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Context for Valuation Licensing, Compliance, Litigation

Top 10 U.S. IP Settlements and Judgments of All Time

Context for Valuation

Intellectual property typically valued for one of three purposes:

» Licensing transactions or acquisition;

» Regulatory compliance (such as in transfer pricing); and

> Litigation.
Economic principles behind valuation remain essentially the same
in each context.
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Context for Valuation

Licensing, Compliance, Litigation
Top 10 U.S. IP Settlements and Judgments of All Time

Top Global Food and Beverage Brand Values
as of 2010

GGl . $70.45 billion
SPEPSI . $14.06 billion
$12.75 billion
$12.25 billion
$11.04 billion
$7.53 billion
$6.55 billion
$6.36 billion
$5.78 billion
$4.02 billion
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The Three Principal Approaches:
Cost Approach

Market Approach

Income Approach

Approaches to Valuation

The Three Principal Approaches:

» Cost Approach
» Market Approach

» Income Approach
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The Three Principal Approaches:
Cost Approach

Market Approach

Income Approach

Approaches to Valuation

Cost Approach

» Cost Approach values assets based on cost to create and
develop assets.

» Premise behind cost approach is no party would be willing to
pay more than cost to replace property.
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The Three Principal Approaches:
Cost Approach

Market Approach

Income Approach

Approaches to Valuation

Cost Approach: Example

» Potential buyer is looking to purchase a house.
» Two options:
» Option 1: Asking price is $500,000.
» Option 2: Cost of empty land $50,000 + cost to build
$350,000.
> What is the maximum buyer would be willing to pay?
» Cost for new house serves as a constraint in pricing of existing

fully-built house.
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The Three Principal Approaches:
Cost Approach

Market Approach

Income Approach

Approaches to Valuation

Cost Approach: Example

» Now suppose the house was built
by Frank Lloyd Wright.

» Is Cost Approach still useful?
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The Three Principal Approaches:
Cost Approach

Market Approach

Income Approach

Approaches to Valuation

Cost Approach: Issues

» What if there are no design around options?

» Development costs do not reflect economic value of the
patented technology.

» Original cost to build does not reflect current value of Frank
Lloyd Wright house.
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The Three Principal Approaches:
Cost Approach

Market Approach

Income Approach

Approaches to Valuation

Market Approach

» Market Approach looks to arms-length price paid for
comparable assets to determine fair value for an asset.

» Premise behind Market Approach is that comparable
transactions reveal market price for the asset.
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The Three Principal Approaches:
Cost Approach

Market Approach

Income Approach

Approaches to Valuation

Market Approach: Example

» Potential buyer is looking to purchase a house.
Asking price: $500,000.

» Look at comparable houses in neighborhood to determine
value.

> Need to make adjustments: lot location, lot size, bedrooms, .
NAVIGANT
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The Three Principal Approaches:
Cost Approach

Market Approach

Income Approach

Approaches to Valuation

Market Approach: Issues

» Finding comparable transactions can be tricky.

» Need to make adjustments: differences in technology,
opportunity costs facing parties, marketplace dynamics.

» Details of many licensing transactions involving patents are
not publicly available.
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The Three Principal Approaches:
Cost Approach

Market Approach

Income Approach

Approaches to Valuation

Income Approach

» Income Approach values assets based on the present value of
future income stream generated by asset.
> Key steps:
» Projection of expected cash outflows;
» Projection of expected cash inflows;
» Assessment of the riskiness of the projected cash flows; and,

» Discounting of projected cash flows to a particular date of
valuation.

» Resulting metric is called Net Present Value (NPV).
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The Three Principal Approaches:
Cost Approach

Market Approach

Income Approach

Approaches to Valuation

Income Approach: Example
Not risk-adjusted

Sales of University Logo Apparel

2006 2007 2008 2009
Unit Sales 6,710 6,820 6,963 7,095
Price per Unit $18.20 $18.20 $18.20 $18.20
Sales Revenue $122,122 $124,124 $126,727 $129,129
Costs per Unit $9.80 $9.80 $9.80 $9.80
Total Costs $65,758 $66,836 $68,237 $69,531
Operating Profits (A) $56,364 $57,288 $58,489 $59,598

Sales of House Brand Apparel

2006 2007 2008 2009
Unit Sales 6,100 6,200 6,330 6,450
Price per Unit $14.00 $14.00 $14.00 $14.00
Sales Revenue $85,400 $86,800 $88,620 $90,300
Costs per Unit $9.00 $9.00 $9.00 $9.00
Total Costs $54,900 $55,800 $56,970 $58,050
Operating Profits (B) $30,500 $31,000 $31,650 $32,250
Incremental Profit
Attributable to Trademark
(A-B): $25,864 $26,288 $26,839 $27,348
NPV of Sales: $116,439 $107,589 $99,859 $92,502
NPV of Incremental Profit: $24,660 $22,786 $21,149 $19,591
Incremental Profits as
o
Percent of Sales 21% N A VIGANT
ECONOMICS

Note: Discount rate is 10 percent.
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Adjusting Cash Flows for Risk
Certainty Equivalent Approach
Dealing With Risk Risk-adjusted Discount Rate Approach

Adjusting Cash Flows for Risk

Two methods for adjusting cash flows for risk:

» Certainty Equivalent Approach: Cash flows that are not
known with certainty are scaled down, and the riskier the
flow, the lower its certainty value.

» Risk-Adjusted Discount Rate Approach: Differential project
risk is dealt with by changing the discount rate. The riskier
the project’s income stream, the higher the discount rate.
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Adjusting Cash Flows for Risk
Certainty Equivalent Approach
Dealing With Risk Risk-adjusted Discount Rate Approach

Risk Adjustment: Certainty Equivalent Approach

w11 012 2013 2014 2016 m?

Nee Salex B 5 430.00 % 79500 £ 38730 €
Frobability of Success 50%
Expected Net Salez - 16400 %
COGS (35% of met 25les) 1 5
o margin 3 ol % - 3 10168 %
Total Direct Expenzes 5 30 b3 800§ 4400 § 3570 % 9448 §
Operating Profit (loss) 5 (3000) §  (5800) § (55.70) 8 H
Tazes (35%) 5 (10303 § B {15.30) § 252 8 4050 8§ 7788 % 108.13 % £
After-tax Operacng Profic s aesm § E60) § 468 8 732 3 20267 % s 5387
Cazh Flow Adjustments:

inis Capital Expenditares 5 }3 5 - 5 - 3 = 1 i 3 H 3

s Depreciation (5 years) 13 3 3 % 63 % 33 8 £33
minis Change in Working Capital 3 B b3 . H ¥ H - $ 3307 8 3630 3§ 3345 % 2339 § (6413 § (16.03)
After-Tax Free Cash Flow $ (1083 § 5 18 s H 14239 % 7550
Time Periad 030 130 150 4350 830 850
Discount Rabe (12 0%
FV Factor 05445 0.8437 0.7533 0.6726 0.5005 03816
Present Value i '3 2635 § H T [¢8 H 3 5434 T 2586
Ned Present Value [
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Adjusting Cash Flows for Risk
Certainty Equivalent Approach
Dealing With Risk Risk-adjusted Discount Rate Approach

Risk-Adjustment: Risk-adjusted Discount Rate Approach

2009 110 11 2012 m3 014 2005 2018 17

Net Sales H 5 4300 § 500 ¢ B 29813
Probabidity of Succes 100%: 100% 100°%
Expected Net Sales 5 5 43000 § 5 298.13
COGS (35% of mer zales) s 5 16340 § 5 11329
Cross margin A 5 * % 5 26660 § 5 18484
Total Direct Expens k3 3500 S 4400 S $570 % 8530 § 930§ 5 696
‘Operating Profir {lou:) i 3 4400 8 3180 8 16730 § % 16810 ¢
Tazes (35%) 3 (1050 § 3 ) 5 1113 § 58356 § 3 884§ 4476
After-tax Operating Profit 5 (1es5m & H ) $ 2067 8 10875 § i 26468 ¢ 108.27 § 83.12
Cash Flow Adjusiments:
mimws Capiral Expenditures 3 [ - 1 3 - % R | G | - % [3 T P
#lus Depresiation (3 years) 623 8 3 523 5 623 % 523
mimws Change in Working Capiral k3 - 3 - 5 - 5 - 5 4134 § 4538 8 1 2014 % (B0.16) §
After-Tax Free Cash Flow 5 (108 § i ] 5 6360 § 15115 3 3544 8 18943 § 103.16
Time Period 030 150 4.50 5350 .50 85
Discount Rate (25%)
PV Facter 0.5724 04579 03664 02345 0.1876 01501
Present Valze k3 ] H ) s 329y s 2040 % ELE L ¢ 42 £ 2843 5 1138
Net Present Value [
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Adjusting Cash Flows for Risk
Certainty Equivalent Approach

Dealing With Risk Risk-adjusted Discount Rate Approach

Questions?
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