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EXTRACTING ADDED VALUE FROM YOUR INTELLECTUAL ASSETS (IAs)
(This Guide draws upon mSME experiences under a European Union funded [Project Reference 53611] business support initiative, IP Wales®. Disclaimer: The information contained in this guide is not meant as a substitute for professional legal advice. Its main purpose is limited to providing basic information on the subject matter).
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1.  Licensing
Whereas direct use of IAs in the form of a protective shield to hide behind and/or a sword to cut down competitor access to your market place has been traditional, the move towards open innovation has changed the focus to more indirect uses

of IAs, notably the generation of new revenue streams via the licensing-out of your technologies or improved product development via the licensing-in of innovative technologies/ideas into your business.

In the publication “Exchanging Value – Negotiating Technology Licensing Agreements”1  emphasis is placed on first understanding the distinction between a license and an assignment.

In legal terms an “assignment” is the instrument used to buy or sell IAs in the technology. On the other hand a “license” is the legal instrument used to acquire or grant all manner of uses to the IAs in the technology. The type of licensing agreement may vary:-

Exclusive License:
An exclusive license usually describes the situation where the rights granted over all prescribed uses to the IAs are exclusive to the licensee and even prohibit an owner’s (licensor) own use of their IAs within the territory of the agreement. This

is the preferred option of most licensees.

Sole License:
A sole license usually describes the situation where only the licensee and the licensor have use of the IAs within the territory of the agreement.

Non-Exclusive License:
This is the preferred option of most licensors. A non-exclusive license usually describes the situation where the licensee is one of several licensees with whom the licensor has entered into agreements for the use and exploitation of the technology. The licensee may wish to include in the agreement a “most favored licensee clause” , which in effect ensures that in the event that the licensor grants another licensee terms which are more favorable then under this clause the more favorable agreement replaces in full the earlier agreement.

There are a number of reasons why your business might find it commercially expedient to license out its IAs:-

–
Retention of ownership
1  Joint Publication in 2005 between the World Intellectual Property Organization (WIPO) and the International Trade Centre (ITC) which can be purchased via  www.wipo.int/ebookshop WIPO publication No. 906 ISBN: 92-805-1247-7

© Andrew Beale (2010), all rights reserved

The primary advantage of license over sale of your IAs is it permits your business to retain legal ownership of the IAs and thereby continue to derive commercial benefit, usually in the form of royalty income, over a potentially significant period or time.

–
Involvement in future developments

Retention of ownership can allow your business to control the future direction and evolution of your technology, which could be particularly relevant where interoperability issues are important.

–
No involvement required in manufacture

Your business may not have or only have insufficient manufacturing capability. Finding the right licensee(s) can address this production deficiency and enables your business to retain control over production quality standards.

–
New channels to market

Your technology may be transferable to other commercial markets with which your business is unfamiliar. Finding the right licensee(s) may facilitate access to new commercial and/or

territorial markets which are otherwise not

accessible to your business.

–
Turning a potential infringer/competitor into an ally

In addition to avoiding the cost of infringement litigation, which will have a varying degree of uncertain outcome and put your IAs at risk, your business can create a new royalty income.

But there are potential drawbacks your business will need to consider before licensing out your IAs:-

–
Limited return



You are in business to make a profit and your business might be able to generate a bigger profit by making its own investment in the technology rather than by operating through a licensing model.

–
Creating a potential competitor
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In a non-exclusive license situation your licensee might be more effective or get to the market

faster than your business - given that it may have fewer development costs and/or time constraints as a result of your licence agreement.

–
Future obligations



If your technology is incomplete or is otherwise not clearly defined your business might find itself legally committed to the continuation of expensive and time consuming development work.

–
Critically dependent on the Licensee

In the situation of a mSME licensing-out technology to a large corporation the mSME might find it becomes critically dependent on the skills, abilities and resources of the one licensee for the generation of a profit.

There are a number of reasons why your business might find it commercially expedient to license in IAs:-

–
First to market



Licensing-in technologies from outside the business can make it possible to reach a commercial market place quicker with innovative technologies.

–
Limited R&D



A licensee may have limited resources to conduct its own research and development (R&D) or may have found that R&D can be more efficiently delivered via outsourcing.

–
Merging technologies

Linking licensing-in opportunities to the current technology portfolio of the business can create better services and more products for the business.

But there are potential drawbacks your business will need to consider before licensing-in IAs:-

–
Not yet ready
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Your business may be making a financial investment in a technology which is not yet ready for commercial exploitation.

–
Additional cost



A technology rich product may come at a cost which the commercial market place is unable bear in terms of the price which will need to be charged.

–
Too reliant on technologies developed outside the business

A business which becomes too heavily reliant on licensing-in may lose in-house technological capacity to the extent that it becomes commercially dependant on outsourcing to

adapt, modify or improve its services or products.

Licensing Process
Licensing has sometimes been described as a “full contact sport”. There are a number of steps you are advised2  to go through which include but are not limited to the following:-

•
Business Strategy



It is important that your business sets itself clear targets in respect of (i) creating new business and/or (ii) lowering the costs/increasing the quality of existing business and/or (iii) securing existing business.

•
Technology Acquisition Strategy

Your business needs to define its technology strategy – What does it need? Why does it need it? How much is it worth to the business? How much is it going to cost to get? How much is it going to cost to use?

•
Licensing Strategy



There are lots of variables your business may want to consider – exclusive or non-exclusive, geographic restrictions, lump sum or up-front or milestone or fixed payments, running royalties or equity stakes, guaranteed minimums or maximums etc.

2  Dr Stephen Potter (Past Chairman of the R&D Society, UK)
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•
Due diligence



Ensure that the IAs as specified are legally owned by the potential licensor and thereby eligible to be used in the manner proposed. Gather as much commercial information as possible about the commercial context of the proposed license.

•
Memorandum of Understanding (MOU)/ Letter of Intent

Not typically required but in some instances formal or protracted negotiations might benefit from a preliminary understanding between the proposed parties. The legal status of the MOU/Letter of Intent may vary between different jurisdictions.

•
Prepare a Term Sheet/Proposed Basis of Agreement/ Heads of

Agreement
This is a short typically non-binding document (parties not wishing to be legally bound by this document should explicitly state this in writing) exchanged between the licensor and licensee which describes all of the major terms of a proposed license agreement – setting out what is to be licensed, at what price, to whom, for what purpose, for how long, under what conditions etc.

•
Formal Licensing Agreement (should be professionally drafted) All the requirements for a binding and enforceable contract need to present. What distinguishes a Licensing Agreement from other contracts is the subject matter relates to specified IAs.

This document should at a minimum clarify the - Parties: “licensor” and “licensee”.

Subject Matter, Scope, Territory: including any “field of use” provisions and the right to grant sub-licences.

Licensor’s Obligations: likely to include maintenance of IAs.

Licensee’s Obligations: May include provisions relating to manufacture and marketing. Improvements: May include provisions requiring notification of improvements (as defined) to the other party and their right of use to that
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improvement on a non-exclusive royalty free basis.

Financials: May include payment provisions (stating currency), royalty provisions (inclusive of indexing arrangements), annual minimum royalty provisions.

Infringement: mSME licensors will often seek to impose an obligation for enforcement of the IAs on large company licensees.

Period: Including provisions for expiry and termination.

“Boilerplate Clauses”: usual legal items e.g. applicable law, addresses for notice, accounting provisions (including audit), representations and warranties, force majeure (intervening circumstances beyond the control of any party), waiver, dispute resolution etc.

•
Periodic Operational Review

Responsibility for performing a license lies with the business and personnel need to be assigned to the task e.g. Licensor’s should carry out audits to ensure royalty payments are being paid in full etc.

IP Wales finding:
•
The majority of mSMEs intend to use their IP in a licensing role and understand the importance of IP protection for this purpose.
•
Few mSMEs seem aware of patent citation analysis as a means to identify potential licensees/business partners.
•
Many mSMEs lack confidence when contacting potential licensors/licensees and may benefit from external help.
•
Generally mSMEs must learn to emotionally detach themselves from their technology and focus on the commercial aspects of their business.
2.  Raising new capital
a.  Intellectual Capital Readiness
We have already noted the importance of integrating an IAs strategy within the overall business plan in order to ensure the development and protection of the
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service(s) or product(s) of the business. It is essential that the management team of your business understands how to manage intangible assets by correctly employing these legal tools to fulfill their commercialization potential. This knowledge can form a significant part of the human capital of your business. Together with its structural capital e.g. customer knowledge and partner networking, these form the “Intellectual Capital” of the business.

The intellectual capital of your business needs to be in a sufficient state of investor readiness to attract capital into the business. Different levels and types of finance will be available dependent upon the stage of growth of the business. Pre-seed funding can take a business through the proof of concept stage. Early stage risk finance covers seed financing (e.g. Seed Funds or Business Angels), where the service or product may be defined without turnover and the financing of start-ups (e.g. by Venture Capital), where the product is completed and the business can start to see turnover. Product consolidation with the structuring of commercial channels and strategic partnerships may be achieved via second

round funding. The business can then move to a position of cumulative cash flow via the utilization of expansion capital.

b. Collateralization & Securitization
Banks in some countries have taken tentative steps towards accepting IAs as collateral for the granting of loans i.e. the IAs will become the property of the Bank if the debt is not paid back. Securitization is a comparatively new tool to raise finance for businesses with an established turnover looking to sell their future IAs based earnings.

The term securitization refers to the pooling of revenue-generating assets and issuing securities backed by them. In January1997 a US $55million deal was reported to have been negotiated for the issue of bonds secured against future royalties from 25 David Bowie albums recorded before 1990. Other pop stars/song writers reported to have followed suit include James Brown, The Isley Brothers, Michael Jackson, Rod Stewart, Iron Maiden, Dusty Springfield, Ashford

& Simpson, the estate of Marvin Gaye, Edward & Brian Holland and Lamont Dozier, Duane Hitchings. Following the issue of ‘Bowie Bonds’, Vittorio Cecchi Gori is reported to have launched in 1998 the first securitized bonds backed by a film library, including Italian rights to almost all the James Bond movies.

Securitization can provide a business with immediate access to cash with only a moderate loss of control. In theory, virtually any marketable asset can be securitized but at the time of writing this market is still immature and investors will demand a very high probability of success.
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3.  Improving the firm’s capital valuation3
a.  Valuation methodology for intangibles
The Andrew Gowers Report4  on the UK Intellectual Property Framework published in December 2006 noted, “the increasing importance of knowledge capital is seen in its contribution to the value of firms. In 1984 the top ten firms listed on the London Stock Exchange had a combined market value of £40 billion…. Advance twenty years and the asset stock of the largest firms have doubled while their market value has increased nearly ten times. The difference in value is accounted for by intangible assets: goodwill, reputation and, most importantly, knowledge capital…it is estimated that 70 per cent of a typical company’s value lies in its intangible assets, up from around 40 per cent in the early 1980s…(but) the valuation of IP remains largely subjective and a specialist
field. Traditional accounting methods only allow the inclusion of IP on the balance sheet when it has been bought rather than developed in-house. Proposals to update International Accounting Standards to reflect the value of intangible
assets are currently under discussion.”
You are advised to issue a voluntary IAs Report in addition to your accounting report.5  Such a Report would highlight the IAs owned by the business or to which the business has access. It should be recognized that updating International Accounting Standards to reflect the value of intangible assets could have consequential tax implications for the business.

Whilst there may be no easy way to determine the value of intangibles this valuation exercise, borrowing methods from the world of tangible property, can have a major impact on the operation of your business and therefore requires an appreciation of the different valuation models which can be employed for the task.

•
Income Approach

This popular valuation model places emphasis on the revenue generating capacity of the IAs during their meaningful economic life and has two main variations:

o
Relief from royalty
3  The Price Waterhouse Coopers international guide to building and enforcing intellectual property value can be viewed at www.buildingipvalue.com
4  The Gowers Review of Intellectual Property (2006) can be found on the UK Treasury website at:www.hm-treasury.gov.uk
5  ‘Getting a grip on Accounting and Intellectual Property’ (2007) Dr. Roya Ghafele (Associate

Economic Officer, WIPO).
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Under which a sale or royalty rate, usually based on market experience (standardized “rule of thumb” for the industry or business sector), is applied to your IAs to determine what your business would have had to pay to buy or license in those IAs from someone else

i.e. the value of ownership of IAs is based upon what your business is “relieved” from having to pay for them.

o
Incremental Income Method

This has two sub-variants


Discounted future incremental income.

Under which future revenue streams of incremental value are forecast and then discounted to provide a net present value (NPV).


Capitalization of future incremental income.

As above except instead of using forecasts actual income generated is used as an indicator of future potential annual growth and then a “capitalization rate” is applied to provide a present day value.

•
Market Approach

This approach is based upon value comparisons with other similar IAs and has two main variations:

o
Active Exchange Method

Under which there is an active market for the

sale or license of comparative IAs with easy access to price information. IPXI is promoted as the world’s first IAs financial exchange (headquartered in Chicago, USA). It should be

noted that many IAs are by definition novel and therefore not easy to compare.

o
Industry Standard Rates

Under which a sector of industry or business

has generated, usually spontaneously over a
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period of time, an established range of royalty rates which sets the norm.

•
Cost Approach

Least used of the three, this method is typically used to  supplement the income approach. It involves establishing a value for the IAs by calculating the cost a business would incur if it were to acquire similar IAs either developing them internally or acquiring them externally. There are many practical challenges in determining what costs to include or exclude.

•
New Approaches

As noted in the WIPO Magazine for September/October 2003, apart from these three main valuation models, a new trend (borrowed from the capital markets) is emerging of treating IAs (notably patents) as options i.e. a right, not an obligation, to buy or sell the IAs at or before a specified date. Most existing IAs option-based valuation methods are derived from the Black- Scholes options-pricing model.

Using different valuation models with their different criteria will result in different valuations of your IAs but whatever model is adopted the valuation will also vary according to the context of the valuation and the R&D strategy being employed by the business e.g. going-concern value v liquidation/disposal value.

The purposes for which your business may seek an IAs valuation include: cost benefit analysis, licensing or sale/purchase negotiation, considering a Joint Venture/Strategic

Alliance/Merger & Acquisition proposal, Corporation Valuation for shareholders or tax benefit donation, litigation, collateralization or securitization.

b. Share price fluctuations
Businesses with shares which can be traded may find the price of these shares will fluctuate relative to IAs activities e.g. IAs enforcement litigation may result in fluctuations to the share price reflective of the outcome of the legal action.
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