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A diverse range of asset types to identify and
manage

IP is often thought of as the protectable rights assigned to particular intellectual
assets such as patents and trademarks. However, IP potentially includes different
types of material such as: patents, copyright, designs, and trade secrets.

It is often the underlying intangible “know-how”, often in peoples’ heads that provides
the “magic sauce” in modern organizations.

The value of the IP is highly contextual - estimating the value of patent portfolios is
extremely difficult given the contextual nature of patents — the value of patents
depends heavily on the nature, commercial model and strategic synergies with the
organisation.
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Figure 1: A clear valuation supports a range of IP-centric transactions

For example, if a business needs to defend itself against patent assertion, it may
look for patents as counter claims, where the “value” of those assets relate to the
direct risk of the original assertion.

Where a business is seeking to build partnerships and joint ventures the benefits
derived from corporate know-how and trade secrets may be more valuable.

It is therefore critical to understand the context and purpose of valuation before
attempting to model potential $ figures. Further, it is vital that organisations can
present this valuation in a concise and digestible manner to stakeholders.
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Valuing IP and
technology for
commercialization

In our experience, successful
management and exploitation of IP
requires a combination of legal,
commercial, stakeholder and technical
expertise.

Legal expertise is needed to
ensure the IP assets are fit for
purpose — ownership is clear, and
asset are maintained

Commercial expertise is needed to
ensure that any transaction is
executed to fully exploit the value
of the underlying IP

Stakeholder expertise is needed to
identify and extract the complete
catalogue of IP which may be held
in people and not just on paper

Technical expertise is needed not
only to understand the IP, but also
its relevance to commercial
products and the wider market
place in order to qualify its risks,
value and status.
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Cubicibuc has a unique combination of
deep technical knowledge from
multiple industries and a strong track
record in providing independent advice
supporting IP transactions including
patent sales, licensing and investment
due diligence.

IP valuation approaches

There are three commonly adopted
approaches to Intellectual Property
valuation, each of which can be
implemented in different ways:

Cost method — A good ‘anchor’ for
negotiations. The Cost Method
bases the valuation on historic cost
data, indexed to take account of
time. Where cost data is not
available proxies may be used

Market method — This is a practical
approach based on comparables.
Where recent data for similar IP
package / patent portfolios exist
such comparable values can be
compelling

Income method — Discounted Cash
Flow (DCF) of future licensing
royalties. This model is typically
employed for patent portfolios
where strategic fit within operating
companies cannot be anticipated,
but licensing royalties from a pure-
licensing model can be determined
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The following table cited by the OECD in a report on IP valuation® provides a good
summary of the advantages and disadvantages of each approach as well as typical

uses.

Advantages

Disadvantages

Typical use

Cost approach

Objective and consistent

Reliability of historic cost
data

No correlation between
expenditure on an asset
and it value

Difficult to distinguish
between “normal” operating
expenses and patent
investment expenditure

Subjective nature of
estimate of costs of
replacement and some
patents may not be
replaceable

Only used in limited
circumstances (e.g. when
the replacement cost can
be estimated with a
reasonable degree of
reliability and confidence)

Income approach

Theoretically superior to
other approaches as
focused on future earnings
or cash flow

Widely accepted and
concept widely understood

Requires subjective cash
flow allocation

Translation of theory into
practice requires
assumptions which are
limiting

Relevant information is not
always readily accessible
from internal reporting
systems

Primary valuation
methodology and the most
widely used where
information of an
appropriate quality can be
obtained.

The limiting nature of the
assumptions needs to be
understood and where
possible scenario analysis
should be performed.

Market approach

Practical approach which
makes use of prices
actually paid for
comparable assets

Variety of market-based
approaches such as
comparable companies,
comparable transactions or
a premium price-earnings-
multiple approach allows
comparison

Given the uniqueness of
IPR, third party arm’s length
transactions involving
similar patents are
infrequent

Extremely important
indicator of value, if
information on recent
transactions involving
patents exists

However, in practice
sufficient information is
rarely disclosed and this
methodology is used as a
cross check on other more
theoretical approaches

1 “Valuation and exploitation of intellectual property’, OECD STI Working Paper 2006/5, 30 June
2006, table presented at page 27.

https://www.oecd-

ilibrary.org/docserver/307034817055.pdf?expires=1655798632&id=id&accname=guest&checksum=3
EE3F78F20D9718F07CF71BB4290D503
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Cost Method

The Cost method (Cost plus method) is used to estimate the substitution or
replacement cost. The Cost method can be compared to the “make-buy” decision: it
may provide a cap on the value of IP given the cost of developing a substitute
(assumed non-infringing) alternative.

For example, a software valuation, historical costs for the development could
include:

Direct payroll costs

An allocation of indirect overhead costs

Time spent on tasks related to development personnel

Time spent by non-data processing employees

In the absence of actual historical development cost data, the development costs
can be estimated based on either actual or estimated development time. For
software development well established methodologies can be deployed to estimate
development effort / cost for given code complexity and size.

For pure patent portfolios development costs are typically not available. In these
scenarios it is common to build a model based on prosecution costs of the portfolio
linked to some multiple to reflect the background R&D effort and indirect costs to the
business. The simplified approach is summarised as

Engineering Time is generally considered to be 5 times patent prosecution cost

Prosecutions Costs in US vary but $20,000 per patent is considered average for
electrical/mechanical patents

Maintenance Costs — depending on the life and life left of the portfolio these costs
can be accounted for

Uplift for indirect costs (in the region of 20% to 50% depending on sector)

The overall cost can then be calculated as:

({number of patents * estimated Prosecution Cost per patent} + {Engineering Time}
+ Maintenance Costs ) * uplift for indirect costs
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Market method

The market method is a practical approach which makes use of prices actually paid
for comparable assets in the market place, although the characteristic of patent
portfolios make finding comparables difficult.

The patent markets are currently subdued - this has been the case since 2017,
following several years of heavy investment into patents. The number of the buyers
actively acquiring IP has fallen and as such, the competitive tension for acquiring
patents has fallen and lower prices are being realized.

Some technologies, typically characterised by short time to market and high churn
products, have active IP markets which creates more benchmarks; other
technologies have smaller markets with fewer players and consequently fewer
transactions.

The fall in acquisition activity is a complex matter and is driven by a number of
factors including the increased rate of patent invalidation through the IPR process in
the US and the change in behavior of the licensee community, who are becoming
more aggressive in fighting assertion cases against them — having become battle
hardened against the Non-Practising Entities (NPES) looking to extract royalties.
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Income method

A useful approach to ascertaining the patent valuation can be taken by considering
the potential royalties that may be captured by the portfolio. This future value can
then be modelled using an income method. The leading income method approach,
the Discounted Cash Flow (DCF) Method is long established and widely used in
many finance domains including equity analysis and project finance. The output of
the DCF calculation, the ‘Net Present Value’ is a single quantified benefit of an
ownership right in an economic opportunity — it expresses the total expected value of
all future net cash inflows and, as such, captures the future growth potential of
assets (and is not limited value of their inputs — i.e. costs).

This approach is often used by NPEs (Non-Practicing Entities) to establish the price
they are willing to pay for a portfolio which they will acquire and then license for
financial return. The methodology requires a number of assumptions, and typically
takes a “patent counting” approach to comparing patents in the absence of any
evidence of infringement / evidence of use of the assets.

In order to establish the value of IPR under the DCF method, a number of input
assumptions typically need to be considered:

Accessible Market — The total size of the market for the products or services
covered by the IPRs — which may be a subset of the global market depending on
the geographic coverage of the IP portfolio

Economic Life — Patents have a life of 20 years, and the “Life Left” is a key driver
of portfolio value. In most circumstances buyers of patents do not invest in
portfolios with less than 5 years life left as this does not allow for the assets to be
fully exploited

EBIT Margin —The assumed operating profit margin of accessible market

‘Rule of Thumb’ — IPR practitioners have long user a rule of thumb as the basis
of the share of the operating profit that should go to the licensor — this is often
referred to as the Total Cumulative Royalty (TCR) rate for the products or services
and depends on the technology and sector

Apportionment Rate — When there are multiple IPRs infringed or employed in a
product or service some level of proportionality is applied to determine a
reasonable rate for those IPRs in question — typically by looking at the proportion
of the overall landscape of patents

Discount rate — a rate reflecting the perceived risk of the cashflows

Combining the Accessible Market, EBIT margin, Total Cumulative Royalty and the
Apportionment Rate provides the royalty rate applicable for the IPR portfolio in
guestion.
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Figure 2: Sensitivity analysis of patent portfolio using income method

Combining methods and sensitivity analysis

The income method is particularly suited to sensitivity analysis as the key input
parameters can be adjusted to provide an overall valuation range. Sensitivity
analysis involves building a set of possible scenarios and in doing so has the
additional benefit of providing a mechanism to capture and evaluate risk.

Where stakeholders are sceptical about placing a reliable value on intellectual
property the income method can reflect this risk by, for example, varying the discount
rate or by probability weighting cash flows.

However, in determining a useful valuation for IP it is often appropriate to combine
two or more methods. Being able to combine valuation approaches to reinforce a
valuation range can be a critical to negotiation success.
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CUBICIBUC

Cubicibuc Limited is an independent technical consulting firm specialising in matters
relating to Intellectual Property.

We believe great IP management allows business to protect its competitive
advantage; to generate returns on R&D investment and to secure investment and
finance.

To manage IP well business must adopt a combination of commercial, legal and
technical expertise — but always with a pragmatic focus to actively manage and
exploit the IP aligned with business goals.

We work with businesses ranging from smaller start-ups to mature multinationals;
from early-stage invention capture through to exploitation and monetisation of IP
assets.

To discuss how Cubicibuc’s expertise can help your organisation manage and exploit
IP, please contact us at: info@cubicibuc.com

Disclaimer and Notice:

The information in this document is provided in confidence for the sole purpose of supporting the independent evaluation of the
enclosed information relating to Cubicibuc Limited and related services.

No assurances, representations or warranties pertaining to the enclosed information or its validity are provided or implied
herein, and the information in this document is not legal advice, analysis or a legal opinion. This document is solely attributable
to Cubicibuc Limited and does not necessarily represent the views or opinions of other third parties.

This document and any other materials or information provided by Cubicibuc Limited are copyrighted, and are intended for use
by the receiving party solely. Any distribution of such materials or information outside of the receiving party’s organisation
without Cubicibuc Limited’s permission is strictly prohibited.

Cubicibuc Limited is a limited company registered in England and Wales (company number: 9861702). Please visit our website:
www.cubicibuc.com for more information.
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