. The margins or prof-
its can be applied in combination with forecasts and current sales. 

In order to increase reliability and avoid extraordinary happenings to affect the operat-
ing profit the method is to be applied using multiple year averages, usually the tax pay-
er’s operating profit for the year under review and the two previous years.220 In the U.S., 
if a tax payer’s average profit is not within the range it could be adjusted to the median 
of the comparables results for the taxable year.221 

5.3.2 Discussion 

The OECD and the U.S. differ in their view of the applicability of the TNMM. In the 
U.S., the method is among the three methods mentioned to be applicable to intangibles 
in contrast to the OECD where the TNMM is seen as a method of last resort or a sup-
plementary method.  

The method is often applied on the licensee since it is easier to locate comparables when 
the party does not own the intangible. It also makes the functional analysis less compli-
cated. The method will always guarantee the transaction to be profitable to one party 
and might not be at arm’s length since none of the parties is assured of a profit in un-
controlled transactions.222  
 
The method relies on comparables and is mainly limited to routine intangibles due to 
the difficulties of finding comparable transactions for non-routine intangibles.223 When 
both parties own the intangible or separate intangibles, in a transaction, there are not a 
party without intangible assets to be used as a tested party, which makes the 
TNMM/CPM difficult to apply.224 

Practical challenges when using the TNMM/CPM include difficulties in finding compa-
rable arrangements and using them without necessary adjustments and therefore com-
promising the reliability of the arm’s length results. Necessary adjustments may be dif-
ferent expenditures on capital equipment, levels of stock and accounting standards.225 
The method is however, less sensitive than the traditional transaction methods to differ-
ences in accounting standards.226  

According to Markham, the method has been internationally criticized, as the operating 
profit could be affected by outside factors not related to pricing or margins involved in 
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controlled transactions. For example, different business approaches may affect the prof-
it margins.227 

5.3.3 Conclusion 

The TNMM guarantees one party to profit from the transaction in contrast to agree-
ments between independent parties where there seldom is a profit guaranteed to either 
party. Moreover, if both parties involved in a transaction own intangibles it further 
complicates the applicability of the method. The method relies on comparables, and is 
therefore mainly applicable to transactions involving routine intangibles. 
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6 Alternative Methods 

 

6.1 Introduction 

This chapter presents and discusses the applicability of alternative methods not included 
in the Guidelines or the U.S regulations.  The purpose of this chapter is to introduce the 
alternative methods and their applicability to intangibles. 

6.2 The Relief from Royalty method 

In the application of the Relief from Royalty (RFR) method, it is assumed that the group 
does not legally own the intangible and royalty would have to be paid based on the eco-
nomic theory of deprival value.228 The RFR method states that the only value a purchas-
er of a mark receives is the relief from paying a royalty for its use.229  
 
The value of an intangible is calculated as the capitalized value of the after-tax royalties 
that the enterprise does not have to pay if it would have owned the intangible, after de-
duction of maintenance costs of the license.230 The calculation uses a discounted cash 
flow model over the expected economic life cycle of the intangible.231 The CUP method 
or the PSM could be used for determining the royalty rate the enterprise is relieved from 
paying.232 

6.2.1 Applicability to Intangibles 

The RFR method has been discussed and evaluated in U.S. case law in the Nestle and 
DHL cases.  

The Nestle case stated that in the application of the method, the fair market value of a 
trademark is decided by calculating the net present value of the stream of royalty pay-
ments from which the purchaser of the intangibles is relieved.233 The case concerned 
Nestle’s valuation of acquired intangible assets, an expert calculated the stream of royal-
ty payments in three steps, starting with determining whether the trademarks were prof-
itable, or capable of being licensed.234 Royalty rates were then estimated for every trade-
mark. Finally, these rates were multiplied with an estimated revenue stream of the prod-
ucts associated with each trademark.235 The expert concluded that most of the compara-
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ble trademarks in the industry were profitable and used royalty rates from zero to five 
percent.236 The expert assigned royalty rates and determined the value of the intangibles 
based on these comparables.237  

The U.S. Tax Court accepted the RFR method but the United States Court of Appeals 
(USCA) found it to be unreasonable.238 

The USCA concluded that the RFR method undervalues trademarks and do not corres-
pond with the real market value of a trademark, which is the price an unassociated buyer 
and seller would have agreed to.239 USCA argued that the use of a royalty model is not 
appropriate in case of a sale of an intangible since it do not consider the market value of 
the intangible but relies on the cost of its use.240 The USCA stated: 241  

“…A relief-from-royalty model fails to capture the value of all of the rights of owner-
ship, such as the power to determine when and where a mark may be used, or moving a 
mark into or out of product lines. It does not even capture the economic benefit in 
excess of royalty payments that a licensee generally derives from using a mark…” 

The USCA continued to discourage the use of royalty methods by stating that the own-
ership of a trademark is more valuable than a mere license. Ownership of a trademark 
creates power and incentive to develop and maximize its value. A licensee’s use of a 
trademark is limited and has no reason to enhance the trademarks value if the benefit is 
capitalized by the licensor. 242 

The DHL case included discussion concerning valuation of trademarks and choice of 
royalty rate for the use of the trademark within the MNE. The case highlights the sub-
stantial impact on the transfer price by the parties’ own assumptions in the application 
of the RFR method. 
 
In this case, both parties’ experts used the RFR method but with significantly different 
results:243  
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The IRS originally used a 3 percent royalty rate in the calculation although their expert 
witnesses used royalty rates of 1 and 1.15 percent for the Court case.244 The DHL expert 
calculated with a royalty rate of 0.31 percent.245 These differences originated from dif-
ferent assumptions and other variable factors in their calculations.246  
 
The IRS experts argued that their rates and choices of assumptions relied on DHL’s 
high marketplace recognition for quality and it was therefore an essential and valuable 
asset to the DHL network.247  
 
The Tax Court stated that the experts had used useful assumptions, rates and factors in 
an attempt to give the Court a clear view of the facts.248 The Court, however, relied 
more on the IRS’s experts and considered them to have used more reasonable rates and 
factors. In addition, the Court criticized DHL’s independent expert for accepting the 
enterprise’s own valuation and rates for a transaction under consideration and adjusting 
them for a present value when his objective was to reach a fair market value. This was a 
flawed approach and it could not support the Court in estimating whether the value 
used for the transaction was at arm’s length.249   
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The Tax Court stated that the part, which has made the more significant economic in-
vestment, should also have the economic profits relating to the investments.250 The Tax 
Court made an interesting note by making a comparison to the Nestle case. The parties’ 
experts in the Nestle case had similar arguments to those made in the DHL case, with 
the exception of the opposite parties made the arguments. The Court pointed out the 
common lack of objectivity of the parties and their experts.251 

6.2.2 Discussion and Conclusion 

As stated by the Court in the Nestle case, a problem with the RFR method is that it un-
dervalues intangibles, as it does not capture all the values associated with the rights of 
ownership. The calculation of RFR fails to include the value of deciding when and 
where an intangible is used, and does not account for other economical advantages from 
the intangible, than the relief from royalty payments. A licensee’s use of a trademark is 
also limited and has no reason to enhance the trademarks value if the benefit is capita-
lized by the licensor. 

The outcome of the RFR method is sensitive to assumptions as shown in the DHL 
case. Relatively small differences in assumptions made by the parties led to large varia-
tions in the royalty rates. The weaknesses of the method derive from assumptions, such 
as interest rate and determining future profits, which have to be made in the discounted 
cash flow model.  

6.3 The Knoppe Formula and the Rule of Thumb 

The Knoppe Formula is a method mainly used in Germany in the handling of intan-
gibles. The method is similar to the Rule of Thumb presented in U.S. case law and 
shares the same positive and negative aspects.252 
 
The Knoppe Formula is based on the assumption that the licensor should receive 25 
percent to 33, 3 percent of the licensee’s profit before tax as royalty payment. It is a sort 
of rule of the thumb method, which is used to support the taxpayer’s case based on 
what a sound business manager would do.253 The Knoppe Formula is used for auditing 
purposes when the royalty rate cannot be determined by the use of comparables.254  
 
In the U.S., the Rule of Thumb generally takes 25 percent of an enterprise’s operating 
margin and uses it as the royalty rate of the intangible holders. A licensee of a non-
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routine intangible uses the know-how of an associated party for marketing and distribu-
tion of a product. As an example, the licensee’s financial statement would be:255 

Sales $10 million 

Cost of Goods Sold  $5 million 

Gross Profits   $5 million 

Operating Expenses  $2 million 

Operating Profits (subject to     
royalty) 

 $3 million 

 

When applying the Rule of Thumb, the licensee pays a royalty of $ 750 000 to the licen-
sor that equals 7.5 percent of sales or 25 percent of the operating profits. The Rule of 
Thumb is not based on the associated party’s economical environment or any particular 
facts of the party being tested. The cost base used for the rule of thumb is not universal 
and it is uncertain whether the profit should include depreciation.256  

The main weakness of the formula is that if the licensee suffers from losses before pay-
ing the royalty the formula would determine the royalty rate to 0 percent. A royalty rate 
of 0 percent would probably not be acceptable to independent licensors. The most 
common basis when determining royalty rates is turnover or sold units and not prof-
it/loss of the licensee.257 The range 25 percent to 33.3 percent is considered too narrow 
as uncontrolled enterprises might negotiate the royalty rate very differently.258  
 
The Knoppe Formula is regarded as too rough of an estimate and would likely not be 
accepted by most tax authorities around the world.259 
 
Jamal Hejazi and Dale C. Hill state that the U.S. Tax Court have declined the use of the 
25 percent rule of thumb approach mainly because of the uncertainty around its applica-
tions, although there are practitioners who advocate it for estimating whether the royalty 
rates originating from other methods make sense.260 Markham, however, remarks that 
the Tax Court in the Bausch & Lomb case used a form of rule of thumb to calculate the 
licensor’s normal share of the sales.261 
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6.3.1 Discussion and Conclusion 

Both the Knoppe Formula and Rule of Thumb are similar estimations without the need 
of comparables of what uncontrolled parties would agree. There is no cost base or other 
universal standard to decide the application of the methods. The methods are consi-
dered as rough estimates, with no applicability in accordance with the arm’s length prin-
ciple. If a licensee is not profitable, the royalty rate according to the methods would 
then be 0 percent. The Rule of Thumb has been used in U.S. Case law despite of the 
uncertainties around its application.  

6.4 Global Profit Split Method 

The Global Profit Split method (GPS) is a form of Profit Split Method that allocates the 
MNE’s total global profit to each country, based on economic contributions made by 
related parties. Contributions are founded by a formula that reflects the economic fac-
tors contributing to profits.262 A global formulary method allocates the total global prof-
its of a MNE group based on a predetermined formula with no regard to what indepen-
dent enterprises would do.263 The GPS method treats a MNE as a single entity for taxa-
tion purposes.264 
 
The OECD does not recognize the use of formulary apportionment but U.S. regula-
tions state that in appropriate circumstances a multifactor formula may be used.265 Main 
differences from traditional profit split methods are that the GPS: 266 
 
• Uses a fractional apportionment method instead of a case-by-case method when ap-
proaching functional analysis. The chosen factors would show contributions to the prof-
it. 
 
• Is not transaction based. 
 
• Directly allocates the profit, which makes the need for other methods to establish the 
arm’s length price unnecessary. 
 
• Requires no comparison with unrelated firms and the base of allocation would be the 
total global profit of the MNE.  
 
• Is applied equally to branches and subsidiaries. 

6.4.1 Discussion and Conclusion 

The GPS method removes the risk of surprisingly ending up with losses in low taxed 
countries due to the difficulties of properly valuing intangible property. With most regu-
lar transfer pricing methods, a transfer of intangible property, which is non-profitable to 
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the MNE as a whole, might report a large profit in a high tax country. The OECD does 
not recognize the method and there are limited sources and case law available about the 
practical application of the method. It is, however, important to be aware that there are 
variations of the PSM. 
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7 Analysis and Conclusion 

 

7.1 Introduction 

This thesis has described and discussed the applicability of transfer pricing methods to 
intangibles mainly based on the OECD recommendations, U.S. regulations, and case 
law. This chapter will analyze and identify complexities in the application, discussed in 
previous chapters. Focus will be on common and general difficulties, and the discrepan-
cy between theory and practice. The purpose of this chapter is to discuss the complexity 
of the application of the methods to intangibles. 

7.2 General Difficulties in Transfer Pricing of Intangibles 

The OECD Guidelines are not legally binding for the OECD countries. Many countries 
have however chosen to refer to them as a whole, or in part, in their national legislation. 
The Guidelines do not provide a precise solution to the valuation of a transfer of intan-
gibles between controlled parties as transfer pricing is not an exact science. 

The Guidelines refers to the arm’s length principle to determine whether the price set 
for a transfer between controlled parties is the same as unrelated parties would have 
paid under the same circumstances. The arm’s lengths principle is widely spread and ac-
cepted. The approach to apply the principle differs between countries and individual 
cases, mainly due to different circumstances and the availability of comparables.  

The first steps when approaching intangibles in transfer pricing are the identification of 
intangible assets within a MNE and determining an ownership strategy based on the 
overall strategies.  

The best method rule used in the U.S. has no preferred order of application although it 
provides specific methods to be applied to intangibles, CUT, CPM, PSM and other un-
specified methods. In the U.S., as in most tax jurisdictions (and recommended by the 
OECD), the CUT/CUP method is considered most reliable if comparables can be iden-
tified. 

Different approaches to the arm’s length principle and guidance concerning intangibles 
include the 120/80 rule, commensurate with income standard, Knoppe Formula and the 
Rule of Thumb. The creativity of finding some form of standard to simplify the process 
of transfer pricing intangibles shows the complexity and ambition to lessen uncertainties 
for all parties. 

The issue of uncertain valuation of intangibles exemplifies the difficulties in transfer 
pricing intangibles. The U.S. uses the commensurate with income standard in order to 
have a possibility to retroactively adjust transfer prices while the OECD opposes the use 
of hindsight. According to the arm’s length principle the pricing should reflect what in-
dependent parties would agree upon and agreements should be made with the informa-
tion available when entering the agreement. The use of retroactive adjustments could 
lead to double taxation of MNEs, and is not recommended to be applied by tax authori-
ties. A simple solution, presented in the Guidelines, is to make short-term agreements. 
Another method that eliminates retroactive adjustments is the Real Option method, 
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however, the assumptions made and difficulties in deciding the future value of the in-
tangible makes the method open for conflicts between the taxpayer and tax authorities. 

Most of the methods applied to intangibles rely on comparables to some extent. In 
competitive markets, where intangibles often exist, there is a general unwillingness to 
share information regarding contractual terms and the identification of comparables be-
comes complex. The problem is most apparent in the application of the traditional 
transaction methods and TNMM/CPM but also in the application of the PSM and the 
RFR method.  

This thesis has presented examples of how practitioners search for and adjust compa-
rables. Most information found in databases derives from the U.S. SEC and uses the 
U.S. SICs for dividing industry sectors. As stated by scholars and practitioners the re-
sults from these databases have emphasis on U.S. enterprises and the U.S. market. Both 
the Guidelines and U.S. regulations state that the geographical markets should be com-
parable. However, practitioners in Europe use arm’s length prices based on comparables 
from the U.S. This approach has been approved by the local tax authorities and is an 
example of the discrepancy between theory and practice. The quality of comparables 
was discussed in the Glaxo Canada case where the Court approved transactions with 
generic drugs to be comparable with branded drugs.  

This usage of comparables result in less reliability of the comparables used since the 
geographical area, size of the enterprise and functions compared seldom is comparable 
with the tested party or the transaction. Practitioners have stated that in some industry 
sectors it is almost impossible to find independent comparables, especially for non-
routine intangibles. The use of inexact comparables makes transfer pricing open for 
subjective evaluation and an uncertain situation for MNEs. 

In order to solve the dilemma with inexact comparables, adjustments are recommended, 
despite the comparables becoming less reliable and more open to criticism from the tax 
authorities. The Guidelines dictate a flexible approach to adjustments in order to make 
the CUP method applicable. If the approach becomes too flexible the reliability and ef-
fectiveness of the method is compromised and other methods could be more applicable. 

Areas where adjustments could and should be made are many; the Guidelines mentions 
some possible areas for adjustments, and the U.S. regulations for example states that 
differences in geographical markets must be taken into account. In the Sundstrand case 
the importance of geographical market and location savings were discussed. The Court 
stated that a monopolistic position in the market, mainly due to advantages from having 
a license agreement, affected the functions performed by the entities, which led to the 
conclusion that the relationship was licensor/licensee instead of contrac-
tor/subcontractor. This division of functions made the Court state that an independent 
licensee would have kept the profits derived from location savings and other geographi-
cal advantages. Location saving should be divided between the parties, as there are ad-
vantages for all the parties. Other adjustments use an economic and theoretical ap-
proach. In the adjustment of credit terms for example, assumptions have to be made to 
compensate for the longer/shorter credit period using an appropriate interest rate. By 
using assumptions, the comparables becomes less reliable and more receivable for other 
assumptions to be made by tax authorities. Even a small difference in the assumption of 
an appropriate interest rate could have a large impact on the result. 

It is likely that an arm’s length range based on comparables to non-routine intangibles 
will become broad. A transfer price based on a broad range is uncertain, and could be 
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challenged by national tax authorities. A broad range shows the complexity of identify-
ing reliable comparables and provides the MNEs with excellent opportunities for tax 
planning within the range. For example, by applying a royalty rate close to the bottom 
quartile, in order to minimize the outflow of capital from a low tax country.  

7.3 Conclusion 

The applicability of the methods for intangibles have been described, discussed and ana-
lyzed. This thesis has identified and discussed several discrepancies between theory and 
practice. 

This thesis has shown some of the differences in the applicability of transfer pricing me-
thods in the OECD countries and the U.S. The lack of a harmonized transfer pricing 
standard makes tax planning harder, could surprisingly put a bigger part of the profit in 
high tax countries, and may even result in double taxation. A recent example of the 
problems with multijurisdictional transfer pricing and the uncertainties regarding intan-
gibles is the Glaxo Canada case where a bigger part of the profit was transferred to Can-
ada. New proceedings for income reduction in the countries where the other parties of 
the transfer are domiciled, offer little help to the MNE as a whole, because of these 
countries’ low tax rates.   

The most frequently used method in transactions with intangibles is the CUP/CUT me-
thod, which focus on the transaction and relies on comparables. Practitioners seldom 
use the method exactly as recommended by the OECD or regulations and has noted the 
difficulties of strict application of them. The wide application of the method is ex-
plained by the subjective application of comparables and freedom to apply variations of 
the method to fit the individual situation. The method is both in theory and practice the 
most trustworthy method to apply to intangibles if reliable and qualitative comparables 
are identified. It is, however, difficult to identify reliable comparables without suitable 
internal CUP/CUTs, which are rare for non-routine intangibles. 

The RPM focuses on the functions performed by a tested party and is preferably used 
when the party is carrying a low operational risk.  The method relies on comparables 
and it is complicated to get all the information required to perform a reliable functional 
analysis of independent enterprises. It is not allowed to apply this method to intangible 
property in the U.S. 

There is often little or no relation between the expenses for developing an intangible 
and the market value of an intangible, which makes it un-preferable to use the Cost Plus 
method to intangibles. The Cost Plus method is applicable to contract R&D centers 
which get a cost plus mark up on their expenses for developing an intangible. This me-
thod is not allowed on intangible property in the U.S., it can however be used as a sup-
plement to the PSM to estimate the value of routine functions in a transfer of intan-
gibles. 

The PSM is the most favored profit based method, recommended both by the OECD 
and U.S. regulations and is applicable on non-routine intangibles to be used if no 
CUPs/CUTs are available, as it does not require comparable transactions. Other me-
thods that require comparables are however used in the application of the PSM to set an 
arm’s length price on routine functions. The valuation of contributions made by the par-
ties is a problematic area as know-how and patents can be a result of lengthy and expen-
sive R&D. This method will probably become more popular in the future due to the 
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problems with finding comparables involving intangibles for the traditional transaction 
methods.  

The TNMM/CPM method has limitations in relation to the arm’s length principle by 
guaranteeing a profitable party in the transaction. In uncontrolled transactions, without 
a huge bargaining advantage for one party, there seldom are guaranteed profits. The me-
thod is however popular because it do not need to rely on comparable transactions and 
therefore simplifies the identification of comparables. The TNMM/CPM has limited 
applicability if both parties in a transaction own intangibles, as it complicates the identi-
fication of a less complex test party, and therefore the search for comparables.  

The RFR method undervalues intangibles, as it does not capture all the values associated 
with the rights of ownership. Its application is sensitive to assumptions, which have a 
major affect on the outcome of this method. 

The MNEs often use, in relation to the Guidelines and regulations, simplified ben-
chmarking with information from databases with limited information available. The 
shortcomings of comparables are shown by the usage, and acceptance by tax authorities 
and courts, of comparables without geographical and product comparability. This sim-
plified, more practical approach to transfer pricing derives from the availability of in-
formation and the need to avoid unreasonable demands on the MNEs to produce trans-
fer pricing benchmarking in particular and documentation in general.  

Although the Guidelines recommend a flexible approach in order to encourage the 
usage of the CUP method, practitioners have become too reliant on information from 
U.S. based enterprises. It is in the interest of both the MNEs and tax authorities that 
more clarifying guidance appears in case law and national recommendations regarding 
the application of transfer pricing methods to intangibles. 

Recommendations for further research include the impact of broad ranges based on a 
set of comparables and the art of selecting suitable comparables. A broad range could 
be used for tax planning by selecting a set of comparables producing an appropriate 
range, and choosing a suitable price within the range to adapt the transfer price for tax 
purposes.  
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