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In Practice

The Economics of Cost Sharing Buy-Ins: Questions and Answers

By Brian C. BEckeR”

major issues in U.S. transfer pricing for a number

of years. With the increased emphasis, several
new theories and valuation approaches have been ap-
plied, which have added to the overall knowledge of
this subject.

The increased attention also has added some levels
of confusion to the topic. The intent of this article is to
allay some of this confusion through a question-and-
answer format covering some of the primary topic areas
in this field from the perspective of an economist that
has valued buy-ins in a number of contexts.’

1. What Valuation Methods Are Being Used
Now? -

Perhaps no single topic has caused as much confu-
sion as this presumably simple question. In particular,
some of the methods are identified by different names
in different publications and/or by different practitio-
ners. In addition, some publications refer to steps
within a method as a “method,” while other publica-
tions only identify the name of the method itself. For
the common buy-in fact pattern,? one (or more) of four
methods is typically applied.

c ost sharing buy-in valuation has been one of the

A. Declining Royalty

One of the most common methods determines an-
nual royalty rates for the buy-in purchaser to make to
the buy-in seller for a specified number of years. Typi-
cally, this approach requires three steps:

! For review of the author’s previous research on cost shar-
ing, please see ‘“Valuing In-Process R&D for Acquisitions: Eco-
nomic Principles Applied to Accounting Definitions” (9 Trans-
fer Pricing Report 323, 9/20/00); “Cost Sharing Buy-Ins,” Cor-
porate Business Taxation Monthly, Vol. 3, No. 3, December
2001, pp. 26-35; “Further Thoughts on Cost Sharing Buy-Ins:
A Review of the Market Capitalization and Declining Royalty
Methods” (10 Transfer Pricing Report 195, 7/11/01); “Cost
Sharing Buy-Ins” chapter in Transfer Pricing Handbook, 3rd
Edition, and Transfer Pricing International, John Wiley &
Sons, 2002, pp. A-3-A-16.

2 Commonly, buy-ins cover technology intangibles. In many
cases, they cover all intangible profits within a particular geog-
raphy. Other fact patterns can exist, and the valuation would
consider any such relevant facts in its quantification. This sec-
tion is also focused only on initial buy-ins. Acquisition buy-ins
are addressed later in this article.

“Brian Becker, Ph.D., is president of Precision
Economics LLC, www.precisionecon.com.

B Initial Royalty: The approach determines the
arm’s-length royalty/value of the intangible (as a
percentage of sales) as of the date of the buy-in.
Economists often calculate such rates using the
royalty rates in comparable uncontrolled transac-
tions (CUTs). The other common way to calculate
this initial royalty is the difference between total
profits earned in the geographic area and the rou-
tine profits determined through a comparable prof-
its method (CPM) approach.® Thus, CUT and CPM
calculations result in a single value—a royalty rate.
In that sense, they cannot realistically be described
as buy-in valuation methods, but rather as a first
step in applying a declining royalty method.*

® Useful life: The economist practitioner must esti-
mate the number of years in which arm’s-length
parties would expect the transferred intangibles to
have some value.®

® Decline Schedule: In addition to quantifying the
initial intangible value and the date when the in-
tangible would decline in value to zero, the econo-
mist must determine the pattern/speed of the de-
cline. Economists have adopted various ap-
proaches for this, including:

(a) studies on declines of intangible value;
(b) straight-line depreciation schedules; and

(¢) relative cost-based declines.

These three steps result in a buy-in that specifies a
royalty rate for each year of the useful life. For ex-
ample, the result of this method could be: 25 percent
royalty in Year 1, 20 percent royalty in Year 2, 17 per-
cent royalty in Year 3, 14 percent royalty in Year 4, 12
percent royalty in Year 5, 10 percent royalty in Year 6,
8 percent royalty in Year 7, 6 percent royalty in Year &,
4 percent royalty in Year 9, and 2 percent royalty in
Year 10.°

B. Market Capitalization Method

Another common valuation approach—the “market
capitalization method”—adjusts the arm’s-length mar-

3 Economists typically apply this CPM step when all of the
intangible/residual profits within a geographic area are being
transferred from the buy-in seller to the buy-in purchaser.

4 As discussed below, these calculations leading to a royalty
rate can also be used as a step in the forgone profits ap-
proaches.

5 This step incorporates the specific facts at issue, judg-
ment, available benchmarks, etc. As such, there is no single
consistent way that economists approach this task.

8 None of the data or fact patterns used as examples in this
paper are intended to reflect any specific taxpayer.
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ket value of a company in order to value the intangibles
being transferred in the buy-in. There are often slight
variations in application, but in general, it requires five
steps to implement:

1. Market Capitalization: Locate the market capitali-
zation of the company on the date of the buy-in as
the product of the price per share and the number
of shares outstanding.” This defines the value of
the company’s equity.

2. Asset Valuation: Add the value of the company’s li-
abilities to its market capitalization to define its as-
set (or enterprise) value.

3. Intangible Asset Valuation: From the company’s
asset value, subtract the value of its tangible as-
sets. The result is the worldwide value of the intan-
gible assets.

4. Geographic Intangible Asset Valuation: Multiply
the intangible asset value by the share of the world
being accessed by the buy-in purchaser. Often,
this is simply the initial “RAB” share in the cost
sharing arrangement. At this point, the economist
has calculated the value of (all of) the company’s
intangibles within the geography of the buy-in.

5. Buy-In Valuation: Some buy-ins cover all intan-
gibles, while others only cover a subset thereof.®
In the latter case, the value of the non-transferred
intangibles must be removed from the geographic
intangible asset valuation before the buy-in valua-
tion is finalized.

At the conclusion of these steps, the market capitali-
zation approach will result in a lump-sum dollar
amount for a buy-in. That is, it might conclude that the
buy-in would be made at $350 million at arm’s length,
for example.

C. Forgone Profits Discounted Cash Flow
(DCF) Method

Perhaps more than any other approach, this method
has taken on a large number of names. In addition to
forgone profits, it is often referred to as an income
method or simply a DCF method. The various names,
however, all tend to refer to a similar three-step valua-
tion approach:

1. Determine Forgone Profits: The economist deter-
mines the first year expected loss to the buy-in
seller from transferring the intangibles at issue. In
particular, the seller loses the profits from such
intangibles—often computed using a similar CUT
or CPM process to the declining royalty method
above. However, the seller gains by not having to
spend money on R&D or other intangible develop-
ment costs. In that sense, first-year forgone profits
are lower than the first-year royalty/intangible

7 There can be slight differences in these calculated values
using different data sources based upon timing of data, deter-
mination of the number of outstanding shares, etc.

8 For example, a CPM analysis may have determined that
all intangibles were equivalent to 20 percent of sales, but the
transferred intangibles were valued at 12 percent of sales (us-
ing a CUT). If those calculations were accurate, it would imply
that only 60 percent of the intangible value would be trans-
ferred.

value, as they focus on intangible profit instead of
intangible revenue.

2. Forecast Future Forgone Profits: As with typical
asset valuations, the economist forecasts the re-
sults out as far as possible before incorporating a
terminal value to estimate later year values. In this
case, the economist may have explicit forecasts for
2-5 years of forgone profits, depending on the data
available.

3. Discount to Present Value: The stream of fore-
casted future forgone profits—including the termi-
nal value—can be converted to a lump-sum
equivalent with an appropriate discount rate.’
Economists employ various approaches (firm cost
of capital, project cost of capital, CAPM, inter-
views of the taxpayer, etc.) in setting these dis-
count rates.

Similar to the market capitalization approach, the
forgone profits DCF most naturally results in a lump-
sum format. That is, it might convert annual streams of
$10 million, $20 million, $25 million, $35 million, and a
terminal value of $90 million to a lump sum of $130 mil-
lion, for example.

D. Forgone Profits Price Multiple Method

Among the four common methods described in this
paper, the forgone profits price multiple method ap-
pears to be the least commonly applied and/or com-
mented upon. Having some similarities with its DCF
cousin,'® this approach is also often identified as a
price-earnings (or PE) type of approach. It uses slightly
different benchmarks, however, in its three step ap-
proach:

s Determine Forgone Profits: This step is identical to
the first step in the DCF approach above.

= Determine Market Capitalization/Profit Ratio: The
economist calculates the ratio of the company’s
market capitalization (on the buy-in date) to its
first year (post-buy-in) total worldwide operating
profits.

u Compute Buy-In Value: The economist takes the
product of the first-year forgone profits at issue (in
the geographic area being bought in) and the mar-.
ket capitalization/profit ratio.

With this approach taking the product of a dollar
amount and a multiple, the result is a single lump sum
payment. For example, it might multiply forgone profits
of $10 million by a multiple of 12.5 to result in a buy-in
of $125 million.

2. How Can Valuations in Different Formats
Be Compared?

Buy-ins can generally be paid in lump sums, install-
ment payments, or pre-specified royalty rates over pre-
specified time periods. With money being fungible over
time, one can convert valuations between different for-

? In general, the terminal value calculation itself requires a
discount rate. That is, its denominator represents the differ-
ence between the estimated discount and growth rates.

101t also shares some commonality with the market capi-
talization approach.
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mats using discount rates and contemporaneous sales
projections using net present value techniques. In this
sense, two methods within the same economic report
can be compared on an “apples to apples” basis with
these techniques.

3. Do All Methods Result in Arm’s-Length
Values?

Question 1 above described the commonly applied
methods, but did not comment on whether they apply
appropriate economic/financial principles to result in
arm’s-length values. In point of fact, all of these meth-
ods do have economic/valuation foundations that would
lead to arm’s-length results, if appropriately applied.
Some methods are more precise than others—
depending on the facts at issue and the data available.
However, as with any valuation approach (for buy-ins,
other transfer pricing analyses, or other economic valu-
ations), an incorrect interpretation of the facts and/or
use of an inappropriate input could skew the results.

4. Economically, Is One Method Considered
Superior to Others?

No single method is ex-ante considered to be consis-
tently better than the others in all circumstances. Thus,
the choice of an appropriate method depends on the
facts/circumstances of the transfer as well as the avail-
able benchmark data to consider.

While some economists tend to rely more heavily on
arm’s-length transactional data than arm’s-length prof-
itability data, this application decision is dependent on
the facts available. In addition to comparing methods
using different types of arm’s-length data (transactions
and profitability), economists may aiso contrast meth-
ods that largely rely on objective, arm’s-length data as
opposed to a heavy reliance on subjective estimates. In
this way, buy-ins are no different from other transfer
pricing (or other) valuation problems where one might,
for example, prefer a CUP over a CPM in one case, but
a CPM over a CUP in another.

5. What Is the Difference Between the
Market Capitalization and Acquisition Price
Method?

The acquisition price method values acquisition buy-
ins from the perspective of the acquisition price. In
these situations, the parent and a foreign related party
have previously entered into a CSA that is ongoing. A
CSA generally covers all internally developed intan-
gibles, but often has different provisions for externally
acquired intangibles. In particular, some CSAs require
the participants to ratably split the acquisition costs as
part of their ongoing cost sharing payments. However,
other CSAs require the foreign related party to make a
new buy-in for each acquisition at an arm’s-length
price.

The acquisition price method determines the arm’s-
length buy-in by reference to the acquisition price. In
particular, it sets the buy-in as the ratable share of the
portion of the acquisition value related to intangibles
that will be shared. In this way, it largely places the
CSAs that choose to create acquisition buy-ins on the
same level as CSAs that simply choose to ratably share

externally acquired intangibles through cost sharing
payments. That is, it ensures that the cost of this type of
intangible development (via acquisition) will be shared
ratably.

Like the market capitalization approach, the acquisi-
tion price approach also removes liabilities, tangible as-
sets, and non-transferred intangibles from the market
value of the company. The two methods are also alike
in that they both take the product of the transferred in-
tangibles’ worldwide value and the geographic share of
the world being transferred to the foreign related party.
In this sense, the two methods follow similar logic.

The one primary difference in the methods focuses
on control or acquisition premiums. In particular, the
acquisition price of a company is nearly always greater
than its market capitalization (if it is publicly traded), as
the acquirer pays a premium. In that sense, the result-
ing acquisition price method buy-in will generally be
somewhat greater than a corresponding market capi-
talization buy-in—all else being equal.

6. Economically, How Is a Buy-In Similar to
or Different From Selling the Rights to the
Intangibles in a Geographic Area?

This particular question can be thought of in many
ways, and this answer is not intended to be exhaustive.
Rather, it provides perspective from the consideration
of the intangible owner.

When an intangible owner sells the rights to its in-
tangibles in a given geographic area (say Europe), it
does so with the knowledge that:

(a) it will receive a purchase price payment for those
intangibles from the buyer;

(b) it will receive no other profit from those intan-
gibles in the future; and

(©) the performance of future intangible develop-
ment or R&D associated with these intangibles will be
funded by the buyer.

In that sense, the payment from the buyer must com-
pensate the owner for the profits it otherwise would
have projected to receive in the future. It also must ad-
just for the risks/uncertainties associated with that
stream of profits.

In many ways, the intangible seller in a buy-in faces
similar issues. As a result of the buy-ir,/CSA, the parent
realizes that it will receive no other profit from the
transferred intangibles in the future within the specified
geographic area and it will no longer fund intangible
development/R&D associated with the transferred ge-
ography. In this sense, the buy-in similarly serves as the
only compensation to the parent/intangible owner for
the intangible profit it would expect in the future. Put
another way, the parent/intangible owner essentially
gives up a stream of forecasted (intangible) profits in
the future that it would realistically consider in accept-
ing a buy-in payoff.

7. How Does Payment Form Impact Buy-In
Payments?

Payment form impacts buy-ins in two primary ways.
First, different payment forms have different risk pro-
files to the buyer and seller. A royalty stream offers the
buyer less risk in that it would not have to pay a large
amount (if anything) if the business failed within the

4-24-08
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geographic area at issue. By contrast, a lump sum pro-
vides the seller with the most certainty.

Payment form also determines how future events im-
pact the buy-in payment. Buy-ins for lump sum and in-
stallment payments are not impacted at all by future
events. That is, if a buy-in is structured as a $300 mil-
lion lump-sum payment, it will not change whether the
business succeeds or fails. Similarly, a buy-in struc-
tured as payments of $50 million per year for 10 years
is also unaffected by future revenue and/or profitability.
By contrast, royalty-based buy-ins are explicitly tied to
future events. They vary proportionately based upon fu-
ture sales levels.

8. Economically, Does it Matter Whether the
Buyer Is a ‘Cash Box’ or a Routine Operating
Entity Owning No Intangibles?

Buy-ins and cost sharing arrangements focus exclu-
sively on the transfer/valuation of intangible assets.

Whether a buyer owns tangible assets or not should
have no influence in valuing intangibles and/or buy-in
payments that it would be expected to make to a seller.
An intangible owner at arm'’s length would not charge
different prices to cash box or routine operating pur-
chasers that were each interested in the same assets.
Similarly, it would not be economically logical for an in-
tangible owner to price discriminate (e.g., charge a cash
box more than an operating company) for different
types of entities negotiating in a buy-in transaction at
arm’s length.

The above discussion does not apply to an operating

company with its own valuable intangibles. If such in-
tangibles are contributed to the CSA, they would influ-

ence buy-in pricing.
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