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FINANCIAL VALUATION - Intellectual Property

INTRODUCTION
Royalty rate estimates are key assump-
tions in financial and tax reporting val-
uations and damages calculations. For
financial reporting valuations, the
Application of the Mandatory Per-
formance Framework document
(AMPF) provides requirements for
developing royalty rates. Given the
potential challenges by adverse par-
ties, transfer pricing valuations and lit-
igation projects involving technology-
related intellectual property (IP)
require extensive procedures for the
determination of an appropriate royal-
ty rate.

While many are familiar with
financial, tax, and management infor-
mation systems (MIS), and due dili-
gence studies prior to completion of a
business acquisition, IP due diligence
can be a key factor for transactions
where technology rights are important
to operations. Much like the other dili-
gence areas, appropriate specialists
including IP attorneys should be
involved when significant IP is present
and the strength of the IP protection is
key to a successful transaction.    

IP values often tie to their contri-
bution to the operations of an operat-
ing firm.  IP values can also be derived
from income from licensing and litiga-
tion strategies.  Entities that primarily
engage in licensing and litigation
rather than incorporating IP in their
own products or services are typically
referred to as non-performing entities
(NPE). Many industry participants
believe changes in the legal setting per-
taining to IP have reduced the value of
IP held by NPEs and increased the
value of IP held by operating compa-
nies.

CHANGING LEGAL 
ENVIRONMENT
The legal environment impacts the
dynamics of negotiations between
market participants.  The changing
legal environment reduces the compa-

rability of prior transactions. These fac-
tors combined with uncertainties on
actual comparability further compli-
cate the task of finding true guideline
license agreements to develop a royal-
ty rate estimate. 

In recent years, changes in the
legal environment pertaining to IP
have had a downward impact on IP
values and, presumably, royalty rates.
A discussion of changes in the legal
environment follows.

Non-practicing entities are enti-
ties that hold IP with the intent of
licensing it to others for their use in
business operations. NPEs are also
involved in litigation actions involving
alleged IP infringement. There are a
number of publicly traded NPE firms.
Many analysts have cited declines in
NPE stock prices as a result of adverse
changes in the legal environment.
Changes in the IP environment have
also led some NPEs to change their
business strategies.

QUALITY OF LEGAL RIGHTS
Potential investors want to know
whether an IP portfolio can be
enforced against competitors and
exclude competitors from the market.
Additionally, investors need to be
aware of the relative strength of IP held
by competing firms or NPEs. 

Important attributes of IP rights
include:
• Validity—Is the IP enforceable?
• Breadth of Coverage—If IP rights are
enforceable, how broad or narrow
are the rights?

• Freedom to operate—A patent
allows the owner to use IP and also
exclude others from use. As a result,
the IP of others does not prohibit an
IP holder’s actions.

Key factors leading to a less
favorable outlook for technology-relat-
ed IP that is subject to license include:
1) Reduced availability of patent 
grant

2) Decreased risk of injunction in the
event of possible infringement

3) Changes in expense reimbursement
in the event an infringement action
is unsuccessful. Each of these areas
is discussed below.

AVAILABILITY OF PATENT
GRANT AND PROTECTION
One basic change impacting technolo-
gy-related IP is whether protection is
even available for certain IP.  Many are
now increasingly asking the basic
question: Is software obvious?  Soft-
ware IP is increasingly viewed as obvi-
ous and patents may be harder to
obtain and enforce.  The U.S. Supreme
Court’s 2014 ruling in Alice Corp. v. CLS
Bank International1 made it significantly
more difficult to defend the validity of
software patents.  

Also, an administrative fast track
to challenge, and often invalidate,
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FINANCIAL VALUATION - Intellectual Property, continued
patents at the Patent Trial and Appeal
Board (PTAB) was established by the
2011 Leahy-Smith America Invents
Act. The PTAB is an administrative law
body of the U.S. Patent and Trademark
Office, which decides issues of
patentability. The PTAB conducts tri-
als, including inter partes (between the
parties), post-grant, and covered busi-
ness method patent reviews and deri-
vation proceedings; hears appeals
from adverse examiner decisions in
patent applications and reexamination
proceedings; and renders decisions in
interferences. 

One of the fast tracks, called inter
partes review, allows anyone to chal-
lenge a patent as not truly original or
because it describes something too
obvious to be considered an invention.
Since the PTAB was established, NPEs
have comprised a substantial portion
of defendants in those proceedings.
Plaintiffs in those cases are often oper-
ating companies that the NPEs have
sought licensing fees from or filed
infringement suits against in U.S. dis-
trict courts. 

RISK OF INJUNCTION
Another trend reducing the potential
value of IP held by NPEs relates to the
reduced risk of an injunction for patent
infringement.  In 2006, Research-in-
Motion agreed to a settlement of over
$600 million with NTP, Inc. The settle-
ment related to patent infringement
pertaining to NTP’s mobile email
patents that were allegedly infringed
by technology included in the Black-
berry smart phone. The settlement
amount was very high given concern
of a permanent injunction against a
product of an early stage firm with
exceptionally high future growth
potential. 

A key court case reducing the
potential for an injunction for IP
infringement was eBay Inc. v. MercEx-
change, L.L.C. 126 S. Ct. 1837, 1841
(2006).2 In this case, the U.S. Supreme
Court held that district courts have the
power to deny injunctions in appropri-
ate cases.  This case reduces the risk of

an injunction that would stop product
sales prior to a legal action that settles
an infringement claim.  

As many products become
increasingly complex and incorporate
more technologies, the risk of a possi-
ble injunction could be expected to
decrease given this factor.  A research
paper, “Patent Holdup and Royalty
Stacking,” by Mark Lemley and Carl
Shapiro,3 provides important insights
on royalty rates for IP. The paper con-
cludes that royalty rates associated
with subsets of IP for complex, multi-
technology products may overstate the
true economic value of the IP compo-
nent. The civil case, Microsoft v. Uniloc,4
also focused on the complexity of
many products and the large number
of technologies embedded.  This case
noted product complexity and threw
out profit split methods used in prior
years. As the contribution of a specific
set of IP is reduced, the expectation of
an injunction for infringement would
also be expected to decrease.

PAYMENT OF LEGAL FEES
Another factor adversely impacting
the value of technology-related IP held
by NPEs relates to changing percep-
tions of the risk of payment of legal
fees by the losing party in IP litigation.
There is an increased belief of greater
risk of fee payment in the event of a
loss in litigation. For NPEs, the poten-
tial for reimbursement of legal fees of
the defendant increases the cost and
risk of litigation. Conversant (a private
NPE) lost a case against Apple in the
Eastern District of Texas and was
ordered by the court to pay costs of just
over $736,000.  

Legal precedent regarding pay-
ment of fees has varied. In 2005, the
legal discretion to award fees to a suc-
cessful defendant in IP litigation was
made significantly more difficult as a
result of the Brooks Furniture5 case
requiring “material inappropriate con-
duct,” a case that is “objectively base-
less” and is “brought in subjective bad
faith.” This case reduced the risk of
payment of legal fees by NPEs and

other plaintiffs.  However, the U.S.
Supreme Court vested greater discre-
tion in trial courts as a result of the
April 29, 2014 decisions in Octane Fit-
ness v. Icon Health & Fitness6 and High-
mark v. Allcare Health Management Sys-
tem.7 Discretion to award fees in a par-
ticular case was returned to the court
that is most familiar with the matter.
These cases lead to less risk of over-
turn- of fee award on appeal.

These cases suggest increased
risk of “fee shifting” so that the loser of
the case may be responsible for the
legal fees of both parties.  This action
would presumably increase the cost to
plaintiffs of lawsuits for infringement.
As many (but not all lawsuits) are
brought by NPEs, the general expecta-
tion is that this increased risk would
reduce the value of IP held by NPEs
and increase the value of IP held by
operating entities.

OTHER CHANGES
Operating companies are increasingly
willing to fight rather than settle litiga-
tion. IP litigation is increasing against
smaller operating companies.  These
smaller firms have less management
and financial resources needed to
defend against litigation aggressively.
According to an RPX Corporation
study, in 2015 NPEs filed more than
3,600 IP infringement cases (roughly
two-thirds of the total cases).  Compa-
nies with less than $100 million in
annual revenue, which are less able to
weather large legal bills, made up
more than 60 percent of defendants in
those cases.

Operating companies and gov-
ernments are increasingly willing to
acquire technology-related IP to
reduce the risk of legal actions by
NPEs.  RPX Corporation buys patents
on behalf of a consortium of large tech-
nology firms so those patents can’t be
used in infringement suits against
them. Governments are also focusing
on IP portfolios to protect IP-focused
operating companies.
Continued on next page



Hopefully, this article will spur
some additional articles, comments, or
other information on how to deal with
pension obligation liabilities. c

ated royalty rates also increase the dif-
ficulties associated with royalty rate
estimates. Greater awareness of these
and other challenges with royalty rate
estimates should ultimately lead to
expanded valuation procedures and
enhanced practice for royalty rate esti-
mation. c
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MARKET-BASED ROYALTY
CONSIDERATIONS FOR
APPRAISERS AND 
ATTORNEYS
Another challenge in developing roy-
alty rates based on market data is
potential selection bias in the available
royalties. For disclosure in SEC filings,
the relative size of the matter needs to
be material to audit. Immaterial situa-
tions do not require disclosure.

Another concern in using mar-
ket evidence of royalty rates relates to
the ultimate determination of a matter.
Disclosure may only occur when the
plaintiff wins. For losses, there is no
market evidence that results.

The source of a royalty rate also
merits consideration.  Patents can be
viewed as probabilistic rights as a
patent’s validity is potentially subject
to challenge with a risk of patent revo-
cation.  Given this risk of possible
future invalidity, a negotiated royalty
rate should be lower than a royalty rate
determined in IP litigation. Once IP
has been concluded to be valid, the risk
of invalidity is reduced or eliminated,
suggesting an increase in the royalty
rate.  This rate would presumably be
higher than a rate where IP validity has
not been challenged and upheld.

CONCLUSIONS
This article notes the challenges associ-
ated with royalty rate estimates.  We
focused on changes in the legal envi-
ronment pertaining to technology-
related IP. The changing legal environ-
ment suggests increased care when
considering royalty rate information
that is not close to the valuation date.
Changes in the legal environment sug-
gest IP held by NPEs or other plaintiffs
may have reduced values.  Technolo-
gy-related IP held by operating com-
panies may increase in value due to the
reduced threats associated with litiga-
tion. Other challenges associated with
developing a royalty rate estimate
include royalty rate disclosure, includ-
ing audit materiality, increasing prod-
uct complexity (i.e., royalty stacking),
and the probabilistic nature of negoti-
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