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In the article the problem of valuation of intellectual capital is discussed. Author examines the nature, common
features, specific features of the different valuation approaches. The problems appraisers confront with during the
process of valuation and the further researches are also reviewed in the article.

Keywords: intellectual capital, valuation of intellectual capital, intellectual resources, intangible assets, valuation
approaches.

Manbuyk O.l. OLIHKA IHTENEKTYA/IbHOI BJIJACHOCTI

B cTarTi posrnsgaetbcs npobnemMa OLUiHKM O6’eKTIB iHTENeKTyasIbHOI B/IAcHOCTI. MpoaHasizoBaHO CYTHICTb,
CNifIbHI pucK, 0COBNMBOCTI KOXHOTO 3 MiAXOAIB A0 OLiHKW iHTENEKTYasIbHOI BNacHOCTI. B po60Ti TakoX okpecneHo
npo6nemMu 3 SKMMU CTUKAKTLCA OLiHIOBaYi NPU BU3HAYeHHI BApTOCTi iIHTENIeKTYyasIbHOro Kanitany Ta BU3HauYeHo nep-

CMEKTUBM NOAAbLUNX AOCIMKEHb.

KnouoBi cnoBa: iHTenekTyanbHWiA KaniTaul, OuiHKa IHTENEKTyasIbHOTO KaniTasny, iHTeNeKTyaslbHi pecypcu, iHHO-

BaLlil, HemMaTepiasibHi aKTUBK, NiAXOAN A0 OLIHKN.

Manbuyk E.V. OLLEHKA MHTENNEKTYANIBHOM COBCTBEHHOCTU

B cTatbe paccmartpuBaeTcs npobnemMbl OLEHKN 0ObEKTOB UHTENNEKTYas/IbHOV COGCTBEHHOCTU. MNpoaHann3mpo-
BaHbl CYLLHOCTb, 06LLME YepTbl, 0COBEHHOCTY KaX40ro U3 NOAX0A0B K OLEHKE UHTENIEKTya/lbHON CO6CTBEHHOCTY.
B paboTe Takxe oyepyeHbl NPo6eMbI C KOTOPbIMI CTa/IKUBAKOTCS OLEHLLMKA NPU ONPEeAENEHNN CTOMMOCTY UHTEN-
NeKTyasIbHOro Kanutana v onpeAesieHbl NepCcnekTVBbl Aa/TbHENLINX UCC/IEA0BAHNIA.

KntoueBble cnoBa: VHTENNEKTYasIbHbIV KanuTas, OLeHKa MHTENNEKTYa/lbHOMO Kanutasna, UHTeNNeKTyaslbHble

pecypcbl, HeMaTepuasibHble aKTUBbI, MOAXOAb! K OLIEHKE.

The intangible assets created through the
processes of innovation represent a major
share of the value of today's businesses.
Despite their fundamental importance, the
understanding of intellectual property and
intellectual property rights does however differ
widely amongst businesses large and small.
The valuation of intellectual property assets is
complicated by the fact that no two intellectual
property assets are the same. Numerous valu-
ation standards, articles and publications have
been issued during the last years concerning
different intellectual property rights with differ-
ent geographical scope and different regula-
tion approach. The bottleneck for the improve-
ment of intellectual property market is not in
the lack of accepted methods or standards,
their content or consistency, but in the limited
dissemination of the fact that they exist and
the little confidence in their results.

Last researches in intellectual property was
made by P. Druker, T. Stuart, F. Fukuyama,
A. Galchinsky, S. Sidenko, A. Chukhno etc. But
as it was mentioned above many aspects of
intellectual property remain disputable and insuf-
ficiently studied.
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The purpose of the article is introducing the
basic approaches that are currently used to deal
with the difficult question of the intellectual prop-
erty valuation.

In the twenty first century mankind made a
transition from a matter — based economy to one
based on ideas, from an emphasis on natural
resources to thought, design, and organization.
Lately, the intangible component has grown rap-
idly. The ratio of market to book value of world
biggest companies doubles between 1973 and
1993, even before the run up in share prices in
the second half of the 1990s. One of the world’s
biggest companies, Microsoft, has most of its
value in “knowledge capital’, embedded in its
personnel, its organization, patents, copyrights,
brand value, and so on.

In modern economics the question of classi-
fying and measuring intangible assets remains
an important unfinished issue in finance and eco-
nomics theory and in the practice of management.

Intellectual property plays a very important
role in the modern economy and its significance
is growing. For most companies in developed
countries more than 75% of their value is directly
linked to intellectual property and intangible
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Fortune Global 500 list of year 2016 [4].

Table 1

Rank Company Country Industry Revenue in USD
1 Walmart United States Retail $482.1 billion
2 State Grid China Power $329.6 billion
3 Chlér;?r(g\:gﬂ%]al China Petroleum $299.3 billion
4 Sinopec Group China Petroleum $294.3 billion
5 Royal Dutch Shell | Netherlanand United Kingdom Petroleum $272.2 billion
6 Exxon Mobil United States Petroleum $246.2 billion
7 Volkswagen Germany Automobiles $236.6 billion
8 Toyota Motor Japan Automobiles $236.59 billion
9 Apple United States Technology $233.7 billion
10 BP United Kingdom Petroleum $225.98 billion

assets”. Even the value of intellectual property for
the largest companies in the Fortune Global 500
[1]. ranges between 45% — 75% and also repre-
sents the highest growth area in the global econ-
omy [2]. An analysis of the fortune 500 companies
showed that, in 1975, 60 per cent of their market
capitalization was represented by tangible assets
but, twenty years later, tangible assets percent-
age was only 25%. The trend has continues since
1995 [3]. Top10 of the Fortune Global 500 list of
year 2016 represented below in the table 1. The
rankings, which have been released by the mag-
azine at its website, appear in the July 20, 2016,
issue of the magazine. The following is the list of
top 10 companies, as published on July 20, 2016.
Itis based on the companies' fiscal year ended on
or before March 31, 2016 (table 1).

To understand better the power of different
countries in the global economy it is important
to represent the list of the top 10 countries with
the most Global 500 companies (table 2).

Table 2
The list of the top 10 countries with the most
Global 500 companies.

Rank Country Companies
1 USA 134
2 China 103
3 Japan 52
4 France 29
5 Germany 28
6 United Kingdom 26
7 South Korea 15
7 Switzerland 15
9 Netherlands 12

10 Canada 11

Intangible assets include assembled trained
workforce, designs, customer lists, accounting

and operations related records, supplier/dis-
tributor relationships, contracts, and intellectual
property. The other two major classes of assets
are monetary assets and tangible assets (real
estate, equipment, buildings, etc.).

Despite the significant importance of intellec-
tual property, valuation of intellectual property,
and valuation of intangible assets, generally, is
still an emerging field.

Unfortunately it's no use in book value. The
book value of a company is determined by look-
ing at a company’s balance sheet, and equals the
value of the assets over the company’s liabilities.
The market value of a company is calculated by
the market price of the publicly traded stock,
times the total number of shares issued. Book
value of the company often does not account for
the value of intangible assets, such as goodwill
and brand equity, that are not reflected on the
balance sheet. It's also skewed for companies
with few tangible assets, such as technology and
software corporations.

Different organizations try to develop stand-
ards for valuation of intellectual property and
other intangible assets. In fact, the Cabinet of
Ministry of Ukraine adopted the National Stab-
dart 4 “Valuation of property rights of intellectual
property” only in 2007. It has been cited as the
only public valuation standard that takes into
account the unique aspects of different forms of
intellectual property (patents, copyrights, trade
secrets, and trademarks) in providing valuation
standards.

Besides the important issue of stock market
valuation, there are several principal business
circumstances in which intangible value needs
to be measured.

e A company sale, merger, or acquisition.
The acquiring company will appropriate the
physical assets or the purchased firm, but what
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is the injection of new knowledge worth? Usu-
ally accounting measures do not coincide with
econopmic or market-based values. Many merg-
ers and acquisitions are justified on the grounds
of combinatorial synergy between the knowl-
edge base of the two companies. However,
there could also be combinatorial incompatibili-
ties, knowledge transfer costs over many years
and cultural compatibility problems between the
merging organizations.

e Sale, purchase, or licensing of separable
assets such as brand, patents, copyrights, data
bases, or technology. “Separable assets” are
those that can be detached from the company
that possesses them and transferred, sold, or
licensed to another firm. This could include any
transferable knowledge, codified or teachable,
and rights to intellectual property or markets.
Here, only a portion of the intangible assets of a
company are spun off to another firm, by a legal
transfer agreement and/or by training the other
firm in the use of the transferred knowledge.
But how much should the company licensing or
acquiring these assets pay?

e Lawsuits involving intellectual property
infringement. Here courts need to determine
infringement costs and penalties.

» Tax liability calculations in the context of
transfer of intangible assets and technology to
affiliated firms, possibly in another nations.

* Corporate alliances. During negotiations
over the formation of a joint venture or the many
other forms of strategic alliances such as man-
agement service contracts, franchising etc the
valuation of the knowledge knowledge contribu-
tions of each partner is a key issue.

* Research and Development (R&D) man-
agement. Putting a value on prospective future
knowledge generated by R&D investments is
key to selecting between competing R&D pro-
jects. Other crucial measurement area is valu-
ating each partner’s contribution in co-develop-
ment projects.

Valuation of intellectual property is increas-
ingly important to business success. For exam-
ple, as intellectual property is a key compo-
nent of business value, accuracy in valuation
of intellectual property will increasingly be a
success indicator for businesses transactions
(e.g., acquisitions, sales, licensing transac-
tions, etc.).

“Value” is generally defined as the “present
value of future benefits to be derived by the
owner of property.” As such, “valuation needs to
guantify the future benefits and then [use such
future benefits to] calculate a present value.”
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There are three major methods for valuation
of intellectual property — the cost approach, the
income approach, and the market (or transac-
tional) approach. Each of them is discussed in
detail below.

Appropriate selection of an intellectual prop-
erty valuation method depends on factors that
are set forth in the “valuation pyramid” described
by Flignor (e.g., business, legal, and financial
context) and other factors discussed belows [5].

The cost based approach is based upon on
the principle of substitution, i.e., value of an asset
is estimated on the basis of cost to construct a
similar asset at current prices. The assumption
underlying this approach is that the cost to pur-
chase or develop new property is commensurate
with economic value of the service that the prop-
erty can provide during life [6].

It considers the cost of the inputs spent on
making particular intellectual property is equiva-
lent to the value derived from the same. If the cre-
ation is not useful then also it has value because
certain amount of inputs had been spent on it
which carries value.

The replacement cost of an Intellectual prop-
erty asset is the cost to develop similar function-
ality to the subject Intellectual property outside
the scope of the legal protection. A common
usage of the replacement cost method is the
cost to “design around” a patent or set of pat-
ents. This method is based on the principle of
substitution — an investor would not pay more
for an asset than the cost to obtain similar ben-
efits from another asset. This method is particu-
larly useful when the legal protection is weak or
the technology is relatively well-known, and the
Intellectual property does not produce income
currently.

Limitations for cost based approach:

1. Under this method the value of intellec-
tual property is not the real value, as it does not
directly consider the amount of the economic
benefits that cannot be achieved nor the time
period over which they might continue.

2. It is difficult to determine all historical
development costs.

3. This approach consider cost equivalent to
value which cannot be true.

4. This approach doesn't
involved in future.

In view of these limitations, the cost approach
is primarily used when:

e itis not feasible to project earnings for the
intellectual property

» the intellectual property is not the type of
asset that can be readily transferred to a third

consider risk
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party separate from the organization in which it
currently resides

» the IP is developed for “in-house’ use and
not for resale.

In the income approach assets are valued
based on what they will earn in the future. This
requires estimates of future cash flows (both
inflows and outflows) in terms of both amount
and timing; economic life; and risk-adjusted dis-
count rate that reflects the required return. The
approach thus considers factors such as gross
& net revenues; gross profits; net operating
income; pretax income; net income; and cost
savings, eftc.

Projected cash flows are the future income
attributable to the intangible asset. It is important
that the analysis should capture all direct and
indirect costs associated with the IP in question,
including lost sales of bundled products or ser-
vices, incremental overhead costs, necessary
investment and the likely effects of competition
on the price premium or costs savings derived
from the asset. The economic life refers to the
length of time that the Intellectual property will
be able to command the price or cost premium.
The economic life is generally bounded by the
legal life of the asset but is often much shorter.
For instance, it is common in the electronics field
for the technology to become obsolete in as little
as 3 years, often well before the patent expires.
The discount rate refers to the expected cost of
financing the asset in question.

The income method, while highly analytic, is
also quite subjective. Subjectivity is employed
throughout the methodology, with particular care
required to assess all the business and financial
dynamics that impact the expected incremental
cash flows. The use of a terminal value, which
captures value beyond the years, can often rep-
resent a significant percentage of the total asset
value. The income method has been well ana-
lyzed and published, with texts and software
readily available. While care is required for all
valuation methods, the subjectivity involved in
the income method can be especially tricky.

Limitations for income method: it is very dif-
ficult to estimate income attributable to intangi-
bles, its economic life, appropriate discount rate/
cost of capital and discount rate.

Under the market based approach (trans-
actional approach) of the value of intellectual
property can determine by considering the mar-
ket prices paid for similar properties as a part of
third party transactions. The approach estimates
the value of an intangible asset based on mar-
ket prices of comparable intangible assets that

have been bought / sold or licensed between
independent parties. In other words, it provides
indications of value by studying transactions of
property similar to the property for which a value
conclusion is sought.

The transactional approach is appealing
because it is a direct measure of the value of the
intangible asset. As such, it is often considered
to be the most reliable of methods when it can be
performed credibly. As a general rule transaction
data can never be ignored in a valuation exer-
cise — it either must be incorporated or affirma-
tively rejected as part of the analysis [7].

Typically, there are two steps to a transac-
tional method valuation — screening and adjust-
ments. Screening refers to the selection process
of identifying candidate third party transactions
with sufficient information on pricing, scope and
terms and conditions to be deemed comparable
to the intangible asset in question. Adjustments
refer to an explicit quantifiable change in the
valuation due a specific rationale. Adjustments
are typically grounded in a baseline transaction
(or transactions) that are sufficiently close to the
subject intangible asset, and for which sufficient
information is available to analyze the technical,
legal, business and financial terms.

Bottom line — for the market based approach
to be effective there must be relevant information
about the market available. This is very often not
the case in respect of intellectual property trans-
actions.

For intellectual property it is often difficult to
implement the market based approach because
information about third party transaction involv-
ing similar property is scarce. The following are
the requirements for valuation of intellectual
property.

Factors for selection of the appropriate
method to use are discussed above. For exam-
ple, use of a market approach is preferred if
there is sufficient market information. If not, the
income approach is typically preferred. A cost
approach is usually applied only in certain situa-
tions as described above.

The selection of valuation method also can
vary with respect to the type of intellectual prop-
erty to be valued, as shown in the following
graphic 1.

Similarly, valuation may vary with the particu-
lar transaction/business situation in which the
valuation is being performed.

The value of an intangible asset is subjective.
However, it plays an extremely significant role
in assessing the value of a start-up, especially
because these companies do not possess much
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sales, revenue or other tangible assets [8]. In
such circumstances, intellectual property valua-
tion experts need to perform extensive due-dili-
gence and understand the core technology dis-
closed in a patent vis-a-vis the market trend. For
early-stage products the risk is high as there is
very less information available regarding the via-
bility of the product.

For examples, when it comes to putting up a
social value to their industry status, Facebook
and Twitter are quite the dramatists.

Following its acquisition of Instagram for $521
million in August 2012, Facebook increase the
value of its intangible assets. As of December
2013, the company had 1858 issued patents
and 2501 filed patent applications in the United
States, and 494 corresponding filings in other
countries. Most of these patents are related to
social networking, web technologies and infra-
structure, and related technologies. With most of
its issued patents, Facebook today values itself
at $202.09 billion [9].

Twitter has an intellectual property asset of
956 issued patents. Most of its patented technol-

Market price on
active markets

Methods Analogy method

Mot commonly used
{rarely is data available)

Multi-period excess

ogy lies in message distribution, graphical user
interfaces, security and related technologies.
With a majority of Twitter’s patents also due to
expire between 2016 and 2031, the company
now values its enterprise at $22.9 billion.

With IP valuations dropping, the task to
assign fair values to intellectual property is going
to become a more daunting task for companies
and valuators. The bigger a portfolio, the greater
will be the time and effort spent to assign a mon-
etary figure to it — an absolute challenging time
ahead for intellectual property valuators [10].

Summary. The topic of intellectual property
valuation can (and does) fill books. The selection
of which approach to use and how it should be
specifically applied depends on numerous fac-
tors including the kind of IP at issue, the context
in which the valuation is made (e.g., valuation
in patent litigation is much different than val-
uation of intellectual property in the context of
M&A work). This short article is merely intended
to introduce the basic approaches that are cur-
rently used to deal with the difficult question —
what is the intellectual property worth?

Hierarchy
Approach
Market approach Cost appreach

Reproductive

eamings method costs method

Relief from
royalty method

Replacement
cost method

Incremental cash
flow method

Direct cash
flow method

Mo connection to future
financial benefits

Preferred
approach

Graphic 1. Three valuation approaches as they apply to intellectual property assets.
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