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1. Overview

First, this chapter will give a brief summary of the conclusions of the analysis re-
port. The opinions of the consultants regarding the potential for continued work
with the model will then be outlined.

1.1. Summary

As adirect follow-up on one of the hypothesesin a publication of the Ministry of
Trade and Industry from 1999 entitled "New Trends in Industrial Property Rights’,
the Danish Patent and Trademark Office together with the Danish Commerce and
Companies Agency have initiated a project for the purpose of finding suitable
valuation methods for use in industrial enterprises in order to focus on the strategic
management of their patents and trademarks.

Three data samples were collected for this analysis work. First, 15 Danish and for-
eign companies were interviewed concerning their management, valuation, report-
ing and future requirements in relation to patents and trademarks. The fact that
these companies have placed their experience and expertise at our disposal has
been of immense importance for the project. The following companies were inter-
viewed:

Carlsberg A/S

Coloplast A/S

Danisco A/S

Egmont Gruppen

Goldschmidt AG

GN Resound

MAN B&W Diesel A/S

Mannesmann AG

NEG Micon A/S

Neurosearch

Novo Nordisk A/S

Rockwool International A/S

Saab Aerospace AB

Velux

AB Volvo

Next, a focus meeting was held with Danish investors, consultants and patent
agents in order to compile their experience and attitudes with regard to manage-
ment, valuation and reporting concerning patents and trademarks. Finally, a web-
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based survey based upon an electronic questionnaire was performed among the
1,000 Danish companies that are most active in the field of patents and/or trade-
marks.

The results of the analysis work, which was performed by Ernst & Y oung and
Ementor, are presented in this Consultants Analysis Report.

The results from the data samples taken confirm the assumption expressed in the
1999 publication to the effect that Danish companies generally do not manage their
patents and trademarks in a strategic way. However, mgjor Danish companies do
formulate independent strategies for their patent and trademark portfolios, although
there is not aways any general relation to an overall business strategy. Opposite to
this are the perceptions of the investors, analysts, etc. to the effect that it is indeed
Important that strategic management of the patent and trademark portfolios of these
companies be conducted.

In general, Danish companies do not perform quantitative or qualitative valuations
of their patents and trademarks. Valuations are performed only in connection with
purchases, sales, licensing agreements, etc.

With regard to reporting, interna reporting is generally performed within the com-
panies; and the aspects typically reported on are infringement proceedings, number
of rights, number of applications, expenses and new inventions. Reporting is, how-
ever, not performed systematically, but rather in an ad hoc manner.

External reporting is performed to a limited extent; and the aspects reported on are
number of rights, number of applications and expenses. The companies give two
reasons for why they do not perform additional external reporting:
the information is not deemed to be relevant for the users of the financial
statements
the information is regarded as being too sensitive for the company to dis-
close it to the public.

Opposed to this view are the general attitude of investors and others to the effect
that the information disclosed in annual financial statements with regard to compa-
nies patents and trademarks is insufficient, and that it is important to have addi-
tional information in order to properly assess the potentia of a company.

The valuation model, which has been prepared on the basis of the results from the
three data samples collected, consists of three columns:

basic properties and technical status of the rights

market-related utilisation potential of the rights

the company's competencies, intention and resources to utilise the rights

The model is a qualitative valuation model, which is aimed at an assessment of an
individual set of rights. The model was developed for patents and trademarks.
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The figure below is a graphic illustration of the model:

Value of therights

Basic properties and techni-
ca status of the rights

Market-related utilisation
potentia of the rights

The company's competencies, inten-
tion and resources to utilise the rights

A number of evaluative factors have been formulated under each of the three col-
umns. Collectively, these factors comprise the value of the rights concerned.

The result a company obtains by performing a valuation by the use of the model is
amanifest indication of those patents and trademarks that do have a strategic value
for the company. Moreover, insight is obtained into whether the company is utilis-
ing its rights to the maximum or whether additional value could be extracted from
them. The result can be used in further strategic planning, hence the company can
use the model as a point of departure for drawing up goals for its patent and trade-

mark portfolio.

A number of potentia applications and benefits as well as drawbacks and areas for
potential additional development have been found in relation to the model.
Potential application and benefits of the model:
It allows strategic management of a company’s patent and trademark port-

folio

It can be used as a basis for external reporting

It can be used for purposes of deciding whether to patent an invention

It supports narrative presentations of the individual rights

It functions as a checklist in purchase/sale situations

It can be used to evaluating a competitor’ s rights

It can be used for risk assessment in a monetary valuation, for example by
using the DCF method (Discounted Cash Flow)

Its assessment factors are supported by an empirical basis.

Development possibilities and drawbacks of the mode!:
The model can be used in connection with a company's usage of “concept”

protection

The model can be used for evaluating third party rights in purchase/sale
situations

The model can be used for managing a portfolio of rights as well

It isnot directly possible to prioritise between different assets on an objec-
tive basis

The valuation is basically performed on the basis of subjective assessments
No regard is paid to the interaction between multiple rights.
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The practical application of the model in a number of companies may give rise to
changes and adjustments.

1.2. Prospectsfor thefuture
On the basis of the various data samples we have collected, we generdly find there
Isagreat deal of support for the valuation model drawn up from industrial enter-
prises, patent bureaus, investors and consultants. This should of course be seenin
the light of the various areas for potential additional development discussed above.

However, it is our unambiguous position that a future course of events in which it
would be possible to obligate a number of companies to work in a concrete manner
with the valuation model could clarify most of the above-mentioned areas for addi-
tional potential development. Experience gained from these types of industrial
policy projectsis that companies will readily participate if an entity other than the
companies themselves is responsible for the management, collection and commu-
nication of the project results. In such continued work it would hence be advant a-
geous to establish ateam consisting of researchers and consultants for the group of
companies that would participate in the continued development of the model.

By doing so, the requisite accumulation of knowledge and reporting would
be ensured, with the result that the experience gained by the companies involved
could be disseminated and incorporated into the model.

Such a future course could also contribute to the establishment of a com-
mon platform and language for the first time for purposes of evaluating the worth
of patents and trademarks. It is perhaps of more interest that patents and trademarks
would thus be made into legitimate objects for a strategic focus. Such a focus could
lead to more visibility regarding some of the assets which are perhaps not being
used at present, subsequent to which initiatives can be implemented in the compa-
nies for purposes of improving their utilisation of these rights. Such a process could
help making the Danish companies more competitive.

It is not only in Denmark that patent and trademark valuation models are in de-
mand. The model could thus aso be disseminated to other EU member states, as
well asto the US, Canada and other countries that need to establish a common plat-
form and language for the valuation of patents and trademarks.

It can thus be concluded that we see two possible paths to take in the future, none
of which excludes the other:
1. To establish a national project in which Danish companies work with the
model in practice
2. Toestablish an international project, for example within the EU, in which a
number of European companies work with the model in practice.
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2. Introduction

The present analysis is part of a project under the joint auspices of the Danish Pat-
ent and Trademark Office and the Danish Commerce and Companies Agency.

In 1999, the Ministry of Trade and Industry issued “New Trends in Industrial Prop-
erty Rights’, which is part of the series called “Industry Policy in Denmark”. One
of the main conclusions was:

"In many companies, the failure to recognise IPR as a natural part of
management’ s responsibility may be due to the fact that it has not in the
past been the practice to assess the value of the company’ srights.”

Hence the following initiative was formulated:

"The Danish government intends to strengthen the IPR culture in Denmark.
Consequently, it acknowledges that many companies need to reshape
management’ s concept of the strategic significance of IPR as well

astheir approach to assessing the economic value of IPR."

The Danish Patent and Trademark Office and the Danish Commerce and Compa-

nies Agency initiated the present project as a direct consequence of this, and they

intend to submit a proposal for a valuation model that can be widely used by Dan-
ish companies.

The next phase of the project was a workshop on 9 October 2000, in which the re-
sults of this analysis and the proposal contained in it were the subject of amore
detailed discussion. The last stage of the project will be to issue a publication on
the valuation of industrial property rights and a conference on the subject in Janu-
ary 2001.

The valuation model presented in this report is, anong other things, based upon
interviews with a number of leading Danish and international companies, all of
which have contributed information relating to the management, valuation and re-
porting of patents and trademarks. In addition, a number of business consultants,
investors and investment consultants have been involved to share their experience
regarding the valuation of intellectual property rights in a focus meeting. Finally,
the 1,000 most active Danish companiesin the field of patents and trademarks were
asked to fill in an electronic questionnaire — conducted as a web-based survey —
concerning their experience with the management, valuation and reporting of their
patents and trademarks.

The valuation of patents and trademarks is till relatively unresearched, and prac-
tice is hence quite meagre. However, some research-related contributions do exist
for vauation models, but there is no consensus, and there are a number of strong
and weak sides to every one of these contributions.

The valuation model presented in this report is a qualitative model, the purpose of
which isto give a company an understanding of those of its patents and trademarks
that are strategically important to the future competitiveness and earnings of the
company. On this basis, more quantitative models could add a broader assessment
of the possibilities as well as the risks.
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2.1. Structure of the analysis
The analysisis divided into 10 chapters.

Chapter 1 is an overview, which contains a brief summary of the analysis, includ-
ing the most significant conclusions, areas for potential additional development and
potential applications, as well as considerations concerning the future course of the
project.

In chapter 2, the project of the Danish Patent and Trademark Office is presented.

Chapter 3 contains a short description of the transition from a world that was based
upon tangible assets to aworld that, by and large, creates value on the basis of in-
tangible assets. The purpose of doing so is to establish that it is plausible that is no
longer sufficient to focus on tangible assets, but rather that it is equally important to
focus on intangible assets as well.

Chapter 4 gives an outline of and describes intellectual property rights that are a
subset of intangible assets. Thisis done in order to give a brief introduction to the
concept of intellectual property rights, thus creating a common frame of reference
for the rest of the report.

Chapter 5 describes the reporting possibilities and the accounting for intangible
assets in relation to the applicable Danish Company Accounts Act, the Interna-
tional Accounting Standards issued by the IASC and the initiatives in the Draft
Danish Annual Accounts Act, which has aready been submitted for public com-
ment. The purpose of Chapter 5 is to give interested readers an introduction to the
accounting problems associated with intangible assets and to describe the trends
that can be identified. Thisisimportant in order to understand the external report-
ing-related consequences of the model.

Chapter 6 contains areview of international valuation initiatives for intellectual
property rights and intangible assets. Chapter 6 is included to give the reader a brief
overview of the quantitative and qualitative valuation models applied around the
world.

In Chapter 7, the results of the interviews, the focus meeting and the web-based
survey are presented. With this as a basis, conclusions are drawn as to what the
current situation is with regard to the management, valuation and reporting of in-
tellectual property rights by Danish and international companies.

Chapter 8 describes a number of central elements in relation to the strategic man-
agement of patents and trademarks. The contents of Chapter 8 are aim at presenting
anumber of the overall problems related to the strategic management of patents
and trademarks.

Chapter 9 contains a presentation of the qualitative valuation model for patents and
trademarks that was prepared during the project. This involves avery detailed re-
view of the structure, content and application of the model.

Finally, Chapter 10 describes the methodologica guidelines under which the proj-
ect was conducted.
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3. From tangibleto intangible assets

The economic activity of society isto a continuously increasing degree based upon
intangible assets. Traditional industrial enterprises and agriculture account for a
continuously decreasing share of the economy and employment, whereas the sig-
nificance for the economy and employment of commercial activities which build
upon intangible assets continues to increase. In general, this trend can be charac-
terised as a shift from an industrial society to an information/knowledge-based so-
ciety. Economic activity of society today is widely based upon factors such as in-
formation processing, analysis, decision-making and services as opposed to tangi-
ble production factors.

Expressed in terms of total employment, the picture appears as shown in figure 1.1
below.

Figure 1.1. Employment distributed by sectors, 1997

Other trade/org.
Primary trades
Y O Percentage
Building/Construction employed of
total
Industry employment
Public sector | | | b
Service sector ; ; : J

0 10 20 30 40

Per cent

Source: Ministry of Trade and Industry, " Servicei forandring”, March 2000

As it appears, the service sector is the largest individual sector in Denmark meas-
ured by reference to total employment. The growth in employment in the service
sector during the period of 1994-1997 was 7%, which exceeds all other occupa-
tions®. If the service sector were instead to be measured in terms of its share of the
total turnover of the Danish economy, then a till clearer picture would emerge
with regard to the significance of the service sector to Denmark.

Figure 1.2 below shows growth and the percentage of turnover by relevant sectors
in Denmark during the period from 1992 to 1997. It can be concluded on the basis
of the figure that the service sector in Denmark is very significant to the Danish
economy in that while it employs 38% of the total workforce, it accounts for 59%
of the total turnover of the Danish economy.

! Ministry of Trade and Industry "Servicei forandring" March 2000, page 35.
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Fig. 1.2. Growth in Turnover 1992-1997
(nominal prices)

Percentage of
the tota
turnover in %

Primary occupations

Building/Construction ]
sty O Growth in
Service sector . : turnover in %

0 10 20 30 40 50 60

Per cent

Source: Ministry of Trade and Industry, " Servicei forandring”, March 2000

The previously mentioned trend has created strong growth in the offerings of prod-
ucts of an intangible nature- for example, the demand for consulting, service and
entertainment is heavy. The most important production factors behind these prod-
ucts can broadly be characterised as knowledge, and in the organisations of today,
knowledge is often a key element. According to the World Bank, human capital
accounts for 64% of global wealth?.

However, intangible assets are not significant to purely intangible products, even
though this connection is the most self-evident one. The creation of value and
competitive parameters often depends on intangible factors in that these are often
decisive as to how tangible assets are combined and used optimally. Similarly, tan-
gible products are often based on and dependent on research, development, knowl-
edge of complex production processes, and information technology. A new pc
would for example have aminimal value if its value were to be computed as the
sum of the materials of which it made. The value of a pc consists largely of intan-
gible factors such as research, development, service, design and accompanying
software.

The transition from a society in which the assets are predominantly tangible to a
society in which intangible assets are dominant has, among other things, increased
the significance of patents, trademarks, designs, expertise, etc. Thisis accompanied
by arising awareness of the resulting measurement and management problems.

It is recognised that intangible assets comprise an increasing share of a company’s
market value. However, thisis not directly reflected in the annual financial state-
ments. As the market has recognised the insufficiency of the annual financial
statements with regard to the recognition of intangible assets, it finds other sources
of information and approaches to evaluate these. The fact that the annual financial
statements fail to reflect intangible assets is for example reflected in the large dis-
crepancies that are often found between the book value and the market value of a
company.

2 "Enterprise Value in the Knowledge Economy”, OECD and Ernst & Y oung Center for Business
Innovation, 1997.
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Valuing intangible assets is no simple task. One reason for thisis that they are in-
visible, and hence more difficult to deal with. Another important reason is that the
value of intangible assets is very dependent on the context in which the assets are
used. Companies will have different perceptions of the value of a trademark, a pa-
ent or general expertise because it is often the contexts in which the assets are used
that determine their value. Finally, the high rate of change in our society also poses
a problem for the valuation of those intangible assets that can quickly lose their
valueif, for example, attitudes change or new technology is developed.

Inadequate valuation of intangible assets may have a number of consequences.
High capital expenses can be an unpleasant burden for companies that are primarily
based upon intangible assets. In many cases, these companies have greater prob-
lems acquiring capital than companies that can show tangible assets such as build-
ings and productive equipment and hence give investors and credit providers an
idea of a higher degree of security.

Another problem is the internal management process, where the management of
intangible assets may be difficult. However, it is hecessary to establish an under-
standing of intangible assets and how they can be managed for purposes of creating
financial benefits. The management of tangible assets has a solid basis through
many years of research and the exchange of experience, whereas the management
and evaluation of intangible assets is still in an experimental stage.

Against this background, it is necessary to contribute considerably to the research
field and the exchange of experience between companies in order to identify better
methods and to create a common and applicable approach to the valuation and
management of intangible assets. In Denmark, the intellectual capital accounts
project of the Danish Agency for the Development of Trade and Industry is an ex-
ample of a broad focusing on the valuation and management of intangible assets
such as knowledge assets. The project of the Danish Patent and Trademark Office
focuses more specifically on the management and valuation of intellectual property
rights such as patents and trademarks.
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4. ThelPR system and its elements
The idea behind the IPR system is to offer the companies that create new products,
marks or designs the possibility of having an exclusive right to exploit these assets
commercially.

It follows from the exclusive right that no other company is alowed to produce or
market products that are identical to — or closely resemble — the protected product.
On the other hand, the law lays down a number of requirements for those products
that can obtain IPR protection. As far as patents are concerned, the invention must,
for instance, be new and have an inventive step, whereas trademarks must have
distinctive characteristics.

The exclusiveright is also called an industrial property right.

At present the IPR system has four e ements. patents, utility models, trademarks
and designs. The system is a subset of the intellectual property rights system, which
also encompasses property rights.

A brief review of the five different types of intellectual property rights protection is
given in the following sections.

4.1. Patents

A patent may be obtained for technological inventions in the broadest sensg, i.e.
procedures, products, devices and applications.

Patenting requires that there is something new in relation to all previous knowl-
edge, and the invention must distinguish itself significantly from what is already
known.

The owner of a patent has the exclusive rights to use the invention for up to 20
years in those countries in which the patent applies. During that period, the owner
can forbid others to use the invention.

On the other hand, the invention is made public so that other companies or re-
searchers can gain knowledge of what is encompassed by the patent. The owner
cannot prevent others from using the invention for experiments, for continued de-
velopment or for private purposes.

Patent protection requires that the patent be registered. A patent must be registered
in those countries in which it is to apply.

Danish companies can file patent applications either with the Danish Patent and
Trademark Office, which can pursue it at both a European and an international
level, or with the European Patent Organisation, the EPO.

The European Commission is working on introducing a special Community patent,
according to which a patent can be obtained in all EU member states on the basis of
only one application. At present (November 2000) the Community patent has not
yet been adopted. The European Commission is proposing that the Community
patent be administered by the EPO. At the same time, discussions are currently
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underway concerning changes to the European patent system, including, among
other things, the possibility to apply for patents for software and business methods.

The statutory basis for the patent system is laid down in the Patent Act.

4.2. Utility models

Utility model protection may be obtained for inventions and other technical crea-
tions which are probably worth protecting, but which do not fulfil the strict re-
guirements of the Patent Act with regard to an inventive step. There is, however,
also arequirement relating to utility models that the creation must be new and that
it must clearly differentiate itself from what is already known. Utility model pro-
tection is often called "the small patent”. The protection grants exclusive rights and,
hence, provides protection against imitations.

Utility model protection may be obtained both more quickly and less costly than a
patent because the formal examination is less comprehensive. For example, no ex-
amination is performed for newness. It is the responsibility of the owner to fulfil
the requirements of law. The protection period is maximum 10 years.

Utility model protection in Denmark may be obtained only through registration
with the Danish Patent and Trademark Office. There are relatively few European
countries which offer utility model protection.

The statutory basis for utility models is laid down in the Utility Model Act.

4.3. Trademarks

A trademark serves to identify an individual product or service and aso carries the
image and the goodwill associated with the product or the company. A company’s
name/logo may aso be registered as a trademark.

A trademark gives its owner an exclusive right to use the mark as well as aright to
prevent others from registering or using similar marks for the same products or
services.

Trademark rights may be obtained either by registration or by active use of the
trademark. The registration of atrademark is valid for a period of 10 years and may
be renewed aslong as it is desired.

The EU trademark and the so-called Madrid Protocol (international registration
system for trademarks) make it easier to register trademarks in a number of coun-
tries simultaneoudly.

Both the Danish Patent and Trademark Office and the EU trademark authority, the
OHIM, can register trademarks valid for Denmark.

The statutory basis for trademarks is laid down in the Trademark Act.
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4.4. Design

Design protection is the protection of a product’ s appearance, i.e. as determined by
the specia characteristics of the product itself, including its decorative lines, con
tours, colours, etc.

The protection may be based upon the design itself or upon a decorative element.

Design protection applies only to the appearance of a product, not its function. And
the protection may only be obtained if a new “look” is involved.

Registering a design gives protection for up to 15 years against production and
trading by others of products which are identical to — or do not distinguish them-
selves significantly from — the protected design.

Only the Danish Patent and Trademark Office can issue design registrations valid
for Denmark.

The statutory basis for design protection is laid down in the Design Act.

4.5. Copyrights

Copyrights differentiate themselves from the four previously mentioned forms of
protection in that they do not need to be registered for example. Thus, a person who
wishes to have a copyright does not need to apply for one. The copyright arises at
the very instant a work is created, and it lasts for 70 years after the death of its
holder.

A copyright gives its holder the right to forbid others to produce copies of the work
or to make the work generally available to the public at large. However, private use
IS permitted.

The drawbacks related to copyrights are that they are still not adapted to recent
technological developments, that no effective law enforcement exists in the field
and that it can be extremely expensive to conduct a lawsuit concerning a copyright
violation.

At present copyrights encompass a broad set of areas, from traditional artistic and
literary works to applied art, TV broadcasts, software and multimedia products.
What is characteristic for copyrights is that they concern “works”.

The statutory basis for copyrightsis laid down in the Copyright Act.

4.6. International regulation

Intellectual property rights are, inherently, an object of comprehensive international
co-operation and corresponding international regulation.

The most important conventions are the Paris Convention, which protects industrial
rights, that is to say patents, trademarks and designs, and the Bern Convention,
which deals with copyrights.
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Both conventions are administered by WIPO (World Intellectual Property Organi-
zation), and more than 170 countries have ratified the conventions.

In recent years, some of the negotiations have been conducted under the auspices of
GATT, and the global agreement on the World Trade Organisation (WTO) aso
encompasses an agreement concerning the field of intellectual property rights
(TRIPS).

At European level, co-operative efforts are a'so being made in the field of intellec-
tual property rights. This has, among other things, led to the preparation of the
European Patent Organisation and the EU trademark authority, OHIM. A number
of directives have also been implemented concerning the area.
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5. Accounting for intangible fixed assets

The accounting for intangible fixed assets is governed by the Danish Company
Accounts Act®, supplemented by both Danish as well as international accounting
standards. The review in this chapter will be focused upon industria rights and will
not, for example, discuss goodwill.

As an introduction, areview will be performed of the applicable rulesin the Danish
Company Accounts Act and the Danish Accounting Standard No. 7, "Research and
Development ". A review will then be performed of the International Accounting
Standards Committee’s (IASC) Standard No. 38 concerning intangible assets (IAS
38). Finaly, the consequences of a report from the Danish Company Accounts
Council on future amendments to the Danish Company Accounts Act will be
commented upon to the extent that it concerns possible changes to the applicable
practices. In Appendix 1, the most significant sections in the Danish Company Ac-
counts Act, IAS 38 and the draft for the new Danish Company Accounts Act* are
reproduced.

5.1. The Danish Company Accounts Act
According to the Danish Company Account Act, fixed assets are "assets which are
intended for permanent ownership or use by the company”. Other assets are current
assets. That is to say that the company’s intentions with regard to the individual
assets will determine their classification. The Danish Company Accounts Act does
not define what is to be understood by intangible fixed assets. Such a definition is
found in the International Accounting Standards and reads as follows. " An intangi-
ble asset is an identifiable, non-monetary asset without physical substance held for
use in the production or supply of goods or services, for rental to others, or for
administrative purposes.” In this context, the standards define an asset as "a re-
source controlled by an enterprise as a result of past events, and from which future
economic benefits are expected to flow to the enterprise”. The fundamental char-
acteristics are thus: identifiable, controlled and future financia benefits. As men-
tioned above, these standards will be reviewed in alater section.

The accounting forms® include a list of four categories of intangible fixed assets in
the annual financial statements:

1. Development expenses

2. Concessions, patents, licences, trademarks and similar rights

3. Goodwill

4. Prepayments for intangible fixed assets.

3 Statutory order on the Act on the financial reporting, etc. of certain companies No. 526 of 17 June
1996.

% The section references in Appendix 1 to the draft of the new Danish Company Accounts Act refer
to the draft which was submitted for hearings on 15 June 2000. In other words, the section numbers
which are found in the report of the Danish Company Accounts Council are not used.

® Statutory order on the preparation, submission and publication of annual accounts, etc. and other
accounting information in the Danish Commerce and Companies Agency (BEK) No. 788 of 29
August 1996. Cf. Appendices A and B.
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As stated previoudly, only industrial rights will be covered here, namely groups 1
and 2. The reader should be aware, however, that for purposes of the sale of a busi-
ness, the difference between the equity on the books of a company and the market
value of the company is often assessed in genera. The difference is often entered
on the books as goodwill, without there being a further delineation of the future
earnings ability of the individual elements, for example patents, licences, trade-
marks, etc. In practice, the value of industrial rights is thus often accounted for as
goodwill.

5.1.1. Capitalisation or expensing
Businesses are basically free to choose whether they wish to expense or capitalise
the costs of intangible fixed assets in the year in which the expense is incurred. If
the company chooses to capitalise the costs, then it must be amortised over a
maximum of 5 years under Danish law, unless its economic life is longer, cf. be-
low. In practice, the 5-year period is often exceeded with reference to the economic
life. Only those intangible fixed assets that have been acquired for consideration
can be entered as assets in the annual financia statements. Intangible assets devel-
oped by the company itself can thus only be capitalised at the cost incurred in, for
example, a development project. Group 1 above will thus encompass internally
developed assets, whereas group 2 will encompass assets acquired for considera-
tion.

In accounting standard No. 7, "Research and Development”, it is furthermore stated
that only development costs can be capitalised and amortised, whereas research
expenses must be charged to the profit and loss account in the year in which they
are incurred. The standard include a definition of research, development and devel-
opment costs. Research is characterised as 'fundamental studies initiated by an
enterprise in order to attain new scientific or technical knowledge and insight.”
Examples of research are:

- |aboratory research for the purpose of attaining new knowledge
experiments for purposes of finding possible new products or processes, in-
cluding tests of the usability of potential items
formulation of concepts for potential products or processes as well as the
fundamental design of such
studies of the possibilities of applying research results.

The reason for the fact that research expenses cannot be capitalised is thus that it is
not possible to establish adirect relationship between the expenses incurred and the
future earnings derived from the research work.

Development projects are characterised by "the application of research results or
other knowledge to the production of new or significantly improved products or
processes in advance of the commencement of its commercial utilisation.” Exam-
ples of development projects are:

development of new products

building of prototypes of new machines

development and test runs of new production systems

development and design of prototypes of tools which involve new

technology.
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Development costs are thus costs incurred on the basis of a more direct expectation
of future earnings derived from development work, either in the form of increased
revenues from the sale of products or in the form of reduced expenses on the utili-
sation of the process.

If it is possible to demonstrate a relation between expenses incurred and future
revenues, then development costs may as stated be capitalised. A number of criteria
are set up which must normally all be fulfilled before such capitalisation is permit-
ted:
the product or the processis clearly defined, and those expenses which can
be attributed to the product or process can be identified separately
the technical potential of the utilisation of the product or process has been
demonstrated
the company’ s management has expressed its intent to produce and market
the product or make use of the process
thereis a clear indication of the existence of either a potential future market
for the product or a potential for the utilisation of the process within the
company
there exists — or there can be expected to be procured with reasonable cer-
tainty — sufficient resources both for completing the devel opment work as
well as for marketing the product or utilising the process.

Fixed assets must be valued at either their acquisition price® or their cost price’.
The acquisition price is relevant for acquired intangible assets, whereas the cost
priceisrelevant for internally developed assets, i.e. development costs.

5.1.2. Amortisation and write-downs
Amortisation must be provided in respect of fixed assets with a limited useful life.
Amortisation must be provided in a manner aiming at a systematic amortisation of
the individual asset over its life. The amortisation period for intangible fixed assets
IS, as mentioned previously, a maximum of 5 years. However, this amortisation
period is often extended with reference to the fact that the economic life exceeds 5
years. A reason must be given for this longer amortisation period. Amortisation
must commence once the intangible fixed asset is put into use.

Fixed assets can be written down if their value is lower than their carrying value in
the annual financial statements and if this decrease in value must be presumed to be
permanent. The assessment of whether a write-down should be made must be per-
formed based on the economic utility value of the asset for the company. That is to
say that a market value, if any, is not relevant in this regard as it reflects the value
in free trade: an “arm's-length transaction”. An assessment of write-down require-

® The acquisition priceis defined as "The purchase price with the addition of those expenses which
were occasioned by the acquisition up to the point in time when the asset was placed into service".
Section 27(2) of the Danish Company Accounts Act.

" The cost priceis defined as " The acquisition price of the raw materials and consumables added to
those expenses which can be directly attributed to the asset produced. In the cost price, areasonable
portion can be included of those expenses which can only indirectly be attributed to the asset pro-
duced, provided that these expenses concern the period during which it was produced.” Section
27(3) of the Danish Company Accounts Act.
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ments must be made annually. Amortisation is to be provided in future on the basis
of the written-down value.

It is not permitted to write up an intangible fixed asset to a higher value, regardless
of whether such value can be identified and documented via an active market for
trading in similar intangible fixed assets.

5.1.3.Reporting requirements
In the annual financia statements, information must be given on the valuation, am-
ortisation and write-down methods applied in respect of intangible fixed assets.
Moreover, movements of intangible fixed assets (purchases, sales, amortisation and
write-downs) must be shown in a separate overview, a so-called asset movement
note. Finally, information must be disclosed with regard to fixed assets that have
been posted as security or mortgaged.

5.1.4.Summary
Summarising from the rules in the Danish Company Accounts Act and the associ-
ated Danish accounting standards, it can be ascertained that only intangible fixed
assets acquired for consideration and development expenses may be entered on the
balance sheet, and that the valuation methods are acquisition price or cost price less
amortisation. Amortisation must be provided over the useful life of the relevant
asset, which is basically maximum 5 years. However, the payback period may be
extended if the economic life of the asset exceeds 5 years. In practice, the period is
often prolonged with reference to the economic life. An assessment must be made
annually of whether a write-down should be made. It is not permitted to write up
intangible fixed assets.

5.2. IAS38
As mentioned previoudly, a definition of intangible fixed assetsisfound in IAS 38,
cf. prior section.

Intangible assets forming part of or closely associated with tangible assets must be
treated as if they were part of such. The evaluation must be made on the basis of
the more important of these two elements.

5.2.1. Capitalisation or expensing
According to IAS 38, a company must capitalise intangible assets at cost price
when, and only when:

- the asset is controlled by the enterprise as a result of historical events, and
it is probable that the future economic benefits that are attributable to the
asset will flow to the enterprise, and
the cost of the asset can be measured reliably.

This applies regardless of whether the intangible asset has been acquired for con-
sideration or developed internally within the company. However, additional re-
quirements apply to the recognition of internally developed intangible assets.

IAS 38 draws a distinction between internally developed intangible assets which
arise from:

aresearch phase

a development phase
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Asis aso the case in the Danish accounting standards, intangible assets arising
from the research phase cannot be recognised as an asset. Research expenses must
always be charged to the profit and loss account.

However, intangible assets arising from the development phase are recognised if
the company can demonstrate:
1. Technical feasibility of completing the intangible asset so that it will be
available for use or sale
2. Anintention to complete the intangible asset and use or sall it
3. The ahility to use or sall the intangible asset
4. How the intangible asset will generate probable future economic benefits.
Among other things, the enterprise should demonstrate the existence of a
market for the output of the intangible asset itself or, if it isto be used inter-
nally, the usefulness of the intangible asset
5. The availability of adequate technical, financial and other resources to
compl ete the development and to use or sdll the intangible asset
6. The ability to measure the expenditure attributable to the intangible asset
during its development reliably.

However, 1AS 38 lists a number of internally produced intangible assets that can
never be recognised: goodwill, trademarks, colophons, publishing titles and cus-
tomer ligts.

Expenses for intangible assets must be recognised as an asset from the point in time
when the intangible asset first fulfils the recognition criteria stated above. Thus,
expenses incurred prior to this cannot be included regardless of whether it involves,
for example, expenses incurred during the introductory phases of a development
project which is only now turning out to be successful.

The value of internally developed intangible assets consists of al those expenses
which can be directly attributed or alocated to it on the basis of areasonable and
consistent method, and which have been used for the creation, production and
completion of the intangible asset for its expected use. For example:
- Expenditure on materials and services used or consumed in generating the
intangible asset
Salaries, wages and other employment related costs of personnel directly
engaged in generating the asset
Any expenditure that is directly attributable to generating the asset, such as
feesto register alega right and the amortisation of patents and licences that
are used to generate the asset
Overheads that are necessary to generate the asset and that can be allocated
on areasonable and consistent basis to the asset.

The following expenses cannot be included in the value:
Selling, administrative and other general overhead expenditure unless this
expenditure can be directly attributed to preparing the asset for use
Expenditure on training staff to operate the asset.

After the first recognition, two methods of valuation are allowed:
1. Acquisition or cost price
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2. Market value with reference to an active market.

Cost price corresponds to what is described above under the Danish Company Ac-
counts Act: the value of an intangible asset must be booked at cost |ess amortisa-
tion and write-downs, if any.

It is possible to use the market value with reference to an active market as a recog-
nition criterion, however not for recognition the first time. In other words, after
having first been recognised, an intangible asset may be revalued at its market
value if an active market may be identified in which identical assets are traded be-
tween unrelated parties. Since it is often tremendoudly difficult to refer to an active
market for a precisely equivalent intangible asset, there is alimited possibility of
revaluing intangible assets, but it is a possibility which is, however, not encom-
passed by the Danish rules.

An example of such an active market from the real world is automobile trading. It
Is stated in |AS 38 that an active market for trademarks, patents, music, etc. cannot
exist in that these assets are unique. The reason is that the price which has been
paid for such an asset cannot be compared to other similar assets and that the prices
paid for such assets are seldom available to the public. Consequently, the market
value method cannot be applied to patents and trademarks.

It also appliesin this situation that amortisation and write-downs, if any, must be
provided.

If an intangible assets is revalued and it leads to a write-up, then the write-up must
be tied up under capital and reserves. However, the write-up must be recognised as
income if awrite-down has been performed earlier and then taken to the profit and
loss account.

5.2.2. Amortisation and write-downs
Asfar as amortisation is concerned, intangible assets must be amortised systemati-
cally over their useful life, however not more than 20 years. In special cases the
amortisation period may exceed 20 years. There is also a limitation to the extent
that legally protected rights are concerned, namely the duration of those rights, un-
less it may be extended just like that. The amortisation period begins once the asset
Is ready for use.

The following elements must be part of the assessment of the life of an intangible

asset:
- The expected useful life of the intangible asset

The typical product life cycle for the asset and comparable assets

Technical, technological or other kind of obsolescence

The stability of the asset in the relevant industry and changes in the demand

in the market

Expected reaction from competitors

Expected level of future maintenance expenses

Duration of control of the intangible asset (for example, the period of time a

patent is valid)

The dependency on the life for dependent assets.
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An amortisation method must be applied which reflects the exhaustion of the fi-
nancial benefits of the asset. If no such method can be found, straight-line amorti-
sation will be applied over the expected useful life of the asset. In the calculation of
the annual amortisation amounts, the scrap value (i.e. any possible residual value
on disposal) will basically be set at zero.

According to the Danish Company Accounts Act, write-downs must be made. Ac-
cording to IAS 38, the write-down must be made at the higher of the net sales
value® and the utility value.

5.2.3.Summary of the current state of affairs prior to the amendment of the
Danish Company Accounts Act
The Danish and international rules are identical in many respects. However, there
are afew differences:

- According to international rules, intangible fixed assets must be capitalised,
whereas the Danish rules alow for immediate write-off. According to the
following section on the report from the Danish Company Accounts Coun-
cil, acorresponding requirement may be expected to apply to major Danish
companies.

In those cases where an active market does exist, the international rules al-
low for the possibility of awrite-up to market value. Under the Danish
rules, it is not possible to write up intangible assets. As stated previoudly,
the possibility is, however, limited, and it cannot be applied to trademarks,
patents, music, etc. in that these assets are unique.

The maximum amortisation period is 20 years with the possibility of an
extension, as opposed to a Danish limit of 5 years with the possibility of an
extension with reference to the economic life. In practice, thisis often the
case. The expected amendments to the Danish Company Accounts Act in-
cludeasimilar limit of 20 years.

5.3. Report from the Danish Company Accounts Council on a

new Danish Company Accounts Act
In its report, the Danish Company Accounts Council makes allowance for general
developments and the contents of the International Accounting Standards issued by
the IASC. However, the Council has made no definition of an intangible asset, as
the Council does not wish to limit developments in the accounting practice con
cerning intangible assets.

For intangible assets, a distinction is drawn between acquired and developed fixed
assets. For acquired intangible assets, the Council proposes that a requirement be

introduced for major companies to recognise (capitalise) along the lines of the in-

ternational standard, provided that the requirements below are fulfilled.

Assets or liabilities can be recognised only if:
It is likely that the company will receive the financial benefits or cede the
financia resources, respectively, and

8 The net sales value isthe net value, i.e. the value net of transaction costs at which the asset could
have been sold at the measurement time.
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The value of the benefits or resources, respectively, can bereliably as-
sessed. By "reliably” is understood that the measurement must be neutral,
verifiable and able to be represented in a valid manner.

For self-developed intangible assets, the same six requirements as mentioned above
under 1AS 38 in connection with development projects must be fulfilled before the

assets can be recognised.

The valuation methods for intangible assets are the acquisition price for acquired
intangible assets and the cost price for self-developed intangible assets.

Intangible assets must be amortised under the same rules as are found in the Danish
Company Accounts Act. However, the time horizon is expanded as in the interra-
tional standard to 20 years instead of the 5 years presently applying. However, am-
ortisation periods of over 5 years must be explained in the notes. Write-downs must
be made in accordance with the provisions of 1AS 36, which deals with the im-
pairment of assets, i.e. a procedure for how the economic value of an asset must be
assessed. As opposed to |AS 38, write-ups will still not be allowed for intangible
assets in that a write-up would be in violation of the EU's Fourth Directive.

5.3.1.Summary
Apart from the possibility of write-ups —which, as aready mentioned, is not rele-
vant for patents and trademarks — it can be concluded that the forthcoming revision
of the Danish Company Accounts Act will bring the Danish rules into accordance
with the international standard.
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6. Methods and models for the valuation of intel-

lectual property rights
Part of the task of making patents and trademarks controllable or manageable in-
volves valuations of same®. These valuations may take different forms, for example
just a grouping or a categorisation. However, unless a valuation is carried out, it
will not be possible to prioritise a contribution or allocate resources.

A number of different initiatives are being taken around the world for purposes of
finding valuation methods for intellectual property rights. This is due to a number
of factors. However, one significant justification is the desire to be able to better
manage intangible assets. A continually increasing number of companies are be-
coming aware of the significance of being able to manage their intangible assets
not only to attain a better market position, but also internally in the business to
manage them in a better way. In some industries, intangible assets are the only as-
sets which actually exist, for which reason they are of course highly essential.

Efforts are being made with regard to the evaluation of patents using various meth-
ods. In general, these methods may be divided into quantitative valuation methods,
which attempt to place a monetary value on patents, and methods which are more
gualitative in their approach in that the valuation is: "very important”, "important”,
"less important” or "negligible".

This chapter will give a short presentation of some of the quantitative valuation
models, and then two qualitative methods will be described in more detail. This
will not involve an exhaustive list of al valuation methods that can be found in
literature, but rather a number of the most significant contributions. At the end of
the chapter, a method will be presented which attempts to place a value on what is
called knowledge capital, which is typically defined as the difference between the
market value of a company and its equity.

6.1. Quantitative methods

The quantitative valuation models can be grouped into four general types, as shown
below:

M ethods based upon cost price
Methods based upon market value

Methods based upon unexpected earnings

Increasing degree
of sophistication

V¥ Methods based upon option pricing theory

® Valuation should be interpreted in a broad sense in this context, asit does not just concern the
determination of amonetary value. Vauation should be perceived as the determination of a number
of characteristics—relatively in relation to the enterprise which owns the intangibl e assets in ques-
tion — allowing a comparison with other intellectual property rights evaluated under identical cir-
cumstances.
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6.1.1.Methods based upon cost price
Methods based upon cost price are a result of the possibilities with regard to the
accounting rules. The expenses related with the acquisition of a patent are summed
up, and then this value is set equal to the value of the patent plus amortisation and
write-downs, if any, cf. Chapter 5.

A vauation under the cost price method does not necessarily give the company or
other interests atrue and fair view of the value of the patent to the company or to
others. Hence a prioritisation within the company, which is solely based upon the
historical cost price, can be expected to be arbitrary and, at worst, negative for the
company itself. Thisis due to the fact that it may not necessarily be the patents
which were the most expensive to produce that are the most valuable ones. The
same applies to patents that are several years old and, hence, have been written
down in value. They might actually still be the most valuable ones to the company,
even though the historical cost price does not show such to be the case.

One of the advantages of the method is that the patents become visible in the com+
pany in that they are made up at a value; and on that basis alone it is likely that the
management will become aware that they exist.

6.1.2. Methods based upon market value
As there are no formal markets for patents'®, the approach to valuation is to look at
the price of comparable assets traded between two independent partiesin an active
market. There are, however, a number of problems with this, as patents cover
unique inventions, which perhaps do not have any comparable assets. In addition,
thereisarisk of comparing a patent with another patent which has been traded but
which has still not been utilised to the full extent possible, causing the patent to be
undervalued. A number of other problems associated with methods based upon
market value could be mentioned, but the reader should refer to the specialised lit-
erature for a more thorough discussion of the subject™*. It should also be noted that
the Danish Company Accounts Act specifically excludes the possibility of writing
up patents and trademarks to market value due to the lack of a market.

6.1.3.Methods based upon expected ear nings
The methods under this category are al centred around evaluating the future cash
flow which derives from the patent or the underlying invention and then discount-
ing them back at a discount rate. The method for doing thisis called the DCF
method (discounted cash flow)'2. This method can subsequently be made more or
less advanced according to how many factors of uncertainty are taken into account,
such as time and risk projections.

19 The new Internet markets for patents will be mentioned later in the article. However, it still can-
not be said that actual markets have been established for trading in patents from which market
prices can be found.

11 See for example “ The Valuation of patents: A review of the patent valuation methods with con-
sideration of option based methods and the potential for further research” by Robert Pitkethly.

12 For more detailed information about this method, reference is made to the specialist literature, for
example” Principles of corporate Finance” by Brealy & Meyers.
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An advantage of these methodsisthat it is relatively simple to assess the value on
the basis of the conditions set up, and hence sensitivity analyses, etc. can be per-
formed.

A significant disadvantage of these methods is the uncertainty with regard to the
future cash flow from new inventions, as they basically have no experience base
that can be drawn upon regarding potential, etc.

6.1.4.Methods based upon option pricing theory
These methods are by far the most advanced and seem to be those which can re-
solve the greater part of the above problems related to the setting of a market value
for patents.

Some research-related work is being done in connection with the application of
options-based valuation methods in relation to the valuation of patents. As a justifi-
cation for this, it is stated that a patent is like a call option. The definition of an
option is:

"An option is a contract in which the seller of an option grants the purchaser of the
option a right, but not an obligation, to purchase or to sell an underlying asset at a
fixed price within a specified period or on a specific date.”

A distinction is made between European and American options. European options
can only be exercised on their expiration date, whereas Americans options can be
exercised on al days up to and including their expiration date. That isto say that
the person who has the right to purchase or sell the asset can exercise thisright at
any such point in time as he considers appropriate. A distinction is also made be-
tween call and put options. Call options are options for which the purchaser of the
option has the right to purchase the underlying asset from the seller. Put options
are where the purchaser of the option has the right to sell the underlying asset to the
seller. A patent may be seen as aright to utilise a given asset (for example technol-
ogy or aprocess), which will perhaps have a future value.

Options are priced using the Black-Scholes option pricing model, which isa
mathematical model for the valuation of options.

For afurther discussion of the challenges related to the use of option pricing mod-
els for the valuation of patents, reference is made to “ The Valuation of Patents: A
Review of the Patent Valuation Methods with Consideration of Option Based
Methods and the Potential for further Research” by Robert Pitkethly.

According to their web-site, one of the Internet-based marketplaces, pl-x.com,
which stands for Patent & License Exchange, has developed a model for the valua-
tion of intangible assets, which builds upon the Black-Scholes option pricing
model. They call this model “Technology Risk Reward Units’ (TRRU™). Asthe
model is, however, not described in detail on their website, we cannot describe it in
more detail here, but only refer the reader to www.pl-x.comfor additional infor-
mation.
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6.2. Qualitative methods
The two models presented in this section attempt to assess the value of patents on
the basis of aform of classification or marking.

6.2.1.Intellectual Property Audit Map
The American company Dow Chemicals had at one point in time once approx.
29,000 patents, and as a consequence of an economic slowdown in the industry,
they were forced to cut back on costs in the company. Hence Dow Chemicals be-
gan a comprehensive project to revise their patent portfolio. The method devel oped
by Dow Chemicals consists of the following steps:
Assign the responsibility to the individual divisions for those patents whose
technology they use or expect to use
Work out a matrix as shown below.

The company’s strategy/applications/plans

Current plans Future plans Not in any plans

Non-strategic
patents. License.

>4 times GDP /\
Strategiske patenter.

2-4 times GNP K Beholdes.

Commercial growth in

thedivision

<2 times GDP

Non-strategic
patents. Abandon.

Source: Rembrandts in the Attic, Kevin G. Rivette & David Kline.

The elements in the matrix are a partitioning of the business-related growth in the
division with regard to strategies/plans, etc. of the companies. The two overall
categories are each broken down into three elements. For the business-related
growth in the division, the categorisation is performed here in relation to the
growth rate of the GDP, although a different categorisation might well seem more
relevant for the division concerned. For the company’ s strategy, the categories are
characterised in relation to the extent to which the technology, etc. is used in prod-
ucts/processes which enter into: current plans, future strategic plans or no plans at
al.

The work then involves categorising all the division’s patents into one of the cells
in the matrix and then deciding upon the subsequent action to be taken for the indi-
vidual patent. In the matrix, a possible classification of the strategic alternativesis
given, athough it is up to each individual company to decide what to do with pat-
ents that are classified by the individual cells.

6.2.2. Patent-related Evaluative Indexes
The Japanese Patent Office, the JPO, issued a draft in 1999 containing a qualitative
valuation model. The model uses a marking system based upon five marks from A
to E, where A is the best and E is the worst. The application area for the model is
individual patents.

The modd is structured around three overall assessments;
1. Specific assessment
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2. Checklist assessment
3. Summary assessment

Re 1: The specific assessment consists of two elements:
A. Basic information
B. Specific assessment of the rights

Basic information is fundamenta information on the patent. This involves infor-
mation such as whether the patent is at the application stage or has been granted, if
the patent has been granted, how long the remaining period of protection is, in
which countries the patent has been protected, whether there are objections, etc.
from third parties, whether there is a need for licences, what status (basic technol-
ogy, highly improved technology or only marginally improved technology) the
Invention can be said to have, which patents are related to the patent concerned
and, finally, something concerning expenses already paid in connection with the
patert.

The total information should impart to the individual who is to perform the assess-
ment an understanding of the properties, etc. of the patent.

The specific assessment of the patent consists of three items, each of which has one
or more associated index questions. There are atotal of 8 index questions. The
three items are:

The degree of technical control which the patent covers

The degree of completion of the technology behind the patent

Possibility of commercialising the market

For each of the 8 index questions, there is a set of pre-defined responses consisting
of between three and five possible responses. A given number of points (between 1
and 5 points) are associated with each possible response. Once the index questions
have been evaluated and the most suitable response category has been specified,
then the points are to be summed up. Finaly, the mark to which the number of
points attained justifies must be stated.

Re 2: The next assessment is two checklist assessments:
C. Assessment of the potential for transferring and sharing the patent
D. Assessment of the commercial potential

The assessment of the potentia for transferring and sharing the patent consists of
two items, each of which consists of a number of index questions. There are 6 in-
dex questionsin total.

The two items are:
The reliability of atechnology transfer
The stability of the rights and the possibility of enforcing them

The assessment of the commercial potential consists of two items, and atotal of 17
index questionsin al. The two items are:

The commercial potential of the invention

The earnings potential of its commercial utilisation
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The technique used is the evaluation of the two checklist evaluations is the same as
mentioned above regarding the assignment of points. pre-defined possible re-
sponses and marks. Moreover, the importance of each index question should be
evauated. This importance evaluation should thus result in an indication of the
importance of the question concerned for the patent involved. The weight attributed
to the question concerned will be used in the computation of the numerical points
for the index question in such a manner that the points will be weighted in relation
to those index questions that are deemed to be important.

Re 3: The summary evaluation is an overall review of the previous evaluations, the
purpose of which isto assign a mark between A and E to the patent, as mentioned
in the introduction to this section. There are no guidelines as to how this assess-
ment should be performed. However, it is mentioned that regard should be paid to
the particularly important index questions and to the points attained and that a
comprehensive description should be made of how the final mark was arrived at.

6.3. The knowledge capital model
In this section a method will be presented, which, as opposed to the previous mod-
els, does not focus on individual assets such as patents or trademarks, but rather on
stating how knowledge capital’® can be described or presented.

6.3.1. The Knowledge Capital Scorecard
Professor Baruch Lev from the Leonard Stern School of Business at New Y ork
University has developed a model which he calls “ The Knowledge Capital Score-
card” (in the following referred to as "the Scorecard"). The model attempts to set a
value on what is called knowledge capital .

A rule of thumb used to describe knowledge capital is that it is equal to the market
value minus the book value. This rule of thumb can be criticised on a number of
points. Firstly, it suggests that knowledge capital can have different values de-
pending upon the accounting practices chosen. If the payback period for a given
asset is extended, then — all other things being equal — it will reduce the knowledge
capital. This cannot be a natural consequence. Secondly, the rule of thumb suggests
that the capitalised assets do not have a value that exceeds their cost price or acqui-
sition cost, which are the two permitted valuation methods provided by the Danish
Company Accounts Act for tangible fixed assets. Neither can this be the case. Ra-
tional companies do not acquire assets if the company cannot attain a net present
value from the asset that which exceeds its acquisition cost or cost price. Hence the
knowledge capital which results from the use of the above formulais overvalued.

Baruch Lev argues that it is nonsensical to try to allocate knowledge capital on the
basis of individual assets, as such a scheme could not take into account the syner-
gies which may exist between related products and services.

The Scorecard developed by Baruch Lev looks like this:

13 K nowledge capital is understood as the value of the people, the processes, the intellectual prop-
erty rights and the customers.
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The Knowledge Capital Scorecard

Knowledge capital = (Normalised earnings — earnings from tangible and financial assets)

Knowledge capital discount rate

The Scorecard builds upon a conventional valuation of the after-tax returns on tan-
gible and financial asset investments and an estimate of the long-term returns on
the knowledge capital (knowledge capital discount rate). However, since no body
of experience exists in the calculation of such an expected rate of return, Baruch
Lev has used a substitute. This substitute is the average after-tax expected rate of
return in three industries, which primarily consist of knowledge assets: computer
software, biotechnology and pharmaceuticals.

The procedure for computing knowledge capital begins with an estimate of a com-
pany’s annual normalised earnings. This quantity is computed as the company’s
historical results for the last three years plus the earnings forecasts for the next
three years. An institution exists in the US, which makes such forecasts and from
which data can be obtained. For other countries, the individual investor or other
parties concerned must make the earnings estimates themselves.

The next step is to compute the earnings from tangible fixed assets (net of long-
term liabilities and reserves) and financial asset investments. The procedure is to
multiply the respective asset classes by their expected after-tax returns. Baruch Lev
has found that the expected after-tax rates of return for tangible assets and financial
asset investments are 7.0% and 4.5%, respectively. These rates apply to all compa-
nies regardless of the individual company’srisk profile or cost of capital. It isaso
mentioned that the individual companies will in time be able to calculate their rates
of return themselves. Nevertheless, the given rates do provide good estimates of
earnings from tangible and financial asset investments.

The residual which appears when earnings from tangible and financial asset in-
vestments are subtracted from the normalised earnings is part of the normalised
earnings, which cannot be accounted for. Baruch Lev is of the opinion that this
represents the earnings from the knowledge capital. He calls this residual "knowl-
edge capital earnings' (KCE). KCE can then be used to calculate different key fig-
ures such as knowledge capital margin (KCE/Sales).

The last step in the computation is to divide the knowledge capital earnings by the
knowledge capital discount rate. Baruch Lev has done so for the three industries
mentioned above (computer software, biotechnology and pharmaceuticals) and
found that the knowledge capital discount rate is 10.5%.

Once the knowledge capital has been computed, then the extent to which the com-
pany is knowledge-based can be worked out by calculating the ratio of knowledge
capital to book value. Furthermore, the ratio of knowledge capital to sales can be
computed. Doing so makes it possible to see whether the contribution of the
knowledge capital to the company’ s performance increases or decreases over time.

The last concept which is introduced in the Scorecard is “comprehensive value’,
which is equal to the knowledge capital plus the book value. Comprehensive value
can be said to be areflection of a company’ s balance sheet, which takes absolutely
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all assets into account: from machines to patents and trademarks. If the ratio of
market value to comprehensive value is computed, analysts and others will be able
to evaluate the current share price of the company. A ratio of 1:1 indicates that
nothing but short-term earnings are embedded in the share price.

The method seemsto be at a stage still where it is too undeveloped, and it contains
the same uncertainties as were mentioned under the methods based upon expected
future earnings.
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7. Summary of results from the data samples col-
lected

A summary will be presented in this chapter of the overal results from the 15 in-
terviews which were carried out with mgjor Danish and foreign companies, the
focus meeting with investors, consultants and patent agents and the electronic
guestionnaire — the web-based survey. For additional details on the three different
data samples, reference is made to Chapter 11 concerning methodology. Each of
the four themes permeating the entire study will be summarised: strategic manage-
ment, valuation, reporting and future requirements.

7.1. Strategic management
The focus in this section of the report will be on the attitudes of the consultants,
investors and patent agents towards how companies ought to work in a strategic
manner with their portfolios of parents and trademarks. Afterwards, these attitudes
will be compared to how companies do actually work in a strategic manner with
patents and trademarks in practice.

Strategic M anagement
Interview | Focusmeeting | Web survey
Large Investorsand “All”
companies analysts
Strategy for the | Yes-all Important Approx. 75%
entire company
Strategy for Yes- nearly all Important Approx. 25%
patentsand
trademarks (+approx. 40%
not in writing)
Relationship In general, no Important Not asked
between the
strategies

Firstly, it can be ascertained that the consultants, investors and patent agents clearly
believe that it is important that the companies work in a strategic manner and try to
ensure that there is some kind of correlation between the overall strategy and a pat-
ent and trademark strategy. It should, however, be pointed out that the companies
have still not progressed to the extent that they have carried through such a direct
strategic unification. The companies are working in a strategic manner, which
means to say that they formulate their business concept/mission, vision and busi-
ness strategies™. It thus emerges from the web-based survey that between 70% and
78% of all companies have formulated such strategic elements.

Only those companies that were included in the interview round were asked
whether they make sure that the overall strategy and any possible patent and trade-

14 By company strategy is meant a strategy for the entire company, as opposed to an independent
strategy for agiven business area or for agiven portfolio, such asIPR.
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mark strategy correlate. The result was nevertheless that the companies do not in
general make sure that there is such a correlation.

As regards the question of whether work is performed independently in a strategic
manner within the companies with regard to patents and trademarks, it should be
noted that there is a very large difference between the two populations of the inter-
views and the web-based survey, respectively. Most of the enterprises participating
in the interviews performed some form of strategic planning. The results from the
web-based survey were that a written strategy or policy was formulated in only
approx. 23% of the companies with regard to patents and trademarks. Approx. 38%
responded that they did have a strategy or policy for patents and trademarks, but
that it was not formulated in writing. In contrast, the consultants, investors and pat-
ent agents held the reasonably unequivocal view that it was important that thereis a
separate patent and trademark strategy if the patent and trademark portfolio was to
be utilised in full.

It can therefore be concluded that, in general, companies still are not at such an
advanced level that they make sure that their overal strategy and any strategy for
patents and trademarks correlate, and that only major companies formulate inde-
pendent patent and trademark strategies or policies.

7.2. Valuation

It must be concluded that Danish companies do not generally perform any system-
atic valuations in monetary terms of their portfolios of patents and trademarks.
Some companies do perform a qualitative valuation of their portfolio. However,
only approx. 15% of companies do so. Nothing can be concluded on the basis of
the available data sources as to how this quaitative valuation is performed.

Valuation

Interview | Focusmeeting| Web survey

Largercomp | Investors and “All”
anies analysts

Quantitative Not in general Hardly realistic | Few, approx. 8%
valuation
Qualitative Not in general Important Approx. 15%
valuation
Need for For specific Large For specific
valuation purposes purposes

The results from the interviews, the focus meeting and the web-based survey do,
however, confirm the basic presumption of the project group: that efforts should be
made to develop a qualitative valuation model instead of a monetary model. The
companies wish to be able to perform qualitative valuation and reporting concern-
ing their patents and trademarks, and the consultants, investors and patent agents
also seek such qualitative reporting. In addition, the web-based survey confirmed
that the assessment factors included in the valuation model are those which should
be included in such a qualitative model as well.

The monetary models used for valuation purposes are primarily based upon ex-
penses incurred, the estimated market value or the discounted cash flow (DCF).
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A general conclusion based upon the three data samples described above is that no
valuations are made on an on-going basis in the companies. In those cases where
patents and trademarks are sold, the valuation is often aresult of the relative bar-
gaining strengths or the two parties, or an estimate is used, or the price is imputed
as a conseguence of business considerations.

7.3. Reporting
The section on reporting is broken down by internal and external reporting, respec-
tively.

Reporting is largely performed internally within the companies on their patent and
trademark portfolios. The aspects most frequently reported on are infringement
proceedings, number of rights, number of applications, expenses and new inven
tions. However, as no general framework has been established with regard to the
reporting, it primarily takes place on an ad hoc basis.

Reporting
Interview Focusmeeting | Web survey
Large Investorsand “All”
companies analysts
Internal Yes- by and large | N/A Approx. 66%
reporting all
External Limited Important Limited
reporting
Importance of |Not relevant Important Not relevant
external N N
reporting Sensitive Sensitive

Asfar as external reporting is concerned, less than 25% of companies report on
patents and trademarks in their annual financial statements. The aspects reported on
are: number of rights, number of applications and expenses. The most significant
reason why no reporting is made is that such information is not thought to be rele-
vant for the readers of the annual financial statements.

Opposed to this are the perceptions of consultants, investors and patent agents to
the effect that the information presently disclosed is not sufficient. Thereis ade-
mand for information, as the potential of a company cannot be reasonably assessed
without this information, provided that assets which are important to the company
are involved.

It can therefore be concluded that there is a discrepancy between the information
that companies consider relevant and the information demanded by the investors,
etc.

7.4. Futurerequirements
The responses we have received support the idea that efforts should be made to
establish a qualitative valuation model which can be used internally by the compa-
nies as part of their management process, and possibly also for external reporting.
Thisis aso what investors, etc. demand, as they seek a model which builds upon a
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qualitative valuation which can be used for external reporting, but which the in-
vestors can aso use as an element in the assessment of a company’s patents and
trademarks.

Future Requirements
Interview Focus meeting Web survey
Large Investorsand “All
companies analysts
Valuation Qualitative Qualitative Not asked
method
External Not relevant Desire more Approx. 22%
reporting . information perform external
Sensitive reporting.
The remainder
state not relevant
or sensitive.
Possibility for Nonedesirea Would likea Approx. 20%
capitalisation of | monetary money measure, desiretobeableto
patents and valuation. but with regard for | use a money
trademarks _ reliability. Would | measure. Approx.
Few would like | |ikequalitative 37% desireto be
toperforma description with | abletousea
qualitative referenceto qualitative
valuation. strategy. measure.

As mentioned above under section 7.3, companies do not in general consider nec-
essary to provide additional information on their activities concerning patents and
trademarks in their annual financial statements. Thisis partly due to the fact that
doing so would involve information that is irrelevant for the users of the annual
financial statements, and partly that such information is, to a lesser extent, regarded
as being too sensitive for the enterprises. In addition, the investors and others wish
to have additional information included in the annual financial statements.

Against this background, the enterprises generally neither wish to be able to use a
monetary nor a qualitative valuation in relation to the recognition of their patents
and trademarks in the annual financial statements. There is, however, a small dif-
ference between the large companies that were interviewed and the companies that
responded to the web-based survey, since approx. 37% of the companies in the web
survey would like to be able to perform an external qualitative reporting.

It can hence be concluded that more efforts should be put into preparing a qualita-
tive valuation model which would primarily be useful for internal management, but
which could aso be used as a basis for external reporting.
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8. Management and control of patents and
trademarks

It isafact that in the new economy, the principal value of a company arises
through the creation and application of knowledge. The competitive advantages of
a company will to avery large extent be attributed to those resources which are
specia and hence cannot easily be copied by others. Thus the manageria tasks re-
lated to the administration of a company’s knowledge-based resources, including
patents and trademarks, will be of crucia strategic significance to the company.

On the basis of international trends in the patent field, in which liberalisations rela-
tive to current Danish legidation have occurred, it must be expected that it will
soon be possible to patent software and business models in Denmark, too. Asa
result, the significance of patents and trademarks will, al other things being equal,
increase in future. The challenge for the companies will thus be to utilise and de-
velop their knowledge-based resources, including the patenting of such resources to
be able to appropriately differentiate themselves from its competitors.

The most immediate benefit of the strategic management of patents is that a com-
pany can attain a better utilisation of its resour ces, which can immediately bring
about a number of financial benefits. This could be through higher revenues from
the company’ s intangible assets, for example by selling licences, or through are-
duction of the expenses related to the maintenance of intangible assets. Moreover,
the strategic organisation and management of the resources™ and the activities
for which the resources are used will probably give the company many market-
related advantages. The interaction between management, resources and activities
will thus be essential to the strategic management.

Since a company’ s knowledge-based resources are of crucial strategic significance,
these assets must, inherently, be managed and developed as well.

This chapter will primarily focus on patents as knowledge resources and will ex-
plicitly describe this field. Trademarks will only be discussed to alesser extent,
even though a number of the strategic aspects will apply to them, too.

8.1. Linkage between the overall strategy and the patent

strategy

The linkage between a company’ s overall strategy and its strategy for patents and
trademarks will, all other things being equal, be more significant in "the new econ-
omy" than before. In the new economy, one of the preconditions for being able to
compete is that a company can create, produce, protect and commercialise intel-
lectual property rights.

It seems logical that the various strategies of a company should aways be co-
ordinated and adapted to one another. The issue is smply whether a detailed stra-
egy for patents and trademarks can remain cohesive if it is exclusively subordinated

151 n this context, resources are the inputs used by the company to produce and market a product or
service, including patents.
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to abroader, higher-level strategy. Furthermore, the individual company should
consider how patents — being an important knowledge resource — are actually part
of the company’s management processes, including marketing and product devel-
opment.

8.2. Separate or integrated strategy

If a company has a minimum of patent activities, then it would not be appropriate
to ssimply make the patent strategy an integral part of the company’s overall strat-
egy. This strategy consists of so many different elements that it would be difficult
to make the patent strategy a coherent part of it. The patent strategy should be
adapted to the company’s overall strategy and basic values. However, it should be
directly related to a more specific strategy concerning the company's competencies
and knowledge resources.

Linking the patent strategy tangible competencies and a knowledge-based strategy
may can create the basis upon which the management can allocate its resources. If
patents and trademarks are assets of the company, then they must be made control-
lable or manageable. This implies that they are made visible as resources for the
enterprise's products and/or processes, and it implies that their application can be
measured and reported on. In order for thisto be relevant, a strategy must be for-
mulated as to how patents and trademarks are important; and it must be made visi-
ble whether they support the company’s vision and objectivesin general.

Targeted management and reporting within this areawill thus also require arela
tively detailed strategy that is separate from the overall strategy. It will be neces-
sary in major companies to prepare actual "guidelines’ as to how different patent
activities and events should be handled, possibly supplemented with specific de-
scriptions regarding individual products. Furthermore, detailed process descriptions
of the interaction between the development department and the patent department
should be available. The independent patent and trademark strategy will moreover,
as with the strategies of other functional areas, be fit into the company’ s overall

strategy.

In summary, one may say that there is a need for a comprehensive strategic view in
which detailed strategies are related to the company’s broader, higher-level strate-
gies. In the pharmaceuticals industry, the significance of patents will typically be
much greater than in the IT industry, and managing them will also differ as to the
level of detail and type. Unfortunately, no single standardised solution exists for an
optimum strategy. The individual company must compose it so as to work within
the company’ s own culture and context.

8.2.1.Management-related characteristics of patents

In aresource-related respect, patents can be regarded as a capacity. The company
pays for these rights, which to some extent become a prerequisite and a basis upon
which to create activity. Intangible assets can thus give a company a marketing-
related capacity: However, as opposed to traditional types of capacity it is possible
to attain the same capacity in some situations without having to pay anything for it!
This could, for example, be a situation in which a company chooses to keep a pro-
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duction method secret instead of applying for a patent on it. It would be problem-
atic to out-license this capacity, but the possibility exists.

There are also other attributes distinguishing patents from anormal capacity: the
situation in which a patent becomes a scarcity for the activity. Through licensing
activities, etc., patents can, in principle, provide an unlimited marketing capacity,
although for patents this ability is limited to their normal life of 20 years.

Decisions concerning patents and trademarks will often have along timeframe and
period of effect. All other things being equal, these choices result in a high degree
of irreversibility. The irreversibility does not lie in, for example, heavy start-up
Investments which are often connected with this concept, but rather smply in the
choice itself. Once the choice has been made to make an invention public, it is not
possible to retract it and apply for a patent afterwards. It can be said that the op-
portunity cost or the consequences of patent decisions can be rather high. A patent
and, thus, rights which could be worth many hundreds of millions can be obtained
for areatively modest amount of money. Conversely, errorsin this area can be
incredibly expensive. Their management thus takes on a strategic or structural
character.

Patents and trademarks can thus to a large extent be thought of as a marketing-
related capacity, but since their attributes are different from "normal” capabilities,
they give rise to some management-related challenges. Since many business areas
are changing very quickly and since it is not possible for a company to pursue al
paths, the strategic use of patenting may be a possibility. The patent would thus
function as an option, and a company can choose whether it will pursue that path
itself or whether it will licence its rights to others. Without a strategic patent strat-
egy, al development results not pursued by the company itself will be wasted.

8.3. Patentsand trademarks as knowledge resour ces

A company’s resources can be divided up into two categories, al depending upon
whether they are based upon ownership rights or upon knowledge. Legally con-
trolled assets based upon ownership rights can give a company a competitive edge
as long as the structures in the market permit the asset to be valuable. Knowledge-
based assets are protection against imitation, not in alegal sense, but because these
assets will quite often be difficult to imitate.

Patents and trademarks are interesting assets in this respect because they embody
not only alegal protection of the rights — they also have a very large knowledge
content.

Well-protected patents and trademarks will, for most companies, be a very impor-
tant strategic resource. The rights can supplement each other in many different
contexts and in this manner create "concept” protection for the company.

As opposed to patents, which to a large extent reflect a company’s internal knowl-
edge and competencies, the nature of trademarks is more marketing-related.
Trademarks will thus have a smaller knowledge content than patents. Trademarks
have a history and their significance depends upon how the trademark has been
used and treated by the company. A trademark can, for example, be an excellent
guarantee that the company will be able to market its products and services on the
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Internet, because the protection to a large extent secures the rights to the came do-
main name®®. Trademarks have a large marketing-related significance and value in
this manner, but they are not necessarily a guarantee that the company possess any
special competencies or knowledge. Hence trademarks cannot be directly charac-
terised as a knowledge-based resource, but rather a more perhaps "reputation-
related” resource.

8.3.1. Resour ce and competency management

In traditional financial management, it is the capacity requirement of the activity
which controls the establishment of the capacity and thus also the expenses. With
patents and trademarks, it is more difficult to point to an unambiguous context. The
nature of the tasks normally connected with a company’ s adjustments of its capaci-
tiesis dightly different in this context. Under these circumstances it is thus part of
the capacity that somehow governs the activity, because a patent can give riseto
market opportunities. The strategic management will hence to alarge extent resem-
ble resource and competency management, where the focus will be in the interac-
tion and integration of the intellectual resources and the human resources.

Most companies will face different management-related challenges related to the
effective utilisation of a company’s knowledge-based resources, for example chal-
lenges relating to the composition, qualification and measurement of these re-
sources. With an individual company, the overall strategy might manifest itself in
concrete measures concerning a desire to create innovation, obtain patents, etc.
These are both rational and appropriate measures. However, in relation to compe-
tency management they are an element of extreme importance. It is the connection
between the employees and the patents. The value of a patent and its market-related
commerciaisation depends not only on whether the company holds the patent, but
also on whether it possesses the knowledge and the skills that created the patent. It
Is therefore very important that the qualifying activity is, to alarge extent, directed
towards sharing and anchoring the concrete knowledge and experience gained by
the employees during the development process.

Even though patents are legal rights having physical or "explicit" characteristics, it
is very important to be aware of the close linkage to human resources'’. The fact
that a company obtains a patent does not necessarily mean that the company in all
of the 20 years will have the knowledge and experience based on which the patent
was created. There are innumerable examples of how companies have "forgotten”
how a product was actually created. What is important here is perhaps not so much
the product itself, but rather the learning which was the basis for the innovation. In
concrete terms, a mapping of persons to patents could give a picture of how much
of the original knowledge a company still possesses. These measurements could
then form a basis for the knowledge management activities within the company and
they could aso be reported externally to, for example, investors, etc. A patent thus
represents an explicit knowledge and competency possessed by the company.

18 |n ajudgment concerning “www.brugterolexure.dk” of 18 August, the Copenhagen Maritime and
Commercial Court found that “Rolex” must not be used unlawfully in Internet addresses.

Y Thiswill also apply to trademarks, although to afar lesser extent.
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However, a patent as a knowledge-based object represents a very complicated in-
teraction of many different resources.

8.3.2.Linkageto strategic marketing storyline

Many patents and trademarks will in addition to their "normal" value also have a
very significant positioning-related value, because the patent is related to the com-
pany’s overall marketing storyline. From a knowledge-management perspective,
patents will often be directly related to the utility value that the company wishes to
deliver to its customer.

An example of this would be a Volvo patent that has a safety aspect. In this situe-
tion thereis alink between the patent and Volvo’'s overal positioning which makes
the patent more important than ssimply being yet another patent. In this situation it
is extremely important to be able to assess the connection between the elements.
Does the company also have the marketing-related resources it needs to utilise the
positioning-related value of such a patent? In relation to the internal knowledge
management activities, the connection to the utility value is also interesting, since
from this perspective the technical development competencies also bear a direct
relation to the company’s marketing storyline. A development team employed by
Coloplast must thus also know something about quality of life'®, not just smply
chemical compounds. By virtue of this, the team cannot be directly replaced by
other technical competencies that have not developed any "quality of life".

It thus appears that patents can have very different significances for a company
because they can have a connection to other parts of a company’s strategy than
simply the product itself. This relationship will become still more pronounced with
the possibility for patenting business methods, and will also apply to service busi-
NESSES.

Assessments need to be made of whether there is an appropriate interaction be-
tween the different strategic elements. What isin mind here is primarily the inter-
action between the resources, the structure and the activities. This would be a broad
assessment of complementarities that would go further than the individual patent.

The assessment would look into whether the resources are being used appropriately
in relation to activities carried out, whether the resource utilisation is rational and
whether the management of the activities is sufficient.

It is to be considered whether there is a rational connection between the individual
elements, including particularly a company’ s employee resources and competen-
ciesin generd. In concrete terms, measurements could be made, for example, of
the number of patents relative to the number of people in the patent department or
the number of countries in which patents have been taken out relative to the num-
ber of personsin the patent department. Some key figures can be generated in this
manner, from which it would be possible to assess the likelihood that a company is
able to utilise its patents.

18 Coloplast has amarketing storyline concerning utility value in which their product supplies
"quality of life".
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8.4. Guidelinesfor strategic management

It appears from the above review that patents and trademarks are particularly im-
portant for a company and that their characteristics are in many respects different
from "normal” resources. As aresult, considerable efforts need to be made to make
these resources controllable and manageable and to incorporate this work into the
company’s overall strategic management.

The strategic management of patents cannot be anchored without problems directly
in atool such asintellectual capital accounts, which, among other things, are in-
tended for managing a company’ s knowledge-based resources. However, it would
be possible to manage these resources using other methods/techniques. What is
most essential is that the strategic and dynamic/proactive management of a com-
pany’ s knowledge-based resources is implemented. This management will, among
other things, encompass the identification and development of the company’sre-
sources and competencies, and a definition of how the knowledge-based resources
form part of a company’s other management processes.

Specifically in relation to patents, focus should be placed on anchoring and sharing
knowledge/experiences when patents are obtained so as to minimise therisk a
company runs of losing valuable information.
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9. Evaluation moded

9.1. Elements of the model
The evaluation model which will be presented in this section is based on the expe-
rience which has been qualified in the project through the 15 qualitative interviews
with large Danish and foreign companies, the focus meeting with investors, con-
sultants and patent agents, and the conclusions from the web-based survey with
regard to which assessment factors are of significance to the companies for pur-
poses of an evaluation of their patents and trademarks.

The figure below is a graphic illustration of the model.

Value of therights

Basic properties and techni- Market-related utilisation po- The company’ s competencies, inten-
ca status of the rights tentia of the rights tion and resources to utilise the

The model is thus based on the presumption that the value of a set of rightsis com-
prised of the following three columns:
basic properties and technical status of the rights
market utilisation potential of the rights
the company’ s competencies, intention and resources to utilise the rights,
including the linkage to the company’s strategy.

Thisinvolves a valuation model directed at an evaluation of individual sets of
rights. Moreover, two evaluation forms have been prepared: one for trademarks and
one for patents. A number of the same considerations apply to trademarks and pat-
ents. However, as trademarks and patents are different in many respects, the two
types of rights have been separated from one another, each being given their own
evauation form.

In the following, the three columns for trademarks are first discussed in section 9.2,
arguments being given for the inclusion of the individual assessment factorsin the

column concerned. Patents will be handled next, in section 9.3, and arguments will
be given for the special circumstances applying in this respect.

9.1.1. Application of the model
Since thisfield is very broad and because the valuation can be performed for many
different purposes, a process has been developed for the application of the model.
Through arough categorising of different "situations’, it is the intent that focus can
be placed differently in the model.

The process must render visible the significance of specia circumstances that
should be taken into account in the individual situation. For example, a company’s
internal resources might have a different impact depending on whether the nature
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of therightsis "offensive” instead of "defensive". If the rights are actively used by
the company for purposes of extracting the maximum economic value, then, all
other things being equal, greater demands will be made of the company’s compe-
tencies and resources than if they were smply being used passively in order to bar
competitors from accessing the market.

9.1.2. Systematics of the model
As mentioned above, the model consists of three columns, each of which contains a
given number of assessment factors, and which collectively comprise the value of a
given patent or trademark.

Each assessment factor is a question that can be evaluated as an element of the
valuation of the rights concerned. For each assessment factor, regard must be paid
to two factors. Firstly, an evaluation must be made of the importance of the indi-
vidua factor. That is to say that a company must assess the extent to which the
assessment factor concerned is significant to the evaluation of the rights. An as-
sessment factor might, for example, be as shown in the following.

A: The basic properties and POINT
technical status of the patent SCORE|
Assessment factors Importance |4 3210

|. Basic properties
Isit possible to extend the period of protection offered
41by the patent?

If performing this evaluation is not important for the patent concerned, then the
importance score is set to zero. If it is extremely critical to have the period of pro-
tection offered by the patent extended, for example in the case of some pharmaceu-
tical patents, then the importance score is set to the maximum.

It is recommended that each company set up and define its own importance scores
itself, so that uniform scoring is attained across the entire company regardless of
who performs the evaluation. This company-specific evaluation should be based on
the company’ s overall strategy, and possibly also on a special strategy for the rights
concerned. By linking the assessment evaluation to the strategy, the evaluation be-
comes based on the company’ s strategic foundation. It is also recommended not to
use an importance scale of more than five levels. Here, an importance scale going
from zero to four is applied.

The next assessment performed is a point assignment to the individual assessment
factor. The assignment of pointsis an evaluation of the degree of accordance be-
tween the company’ s situation and the content of the question. If we take the above
example, then the possible responses would for example be "Yes, it is possible to
obtain an extension" or "No, it is not possible to obtain an extension”. The relevant
points in this situation could for example be 1 point for the first response and O
points for the second. Another example could be as shown in the following.

Prepared by Ernst & Y oung and Ementor



The Danish Patent and Trademark Office — Consultants’ Analysis Report 42

B: The market-related utilisa- POINT
tion potential of the patent SCORE
Assessment factors Importance | 4 3 21 0

|. The patent’s commercial potential

To what extent in the market is there a demand for
the service or the product encompassed by the pa-
Llent?

In this case, the company must assess whether, and the extent to which, a demand
exists in the market for the product or service covered by the patent. If the assess-
ment is that there is a heavy demand for the service/product, then an X should be
placed in the field for 4 points. If, on the other hand, the assessment is that there is
no demand in the market, then an X should be placed in the field for O points.

When performing the point assignment, it may be necessary to take into
account the conditions in the type of industry to which the company belongs. This
applies, for example, when points are to be assigned for questions of the "To what
extent ..." type. It is essential with these to have a fixed point in relation to which
the assessment is to be performed. This fixed point could relate to industry stan-
dards or to the most significant competitors.

As with the importance assessment, it is recommended that a company set
up and define the point scale itself, thus enabling the use of a point scale which is
both specific and relevant to the individual company.

The last two columns in the assessment form consist of:
A column which shows the maximum number of points a company can at-
tain for the assessment factor concerned, given the specified importance as-
sessment
A column which states the point score actually attained by the company.

The technique used for the "Maximum point score” column is to multiply the given
importance score by the highest point total for the assessment factor concerned. For
the "Actua point score" column, the given importance score is multiplied by the
points in the column with the X in it. See the following example.

C. The company’s competen-

cies, intention and resourcesto POINT
utilise the patent SCORE
Assessment factors Importance Maximum | Actual

43 21 0 point score [point score

|. The company’s competencies, intention and
resour cesto utilise the patent

S

To what extent does the company monitor the
patent for purposes of identifying possiblein-
fringements, the status of the rights locally?

4

X

16

12

The assessment for the importance factor is that it is quite important, as it has been
assigned an importance score of 4. Hence the maximum number of points which a
company can attain is 16. The company has determined that it to some extent
monitors the patent for purposes of identifying possible infringements, the status of
the rights locally, which is why an X has been placed in the column for 3 points.
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Hence an actual point score of 12 has been attained for the assessment factor con
cerned.

When all assessment factors have been evaluated with regard to both importance
and actual point score, then a percentage is computed for each set of assessment
factorsin the individual columns, indicating how many points the company has
actually scored in relation to the maximum point score. A percentage of between 0

and 100 can hence be attained. /

A

Per centage of points attained with regard to number of
possible points

When this percentage has been calculated, the mark that has been attained for the
individual column is then specified at the bottom of the form'®. A marking scale
which has 5 marksisused: a, b, ¢, d and e. While "a" expresses the greatest degree
of similarity between the maximum number of points and the actual point score,
the mark "€" expresses in turn the lowest degree of smilarity.

Mark
@ A%31—100
C

61-80
41-60
d 21-40
e 0-20

The final assessment of the rights should be performed subjectively on the basis of
the three marks attained, one from each of the columns. This subjective assessment
of the final classification should be made on the basis of which assessment factors
have been found to be particularly important. Another element in the assessment of
the final classification is the degree of cohesion with the overal strategy. For a
more detailed discussion, reference is made to Chapter 10.

9.2. Trademarks
A trademark is most often a distinctive mark of a product or service. Hence it is
important that such a mark creates the right associations in the target group, and
that the mark differentiates itself from other marks.

9.2.1.Basic properties of the trademark

Basic properties for trademarks contain the following 8 assessment factors:
1. Status of the trademark (applied for, registered, put into use)
2. What is the probability that the trademark will be administratively re-
voked, disallowed or limited?
3. Lifecycle of the trademark (new, mature, old)
4. Geographic coverage of the trademark, number of countries

19 However, when no importance assessment has been specified, the default text is then "#DIV/0!".
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Coverage of the trademark by classes

Is the trademark supported by a domain name?
Strength of the trademark

The trademark as a house brand or sub-brand.

00N oG

Re 1: This assessment factor is included because it is important for a trademark
whether it is in the application phase, has been registered or put into use. In the
application phase, it will of course still be uncertain whether the trademark will at
all be registered. Hence, the point score given to trademarks which are in the appli-
cation phase should be lower than the point score given to those that have aready
been registered. For trademarks which have been put into use, but which are not
registered, a point score must also be assigned. This should be less than for regis-
tered trademarks, but more than for trademarks in the application phase, because if
atrademark has been used for a period of time without objections being raised
againgt it, there will be evidence that the trademark is not infringing the rights of
others.

Re 2: The next assessment factor concerns newly registered trademarks and appli-
cations for trademarks. For newly registered trademarks there is arisk that the
trademark will subsequently be revoked in that objections can be made to the
trademark. For trademarks being applied for, the same applies in that there isarisk
that the application will not be approved by the relevant authorities. In assessing
the probability that a trademark or an application for a trademark may be revoked,
disalowed or limited, it could be appropriate to give alow importance score to old
registered trademarks relative to those which are newly registered. In this manner,
the difference in the uncertainty with regard to the revocation or disallowance can
be handled in that there is a presumption that the probability that an old registered
trademark may be revoked or limited is less than for the disallowance of a newly
registered one. Finally, trademarks that are being used, but which are not regis-
tered, should also be included in the assessment. As mentioned above, thereis a
presumption that the longer the period of time during which atrademark has been
used, the smaller the probability is that is will subsequently be disallowed.

Moreover, there is also an obligation to use registered trademarks within 5 years. If
the trademark has not been used before this deadline, then other parties can have
the trademark disallowed and hence gain access to the trademark concerned.

Re 3: For this assessment factor, the stage of a given trademark in relation to its life
cycle must be determined, specifically whether the trademark is new, mature or

old. All other things being equal, the older a trademark is, the more valuable it

must be. This is due to the fact that is has been in use for along time, and hence it
has attained a greater level of familiarity. Thus a higher point score should be allo-
cated to old trademarks rather than to trademarks that are completely new. How-
ever, atrademark can be introduced rather quickly by the use of electronic media.

Another element that can be made part of the assessment is the amount of money
spent towards making the trademark widely recognised. The larger the amount of
money that has been used, the greater the exposure the trademark has been sub-
jected to, and hence, al other things being equal, it is presumed to be better known.
This assessment must be performed in relation to the industry in which the com:
pany is aplayer. If the industry is one in which large sums of money are spent on
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marketing, the assessment must of course be performed in relation to this. Asa
result of this, acompany that considers itself to be spending a great deal of money
on marketing may in fact not attain a high point score, as the point allocation
should as such be performed in relation to the industry.

Re 4: A trademark protected in many countries (internationally known) is poten
tially worth more than trademarks only registered in, for example, Europe (region-
ally known). And finally, trademarks only registered in one country (nationally
known) are usually worth the least. It is of course only the relevant countries that
have any significance here. Relevant countries can, for example, be a company’s
own market areas, the market areas of its competitors or copycat courtries.

Re 5: It further applies to trademarks that they may be registered in a given number
of classes. As aresult, the trademark is protected for goods and services within
these classes. Hence, a trademark that can be used only within a limited product
areamay perhaps not be so potentially valuable as another trademark which can be
used more broadly, since the trademark cannot in such cases be transferred to other
products. The individual companies must assess whether this also applies to the
trademark which is being assessed. This assessment must of course be reflected in
the importance assessment.

Re 6: For some trademarks it is a'so important to have the associated domain name.
A company itself must decide whether it is aso significant to have the corre-
sponding domain name for the trademark in question. This consideration could, for
example, be part of atrademark strategy in which the situations are specified for
which a company would also wish to have the corresponding domain name. In this
regard, those situations must be collated against the company’s own strategy. In
doing so, the extent to which the truly beneficial top-level domains® are registered
or not would also become clear. Asit is hot necessarily important with regard to a
number of trademarks to have the domain name, this should be reflected in the im-
portance assessment. Similar considerations may also apply in connection with the
guestion of whether the trademark is also the company name of its owner (see also
Re8).

Re 7: The assessment factor "strength of the trademark™ concerns the construction,
type and other characteristics of the trademark itself which may be decisive with
regard to how strong and, hence, how valuable the mark may be. If the trademark is
an imaginative grouping of letters, then it would involve a made-up word, which
would typically be quite strong and enjoy broader protection than a mark composed
of alphabetic elements often used within a given industry. Another element may
consist of whether the trademark involves aword of afigure. For the former, an
exclusive right is created in respect of the word itself, whereas a figure is protected
solely in its entirety as a figure, where, viewed in isolation, the exclusive rights to
the word as such are not attained. This applies all the more when the word in afig-
ure-based mark does not have the requisite distinguishing characteristics in order to

20 Top-level domains concern the question of whether it should have one of the endings".com”,
".dk", ".net", etc. For example, if acompany only operates on a national basis, then the top-level
national domain would be attractive. If it involves an international company, then a".com" address
would be valuable, etc.
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be protected, or if the word has distinguishing characteristics to a limited extent
only. It should, however, be noted in this respect that a weak mark may obtain
quite some strength if used intensively.

46
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A: Basic propertiesof the POINT
trademark SCORE
Assessment factors Importance Maximum | Actual
4 3 2 1 O | point score |point scorg

|. Basic properties

Status of the trademark (applied for, regis-
Itered, being used)

IWhat is the probability that the trademark will
be administratively revoked, disallowed or
Jlimited?

Stage of the life cycle of the trademark (new,
Jmature, old)

Geographic coverage of the trademark, num-
Aber of countries

Coverage of the trademark by classes

Is the trademark supported by a domain name,
gcompany name, etc.?

-Strength of the trademark

The trademark as a house brand or sub-brand

Total
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Re 8: In addition to the elements mentioned, it may aso be of significance whether
the trademark functions as a housemark, and thus is used for a number of products,
or whether it involves a "sub-brand”, which is solely used for a single product. A
housemark used on many products will reach many potentia buyers more quickly,
which may increase the value of a housemark in relation to a sub-brand. However,
thisis not aways the case where the individual products are marketed under their
own strong marks. It must be emphasised that the factors mentioned here may all
have their own separate effects, just as some factors may play a greater rolein
some industries than in others.

9.2.2.Market utilisation potential of the trademark
This column contains two categories:
I. The commercial potential of the trademark
I1. The profitability of the trademark.

The category entitled "The commercial potentia of the trademark” comprises the
following 10 assessment factors:
1. Towhat extent is there a demand in the market for the product or
service encompassed by the trademark?
2. How probableisit that the product or service which the trademark
covers can be sold at a competitive price?
3. What is the market leadership position of the product or service
(leading, less leading or last-in-class)?
4. What is the coverage of the trademark with regard to the relevant
markets?
How has the familiarity of the market with the trademark grown
over time?
How large is the market area?
At what rate is the market growing?
What market share may be expected to be conquered?
How quickly can the desired market share be conquered?
0 What is the life cycle of the product or service in the market?

o

'—‘“9.00.\‘.@

Re 1: The first assessment factor is an assessment of the demand in the market. An
analysis should thus be performed of whether the market to which the product or
service is addressed in any way shows a demand for the product or service con
cerned. According to the general theory of supply and demand, if thereisalarge
demand for a given item, then the price which can be obtained for the product or
service will, all other things being equal, be higher than the price which would be
obtained if there were less demand given a constant supply. This then means that
the greater the demand is for the product or service which the trademark covers, the
higher the value the trademark can be presumed to have.

Re 2: This assessment factor addresses the competitiveness of the product/service.
Behind the factor lies a presumption that if the company cannot sell more — or
equally as — competitive products/services as the other suppliers, then the trade-
mark has less value. This is due to the fact that even though there is a market, it
should aso be possible to attain a market share before the trademark will become
known, which perhaps may not be possible if the product/service cannot be sold
competitively.
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Re 3: For goods or services already on the market, an assessment should be per-
formed of the relative market position, i.e. whether it involves a market-leading
product/service, aless market-leading product/service or a discount prod-
uct/service. There is a presumption that the value of trademarks rises in step with
the market-leading status of a product/service. However, a discount brand could
well be market-leading, such as NETTO in Denmark.

Re 4. With this factor, as assessment is performed of what the registration of the
trademark isin relation to those market areas which the company expects to ad-
dress. If the requisite trademark registration is not attained for all the relevant mar-
kets, then this must influence the point score negatively in that the company has not
attained full protection. Such alack of registration in a given country could be the
reason why a marketing campaign cannot begin in the country concerned. Moreo-
ver, regard should be paid to whether registration has been attained in countries
known to make pirate copies. As trademark registration in countries known to
make pirate copies can be an effective way in which to stop pirate copying, the
assessment of points should be adversely affected if no such registration is per-
formed. This condition applies to a greater extent to goods that are attractive to
copy. The same applies to registration in countries that produce raw materials and
In countries in which competitive goods are found.

Re 5: The market’s familiarity with the trademark should be assessed over time.
Thisis one of the absolutely crucial assessment factors, since a trademark with
which alarge share of the market is familiar may sustain a sale solely on the basis
of the trademark and the image which the trademark projects. An example of thisis
Coca-Cola, which is known worldwide, and which is sold at a higher price than
other equivalent softdrinks.

The reason why the familiarity a given trademark should be assessed over timeis
that there may well have been a large degree of familiarity with the trademark in a
historical sense, but such familiarity must be maintained via advertising campaigns,
etc. If the knowledge of the trademark is declining, then it should not be given as
high a point score as is given to trademarks with a stable level of market familiar-
ity. The absolute level of knowledge must also be taken into account in that one
can easily imagine a trademark which has had a stable but low level of familiarity
and another trademark which has a very high level of familiarity, but which shows
adownward trend. The latter trademark would, al other things being equal, be
more valuable than the former. This may be compensated for by assigning a lower
importance score to the first-mentioned trademark relative to the second ore.

Re 6: The next five assessment factors address an assessment of the market poten-
tial of the market area in which the product/service is sold.

Assessment factor 6 addresses the absolute size of the market in that a potentially
larger market is more attractive than a small market area. That isto say that an as-
sessment must be performed in absolute terms (for example dollars) of the market
area in which the company expects the trademark to be used. This will typically be
done via an assessment of the market for the product or service, as the vaue of the
trademark is to alarge extent derived from it.
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B: Market-related utilisation POINT
potential of the trademark SCORE
Assessment factors I mportance Maximum | Actual
3 2 point score [point score

|. Commercial potential of thetrademark

To what extent is there ademand in the market for
the product or service encompassed by the trade-
]mark?

How probableisit that the product or service
\which the trademark covers can be sold at a com-
2petitive price?

3. What is the market |eadership position of the
product or service (leading, lessleading or last-in-
class)?

)

IWhat is the coverage of the trademark with regard
4to the relevant markets?

How has the familiarity of the market with the
gtrademark grown over time?

How large is the market area?

(@)}

At what rate is the market growing?

What market share can be expected to be con-
gauered?

How quickly can the desired market share be
gconquered?

IWhat isthe life cycle of the product or servicein
10the market?

I1. Profitability of the trademark

How high a price will the customer pay for the
11image which the trademark concerned attributes?

What is the expected cash flow from the product
140 service covered by the trademark?

How attractive to the company will the absolute
profit be that can be expected to be added from the
13 product covered by the trademark?

Total
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Re 7: It is aso essential to assess the growth rate of the market for the product or
service covered by the trademark. If it involves a market with a high growth rate,
then the potential value of the trademark will, all other things being equal, be
higher than for a market without any actual growth. Thisis due to the competitive
Situation, asit is harder to gain a foothold in a market without growth than in a
market in which the supply is perhaps not sufficient to meet the demard.

Re 8: In relation to what market share is expected to be conquered, the share of the
market area expected to be conquered should be analysed. The analysis should be
conducted on the basis of an assessment of the level, for example very large, large,
medium, small or very small. When this factor is viewed in conjunction with items
6 and 7, then a good picture will be drawn of the strength of the product in relation
to the market it addresses, and hence also of the strength of the trademark. Moreo-
ver, the company can use these analyses/assessments internally in its marketing
efforts. For example, a more in-depth analysis should be made of the reason why
the company expects only a small market share with regard to products or services
(and the associated trademark) which address a large market in absolute terms with
avery high rate of growth, and where only a small market share is expected.. By
doing so, the assessment of the trademark may contribute to increasing the level of
focus within the company.

Re 9: The speed at which the expected market share will be gained is assessed here.
This is due to the fact that the time dimension is significant to the value of the cash
flow which will ultimately flow to the trademark. The farther into the future the
cash flow falls, the lower the present value of the cash flow will be, given an ex-
pectation of inflation.

Re 10: Findly, the life cycle of the product or product type in the market should be
assessed. If the life cycle of a given product or product type is very short, then the
trademark should be assigned a lower value than in case of a product or product
type that has along life cycle. As many trademarks cover a product type and are
not dependent on whether the product or the product model has a short life cycle,
they should be assessed as per the life cycle of the product type.

The second category under market-related utilisation potential is "Profitability of
the trademark”, which consists of the following 3 assessment factors:
11. How high a price will the customer pay for the image which the
trademark concerned attributes?
12. What is the expected cash flow from the product or the service cov-
ered by the trademark?
13. How attractive to the company will the absolute profit be that can be
expected to be added from the product covered by the trademark?

The assessment of these three factors should contribute to an awareness of the ac-
tual profitability of the trademark in monetary terms. A linkage is thus established
to a possible quantitative assessment based upon a discounting of future cash flows.

Re 11: Thisfactor isadirect analysis of what additional price relative to previousy
familiar goods or services the consumer/customer will be willing to pay. The rea
soning here is that the higher the price relative to other equivalent products which it
Is possible to receive for the product or service, the higher the value of the trade-
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mark will be. This assessment must be performed for previously existing products
or services, and the additional price may rise over time as a consequence of the
trademark becoming stronger and stronger.

Re 12: In addition to factor 11, an assessment should be made of the cash flow
which is expected to be added to the company as a consequence of a commerciali-
sation of the product/service or the trademark itself. In the two models used to
value assets in finance theory, the absolute size of the cash flow generated by the
asset isincluded in both. Hence it is essential to assess the absolute expected cash
flow from the asset, budgeted for by the company, as the greater the cash flow, the
higher the value of the trademark will be. However, a number of trademarks do not
generate any cash flow - yet they are valuable. This applies, for example, to non-
profit organisations.

Re 13: Finaly, the absolute profit which can be expected to accrue from a com-
mercialisation of the product/service or the trademark itself should be assessed.
Thisis actually a strategic assessment of the significance to the company of the
trademark. If the absolute profit on the trademark, etc. viewed in relation to the
company’s profit in genera is essential, then a strategically significant trademark is
involved. The company will thus get an overview of what trademarks generate
what profits and, thus, which trademarks are the most important in a strategic

sense.

9.2.3. The company's competencies, intention and resour ces to utilisethe
trademark
This third column partly concerns partly the company’s competencies, intention
and resources to utilise the trademark, and partly the company’s strategic utilisation
of the trademark.

There are two categories:
I. The company's competencies, intention and resources to utilise the trade-
mark
[1. The company’s strategic utilisation of the trademark

The company's competencies, intention and resources to utilise the trademark con-
sists of the following 3 assessment factors:
1. To what extent does the company monitor the trademark for purposes
of identifying possible infringements, the status of the rights locally?
2. Towhat extent does the company have the financial ability to main-
tain the trademark in the relevant markets?
3. To what extent does the company possess the competencies and fi-
nancial ability to enforce the trademark against any possible infring-
ing parties?

Re 1: This assessment factor shows the company's competencies and intention to
monitor its rights. That is to say that it should be assessed whether any form of
formalised or more as hoc monitoring has been implemented for possible infringe-
ments of the trademark. If the monitoring of the trademark is more or less by
chance, then this should have an adverse effect on the value of the trademark in
that a given legd right is not worth much if no attempt is made to enforce it. It is,
of course, not so important to the company to make sure certain trademarks are
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enforced. However, in such a case the importance score can be set to alow vaue
for the trademark concerned.
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C. The company's competencies,

|. The company's competencies, intention and re-
sour ces to utilise the trademark

'To what extent does the company monitor the trade-
mark for purposes of identifying possible infringe-
ments, the status of the rights locally?

=

intention and resour cesto utilise POINT
the trademark SCORE
Assessment factors Importance Maximum| Actual
4 3 2 1 0 point scorejpoint score

'To what extent does the company have the financial
ability to maintain the trademark in the relevant mar-
Zkets?

'To what extent does the company posses the compe-
tencies and financial ability to enforce the trademark
lagainst any possible infringing parties?

[0V)

I1. The company’s strategic utilisation of the
trademark

'To what extent does the company utilise the trademark
to screen off its market area from its competition?
(defensive use)

D

'To what extent is the trademark used in a goal-oriented
fashion for sales and marketing purposesin order to
raise entry barriers or increase customer loyalty? (of-
fensive use with regard to positioning)

'To what extent is the registration of the trademark used
to avoid lawsuits? (offensive use with regard to saving
6expens;e's)

'To what extent does the company commercialise the
trademark by licensing or sales? (offensive use with
regard to revenues)

|

Total
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Re 2: The company must of course be in afinancia position which allows it to pay
any due renewal fees.

Re 3: This assessment factor must clarify the situation with the company’s compe-
tencies and resources with regard to alegal perspective. If a person has trademark
protection in China, then it is important that the person understands Chinese trade-
mark law and has access to the requisite competencies and resources to be able to
enforce his rights in the market concerned.

Moreover, the company’s financia resources must be assessed in relation to the
potential for taking legal proceedings against infringements of the trademark. If a
company does not have the financial ability to prosecute infringing parties, then
this must influence the value of the trademark negatively, on the basis of the same
arguments as put forward under item 1 above.

The company’s strategic utilisation consists of the following 4 assessment factors:

4. To what extent does the company utilise the trademark to screen off
its market area from its competition? (defensive use)

5. To what extent is the trademark used in a goal-oriented fashion for
sales and marketing purposes in order to raise entry barriers or in-
crease customer loyalty? (offensive use with regard to positioning)

6. Towhat extent is the registration of the trademark used in order to
avoid lawsuits? (offensive use with regard to saving expenses)

7. Towhat extent does the company commercialise the trademark by li-
censing or sales? (offensive use with regard to revenues)

The content of assessment factors 4 through 7 involves the extent to which the
company uses the trademark offensively or defensively, i.e. what strategic use the
company has planned for the trademark. Specific, detailed comments will only be
given in the following for assessment factor 4.

A defensive use of trademarks would be if the trademark were used solely to ex-
clude others from using the trademark, or trademarks that could be confused with
the trademark concerned in relation to the company’s own products or services.

If, on the other hand, the trademark is used in one of the following situations, then
it involves an offensive use of the trademark:
If it is used to position the company in relation to its competition with re-
gard to image/reputation.
If the trademark has been registered in order to prevent a competitor from
varying its marks in a manner such that the competitor is limited to mar-
keting its product or service under the trademark concerned.

Re 4: In relation to assessment factor 4, it should be mentioned that trademarks
registered solely in order to protect the actual trademark should be included in the
valuation of the trademark used. Which isto say that if the company has registered
anumber of trademarks solely for the purpose of setting up awall around its own
trademark, then these trademarks should be included here. The trademarks con-
cerned perhaps do not have any separate financial value, but they do have a strate-
gic value as they fence out competition.
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9.3. Patents

9.3.1.Basic properties and technical status of the patent
In general, the patent application and patents will be assessed in this section.

Basic properties and the technical status of patents include a number of assessment
factors, which are divided into two categories:
|. Basic properties
[1. Technical status.

Basic properties comprise the following 6 assessment factors:

The status of the patent (applied for, issued)

Tenability of the patent?

Stage in the life cycle of the patent (new, mature, about to expire)

Isit possible to extend the period of protection afforded by the patent?
How likely isit that the period of protection afforded by the patent will
be extended?

6. The geographical coverage of the patent, number of countries.

agrwdDE

Re 1: This assessment factor is included because it is crucia for a patent whether it
Isin the application phase or has been issued. In the application phase, it will of
course be uncertain whether the patent will be granted after an investigation of its
innovativeness, an assessment of the inventive step, etc. Hence a higher point score
must be given if the patent has been issued than if a patent application has only just
been filed.

Re 2: The next factor concerns the tenability of the patent. What is meant by thisis
that it is probable that the patent application will be disallowed or limited during
the individual phases which the application traverses. For newly issued patents,
there is arisk that the patent will be subsequently invalidated, as objections may be
made against the patent. As far as more mature patents are concerned, legal pro-
ceedings may be instigated, and the validity of the patent itself may be subjected to
close scrutiny. If patents have survived such attacks and won them, they may be
considered more tenable, and hence more vauable.

In the assessment of the probability that a patent or an application will not be gp-
proved, it is appropriate to assign a low importance score to patents which have
been granted relative to patent applications. The difference as to the degree of un+
certainty with regard to disallowance may be handled in this manner, asit is pre-
sumed in advance that it is less probable for newly issued patents to be disallowed
than for patent applications. The same applies to patents which have gone through
lawsuits and have prevailed.

Re 3: With regard to this assessment factor, the stage of the life cycle of the patent
should be determined. It is particularly important in this respect to determine
whether the patent is new, mature or about to expire. As a new patent has alonger
period during which it can exclude others from using the same technology, it is
considered to be more valuable than a patent which is about to expire. A higher
point score should thus be assigned to newly issued patents than to patents which
are about to expire.
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Re 4: In some industries it is very important to have the exclusivity period ex-
tended, and in these situations this factor may be included in order to counteract the
assessment in point 3. In other words, a low point score under point 3 can be offset
by a point score under this factor.

Re 5: If an extension of the exclusivity period is considered possible, the likeliness
that it will in fact be the period extended should be assessed.

Re 6: Patents which have been obtained in many countries are presumed to be more
valuable than patents which only enjoy protection in one country. It is of course
only the relevant countries which are of significance. Relevant countries may be a
company’s own market areas, the market areas of its competitors, copycat cour-
tries, countries providing raw materials and countries of production.

Some patents are very dependent upon a given raw material factor or other input
factor. Furthermore, the production mechanism must be located in a given place in
order for production to be feasible. In these or other special circumstances, the im-
portance of this factor is down-graded. In other words, if the patent is protected in
only one or two countries, but where specia production or distribution conditions
apply, then alow importance score can be given, and alow country point score can
thus be countered in that manner.
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|. Basic properties

=

Status of the patent (applied for, issued)

A: Basic propertiesand POINT
technical status of the patent SCORE
Assessment factors Maximum |Actual point
Importance | 4 3 2 point score [score

Tenability of the patent?

Q)

Stage in the life cycle of the patent (new, ma-
ture, about to expire)

Isit possibleto extend the period of protection
afforded by the patent?

How likely isit that the period of protection
afforded by the patent will be extended?

The geographical coverage of the patent, num-
ber of countries

I1. Technical status

To what extent is the invention developed for a
superior technology?

Q

[To what extent is the invention described by the
use of examples of different applications?

9To what extent has the invention been tested?

10

To what extent is further development necessary
before commercialisation is possible?

11

To what extent isthe invention technically
superior compared to substitutable technology?

Total

58
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The "Technical status' category contains 5 assessment factors:

7. Towhat extent is the invention developed for a superior technology?

8. To what extent is the invention described by the use of examples of dif-
ferent applications?

9. To what extent has the invention been tested?

10. To what extent is further development necessary before commercialisa-
tion is possible?

11. To what extent is the invention technically superior compared to sub-
stitutable technology?

All the factors must be assessed in relation to a continuous scale in that they in-
volve questions of the type "To what extent ...". Thus they do not involve, to the
same degree as the above basic properties, assessments of a more objective nature.
They consequently involve a company’s assessment of the uniqueness, etc. of the
invention covered by the patent.

Re 7: This assessment factor covers the individual invention in relation to the
uniqueness of the invention. The assessment involves the extent to which the patent
coversan invention which turns out to be path-breaking in the field. It is not neces-
sarily important in this connection whether it involves fundamental technology,
much better technology in relation to existing technology or technology which is
only dightly better than existing technology. What is important in this context is
the extent to which the patent is superior compared to known technology. A small
change in a fundamental technology invention may, for example, turn out to be still
more significant, and hence the patent concerned may subsequently appear to be
the most superior within the sphere of the technology concerned.

Re 8: Here, the content of the patent application itself is assessed. Thereis a pre-
sumption that the number of examples of potentia uses in the patent application are
of significance to how well-described the uses of the invention are and, hence, the
subsequent utilisation of the invention. It is not the number as such which is sig-
nificant, but rather the number of potential uses which are relevant. In addition, the
number of examples are of significance to how strong the rights obtained are. Fi-
nally, the examples are used for placing the patent into patent classes depending on
which technological areas are encompassed by the examples. The presumption be-
hind the assessment factor is that an invention which can be used exclusively
within a given technological sphere is not worth as much as an invention which has
a broader set of potential uses. In other words, a patent which covers, for example,
a given electronic invention which can only be used for windmills does not have
the same value as an invention which could aso be used in other contexts. This
applies regardless of whether the company does not have direct access to use the
invention in all of its potential applications itself, because licensing contracts, joint
ventures, etc. from which the company can receive revenues may subsequently be
entered into. In other words, it must be ensured that inventions with a broad set of
potential applications are valued higher.

No direct instructions can be given for the scale to be used. However, it is recom-
mended that each individual company set up pre-defined scales for a number of
examples and the associated point assignments.
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Re 9: Assessment factor 9 covers an assessment of the extent to which the given
invention has been tested so that it can be commercialised soon after the patent has
been granted. This assessment factor is hence closaly related to factor 10 below.

Re 10: If the invention has not been sufficiently tested, or if there are other reasons
for the commerciaisatior?* of the invention being delayed, then this should be
made part of the valuation of the patent. In other words, an invention which still
requires along trial period is not as valuable as another patent which is well-tested
and ready to be commercially exploited. Thisis due to the fact that atest period of
agiven length is, al things considered, afactor of uncertainty as regards the extent
to which the invention covered by the patent can be commercialised at all.

Re 11: Findly, it is appropriate to assess the technology concerned in relation to
other technologies that may be used as a substitute. This assessment factor isin-
cluded in order to have the company expand its focus so as to include other tech-
nology which can be applied instead of the technology covered by the patent. It is
perhaps not so valuable to develop a new method of stamping a letter, since it can
be expected that more and more communication will take place via the Internet or
other means of telecommunications. This does not mean that there is no value in
having such a patent for a new method of stamping a letter, only that the value
would have been higher had the Internet not existed. The extent to which the com-
pany should evaluate substitutable technology is an open question. For example,
the potentia of the Internet of having meetings between people without any physi-
cal meeting taking place may certainly easily be considered a substitute technology
for atrain or an aeroplane. The individual company itself should ascertain how this
assessment should be performed and the extent to which substitute technology
should be sought out.

9.3.2.Market-related utilisation potential of the patent
In general, the underlying invention will be evaluated in this section. In other
words, the technology, the product or the service will be evaluated.

This column contains two categories.
I. Commercia potentia of the patent
[1. Profitability of the patent.

2L What is meant by commercialisation is that the invention can become a part of a product, be mar-
keted independently or be used in the production of agiven product.
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B: Market-related utilisation po- POINT
tential of the patent SCORE
Assessment factors Maximum | Actual
point score |point score

Importance | 4 3 2

|. Commercial potential of the patent

To what extent is there ademand in the market for the
service or the product encompassed by the patent?

0

DN

How likely isit that a product which has been produced
using the technology concerned can be produced at a
reasonable price?

)

How straightforward are the sales channels for the prod-
uct or the service covered by the patent?

D

Do sales of the product/service require that special pe-
missions, licences, etc. be obtained? In the affirmative,
how long can such permissions be maintained?

To what extent will the invention add something new to
the product or service it supports?

[e))

How probableisit that competitive or substitute prod-
ucts/services will appear?

7Can infringing/copy products be produced easily?

gHow easy isit to detect infringing/copy products?

©

To what extent isthe product or the service which the
patent covers obsolete?

10

How large is the market area?

11

\Wheat is the rate at which the market is growing?

\What market share can be expected to be conquered?

13

How fast can the desired market share be conquered?

14

\What isthe life cycle of the product in the market?

I1. Profitability of the patent

15

How high a price will the purchaser pay for the value
added by the use of the technology in the patent con-
cerned?

19

\What is the expected cash flow from the product or the
services covered by the patent?

1

~l

How attractive to the company will the absolute profit be
that can be expected to be attributed from the product
covered by the patent?

Total
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The category called "Commercial potential of the patent” comprises the following
14 assessment factors:

1. Towhat extent is there ademand in the market for the service or the
product encompassed by the patent?

2. How likely isit that a product which has been produced using the tech-
nology concerned can be produced at a reasonable price?

3. How straightforward are the sales channels for the product or the serv-
ice covered by the patent?

4. Do sales of the product/service require that special permissions, li-
censes, etc. be obtained? And in such case, how long can such permis-
sions be maintained?

5. To what extent will the invention add something new to the product or
service it supports?

6. How probableisit that competitive or substitute products/services will
appear?

7. Can infringing/copy products be produced easily?

8. How easy isit to detect infringing/copy products?

9. To what extent is the product or the service which the patent covers ob-
solete?

10. How large is the market area?

11. What is the rate at which the market is growing?

12. What market share can be expected to be conquered?

13. How fast can the desired market share be conquered?

14. What is the life cycle of the product in the market?

Re 1: The first assessment factor is an evaluation of the demand in the market. An
analysis must hence be performed of whether the market to which the product or
service is addressed evidences any demand at all for the product/service concerned.
According to the genera theory of supply and demand, if there is a large demand
for a given item, then the price which can be attained for the product or service
will, all other things being equal, be higher than the price which could be attained
had there been less demand given a constant supply. Consequently, the greater the
demand for the product/service which the patent covers, the higher the value of the
patent will be.

Re 2: This assessment factor is directed towards process patents. There is a pre-
sumption behind the patent that if the company cannot produce in a better, less ex-
pensive or more competitive way using the process patent, then it is of lesser value
than if the application of the technology behind the process patent had implied a
better, less expensive or more competitive production process, for which the output
could be sold at a lower price or whatever other goal the company might have.

Re 3: If, for example, a company holds a patent on a product which is not a part of
the company’s normal line of business, then situations may arise in which the com
pany does not have the requisite sales channels in order to market the product con

cerned. It is self-evident that if a company is not in a position to commercialise its

patent, then the patent would be worth less than a patent which can be commer-
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cialised®?. As a company might also with to enter markets in which it has not been
represented previously, the sales channels in the market concerned should be ara-
lysed.

Re 4: In some situations special permission must be obtained from public authori-
ties or others when licensing agreements are entered into for the application of
technology, etc. In such cases these matters should be assessed, as it may not be
possible to commercialise the patent until such permissions or licences are ob-
tained. Furthermore, the time aspect should be considered, as atime-related limita-
tion on the licence, etc., which must be obtained will have an adverse effect on the
value of the patent if the time-related limitation is shorter than the period of protec-
tion offered by the patent.

Re 5: This assessment factor is related to assessment factor 8 under “Technical
status’ and to assessment factor 15 under “ Profitability of the patent”. The extent to
which the product or the service covered by the patent may add incremental value
to the products/services in a manner such that a higher sales price can be obtained
should be assessed. If the consumers consider the product unchanged, and no addi-
tional incremental price can be added to the product/service, then the patent is
worth less than if an additional incremental price could be added.

Re 6: An analysis should be performed of the probability of the development of
competitive or substitute technologies?®. Hence it is necessary that the development
capabilities of the competition be analysed for purposes of ascertaining whether
exclusivity in the market can be maintained for the product/service concerned. If it
is highly probable that competitive or substitute technologies will be developed,
then it should affect the value of the patent adversely. Thisis because the exclusiv-
ity which goes with a patent will be diluted if other solutions appear for the same
problem.

Re 7: If the technology, the product or the service is easy for othersto copy, i.e. if a
competitor can easily bring equivalent products to market by using the invention
covered by the patent, then the value of the patent should be adjusted downwards.
However, this depends on whether the copycat products can be produced and mar-
keted at competitive prices. The reasons for the assessment factor are, as mentioned
previoudly, that the exclusivity which a patent gives to its owner becomes diluted if
copycat products, etc. exist.

Re 8: Thisfactor is related to factor 7 above. If it is very easy to identify infringing
products, etc., then it is not entirely as serious as when copycat products exist
which are extremely difficult to identify as such. If a company holds a patent which
is easy to infringe, but where it is also easy to identify any such infringement, it
must not be assigned as high a score as companies whose patents are very difficult

22 Objections can of course be made against this conclusion in that some patents are taken out in
order to hinder competitorsin their development or other forms of patent strategies which protect
one’sown commercial position. Such patents have of course arather significant value.

23 This assessment factor must be viewed in conjunction with assessment factor 11 under "Technical
status’. What isinvolved hereis an assessment of future technologies, as opposed to factor 11,
which involves an assessment of already known technologies.
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or nearly impossible to infringe. Thisis due to the fact that there is aways a risk
connected with a lawsuit in that the outcome cannot be predicted with complete
certainty. In the field of exclusive rights, there are large national differences as to
how likely it isto win an infringement lawsuit before the courts hence the compa-
nies should aso include this element in their overall evaluation.

Re 9: This assessment factor should be included after a period during which the
technology behind the patent has been in use. Given the rate at which new tech-
nology, new products and new services is developed globally, it must be assessed
whether the patent is still state-of-the-art or whether new solutions have emerged
for what is covered by the patent. If such new solutions have appeared or are ex-
pected to appear within a short period of time, the technology behind the patent
could be obsolete and hence worth less than originally.

Re 10: The next five assessment factors all concern an assessment of the market
potential for the market area addressed by the product/service.

This assessment factor addresses the absolute size of the market in that a poten-
tialy large market is more attractive than a small market area. In other words, an
assessment should be performed in absolute terms (for example dollars) of the
market area which the company expects the underlying patent to address.

Re 11 It is also essential to assess the rate of growth of the market for the product,
etc. which the patent concerns. If the market has a high growth rate, the potentia
value of the patent will, al other things being equal, be higher than for a market
without any actual growth. Thisis due to the competitive situation, asit is harder to
gain afoothold in a market without growth than in a market where the supply is
perhaps not sufficient to meet the demand.

Re 12: In relation to what market share can be expected to be conquered, the share
of the market area which can be expected to be conquered should be analysed. The
analysis should be conducted on the basis of an assessment of levels, for example
very large, large, medium, small and very small. When this factor is viewed in
conjunction with sections 10 and 11, agood picture is drawn of the strength of the
patent relative to the market it addresses. Moreover, a company can use these
analyses/assessments internally in its marketing work. For example, a more de-
tailed analysis should be made of why the company only expects a small market
share with regard to patent addressing a large market in absolute terms with a very
high growth rate, and where only a small market share is expected. In this manner,
the assessment of a patent may contribute to increasing the level of focus within the
company.

Re 13: Here, the speed at which the expected market share can be attained should
be assessed. Thisis due to the fact that the time dimension is significant to the cash
flow that will ultimately accrue from the use of the patent. The farther into the fu-
ture the cash flow falls, the lower the value it has today will be, given an expecta-
tion of inflation.

Re 14: Findly, the life cycle of the product must be assessed. If a given product has
avery short life cycle, the patent should be assigned alower value than for prod-
ucts in areas in which the life cycle is longer. If a patent has another 15 years of
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protection, but where it appears that the patent will not be used for more than 8
years, this must of course weigh in the opposite direction of assessment factor 3
under “Basic properties’.

The second category under “Market-related utilisation potential of the patent” is
“Profitability of the patent”, which consists of the following three assessment fac-
tors:
15. How high a price will the purchaser pay for the value which is added by
the use of the technology in the patent concerned?
16. What is the expected cash flow from the product or the services covered
by the patent?
17. How attractive to the company will the absolute profit be that can be
expected to be added from the product covered by the patent?

The assessment of these three factors contributes to an awareness of the actual
profitability of the patent in monetary terms. A linkage is thus established to a pos-
sible quantitative assessment based upon a discounting of future cash flow.

Re 15: This factor isadirect analysis of what additional price, in relation to previ-
oudy familiar products, the consumer/customer is willing to pay in order to receive
aproduct containing the qualities/properties which the technology, the product or
the service will impart. The reasoning here is that the higher the price it is possible
to receive for the product, etc., the higher the value of the patent will be.

Re 16: In addition to factor 15, an assessment should be made of the cash flow
which is expected to accrue to the company as a consequence of a commercialisa
tion of the patent. In the models used to value assets in finance theory, the absolute
size of the cash flow which is generated from the asset is included. Hence it is es-
sential to assess the absolute expected cash flow expected to accrue to a company
from the asset, as the higher the cash flow is, the higher the value of the patent will
be.

Re 17: Finally, the absolute profit expected to accrue from a commercialisation of
the patent should be assessed. This more resembles a strategic assessment of the
significance to the company of the patent. If the absolute profit from the patent,
viewed in relation to the company’s profit in general, is of essential significance, a
strategically significant patent is involved. The company will thus receive an over-
view of what patents generate what profits and hence which patents are the most
important from an earnings-related perspective.

9.3.3. The company's competencies, intention and resour ces to utilise the pat-
ent
This third column relates in part to the company's competencies, intention and re-
sources to utilise the rights, and in part the company’s strategic use of the rights.

There are two categories:
I. The company's competencies, intention and resources of the company to
utilise the patent
I1. The company’s strategic utilisation of the patent
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The company's competencies, intention and resources to utilise the patent consist of
the following 5 assessment factors:
1. To what extent does the company monitor the patent for purposes of
identifying possible infringements, the status of the rights locally?
2. To what extent does the company have the financial ability to maintain
the patent in the relevant markets?
3. To what extent does the company possess the competencies and finan-
cia ability to enforce the patent against any possible infringing parties?
4. Access to the inventor in connection with instances of objections or
lawsuits?
5. To what extent does the company possess knowledge of the potential
scope of the applications and, hence, of the commercialisation potential
of the patent?

Re 1. This assessment factor must show the company's competencies and intention
to monitor its rights. Thisis to say that an assessment should be performed of
whether any form of formalised or more as hoc monitoring has been implemented
for possible infringements of the patent. If the monitoring of the patent is more or
less by chance, this should influence the value of the patent negatively in that a
given legd right is not worth much if no attempt is made to enforce it. It is, of
course, not so important to the company to ensure that some patents are enforced.
However, in such a case the importance score can be set to alow vaue for the pat-
ent concerned.

Re 2: The company must of course be in afinancial position to pay the annual fees
which fal due. If the company has a patent which is registered in many countries,
the annual fees will add up to a significant amount.

Re 3: This assessment factor should illustrate the situation with the company’s
competencies and resources with regard to alega perspective. If a person has pat-
ent protection in China, it isimportant that the person understands Chinese patent
law and has access to the requisite competencies and resources to be able to enforce
his rights in the market concerned.

Moreover, the company’s financia resources should be assessed in relation to the
potential for taking legal proceedings against infringements of the patent. If a com-
pany does not have the financia ability to prosecute infringing parties, then this
must influence the value of the patent negatively, on the basis of the same argu-
mentation as advanced above under 1.

Furthermore, the assessment should &l so include considerations concerning the
company’s ability to defend itself against objections advanced by others against its
own patents. If the company is very good at defending itself, this should of course
affect the value of the patent.

Re 4: When companies purchase patents, it is in some situations crucia to the sub-
sequent value of the patent for the purchasing company that it has access to the
inventor of the patent. It may be due to alack of special expertise in connection
with the technology which the patent involves, or because only the inventor can
develop reliable argumentation as to what the patent covers in connection with stb-
sequent objects or infringement proceedings. Something similar also applies to
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companies that have generated the invention behind the patent internally in that
they may, in alater Situation, also need access to the inventor if the person is no
longer with the company and the underlying expertise is no longer to be found in-
ternally.

Re 5: With this assessment factor, a company should assess whether it has full
knowledge of the potential scope of the applications and thus the associated com-
mercialisation potential created by the patent.

C. The company's competencies,
intention and resourcesto utilise POINT
the patent SCORE

Assessment factors Maximum | Actual

0int score |point score
Importance | 4 3 21 0 |" ?

| . The company's competencies, intention and re-
sour cesto utilise the patent

=

'To what extent does the company monitor the patent for
purposes of identifying possible infringements, the status
of the rightslocally?

N

To what extent does the company have the financial abil-
ity to maintain the patent in the relevant markets?

To what extent does the company possess the competen-
cies and financial ability to enforce the patent against any
possible infringing parties?

IAccess to the inventor in connection with objections or
lawsuits?

To what extent does the company possess knowledge of
the potential scope of the applications and, hence, of the
commercialisation potential of the patent?

I1. The company's strategic utilisation of the patent

To what extent does the company utilise the patent to
screen off its market area from its competition? (defensive
use)

~l

To what extent is the patent used in a goal-oriented fash-
ion for sales and marketing purposesin order to raise
entry barriers or stop the devel opment of competitors?
(offensive use with regard to positioning)

')

To what extent is the patent used to avoid lawsuits or to
gain access to the technology of others? (offensive use
\with regard to saving expenses)

©

To what extent does the company commercialise the
trademark by licensing or sales? (offensive use with re-
gard to revenues)

Total
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The company’s strategic use consists of the following 4 assessment factors:

6. To what extent does the company utilise the patent to screen off its
market area from its competition? (defensive use)

7. Towhat extent is the patent used in a goa-oriented fashion for sales and
marketing purposes in order to raise entry barriers or stop the develop-
ment of competitors? (offensive use with regard to positioning)

8. To what extent is the patent used to avoid lawsuits or to gain access to
the technology of others? (offensive use with regard to saving expenses)

9. To what extent does the company commercialise the trademark by li-
censing or sales? (offensive use with regard to revenues)

The content of assessment factors 6 through 9 involves the extent to which the
company uses the patent offensively or defensively, i.e. what strategic use the
company has planned for the patent. Specific, detailed comments will be given in
the following only for assessment factors 6 and 8.

A patent would be used defensively if the patent were used solely to exclude others
from using the technology, etc. concerned, or if the purpose of the patent is to se-
cure freedom to operate for the company.

If, on the other hand, the patent is used in one of the following situations, the use of
the paIent will be offensive:
If it is used to position the company in relation to its competition with re-
gard to image/reputation
If the patent has been taken out in order to hinder a competitor in its line of
development so that the competitor is prevented from making a product,
etc. which is competitive
If the patent is used to scare a party away from entering a given market, as
there are high entry barriers of a technological nature. What is meant here is
that it becomes extremely complicated for a party to develop its own prod-
ucts because a number of patents have been taken out within the area con-
cerned which perhaps makes it possible to get around these patents only by
entering into licence agreements.

Re 6: With this assessment factor, patents that have been taken out exclusively for
the purpose of protecting the actual patent should be included in the assessment.
Which isto say that if the company has taken out a number of patents for the sole
purpose of setting up awall around its own patent, then these patents should be
included here. The patents concerned perhaps do not have any separate financial
value, but they do have a strategic value with regard to the fact that they fence out
competition.

Another element which should be mentioned here is that co-operative relationships
are sometimes entered into with competitors or other companies, causing a sun-
mons, which would otherwise have been served, not to be served, since —in the
assessment of the company — the risk and associated cost of having the co-
operative relationships terminated is greater than what may be obtained by winning
alawsuit. In such situations, the importance score can be set to alow value so asto
reflect the situation mentioned above in the vauation.
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Re 8: Some companies take out patents to have something with which they may
later negotiate in any possible cross-licensing agreement. Such patents must,
among other things, be included as part of the evaluation for assessment factor 8.

9.4. Reporting and application of theresults
When a company has performed an assessment of an individual set of rights, atotal
assessment of the strategic significance of those rights to the company is one thing
that emerges. In addition, some absolute point scores are also produced for the
three overall categories as well as for the individual assessment factors.

If the company carries out structured reporting of this information, the possibility is
opened for a strategic reaction to the company’ s actual situation relative to the di-
rection its desires.

It is suggested that the results of the assessment of the three columns should be
reported graphicaly in the following manner, cf. the figure below.

The proposed manner of reporting is an attempt to express, some way or other, a
"mercantile summary" of the valuation. Thus, it is an attempt to set up a language
which should be used in the communication between the patent/trademark function
and the top management. However, in each individual company this is something
which calls for further efforts to be made so that the reporting is formulated in a
manner suitable also for the individual company’ s reporting manner.

Score actually attained relative to maximum score distributed acrossthethree
columns

A

300

//\

8 Maximum point score
Actual point score

The figure is aradar figure. The blue field in the radar figure shows the maximum
value of the patent which was evaluated, given the company’s own perception of its
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importance in relation to the individual assessment factors. The purple field repre-
sents the value which the company actually derives from the patent, partly given
the basic properties and technical status of the patent, and partly the market poten-
tial and in part the company’ s competencies, desire and resources. Since the blue
field islarger then the purple field, that there is a latent potential for the patent con-
cerned to extract more value from the asset.

If the management decides that they would like to know what elements should be
focused on in order to derive more value from the patent concerned, a more in-
depth look into the valuation of the patent is needed.

For such analysis work, the functional manager can use the figure below as well as
the computed percentages in relation to the maximum score in each of the three
columns.

Scor e actually attained relative to maximum score on first underlying level

A.l

8 Maximum point score

Actual point score

The above figure and the computed percentages show that category C is where the
greatest relative distance between the maximum score and the score actually at-
tained lies. However, this requires a more thorough explanation of the cause in or-
der to explain why the distance is so big. The radar figure below can be used for
this purpose.

It may be inferred from the figure below that the company has not implemented the
requisite monitoring procedures which they feel are important for the patent con-
cerned. In other words, efforts must be made in this area to derive more value from
the patent. Moreover, it also appears that the company does not have the financial
resources required to enforce the rights against any possible infringement. Conse-
quently, the company should perhaps consider alternative enforcement methods
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with regard to possible infringing parties. For example, these could take the form of
licence agreements, joint ventures or strategic alliances.

Another way of approaching the analysis work is to consider the absolute areas
between the maximum and actual scores. By doing so, insight into how additional
value can be derived from the rights may be achieved.

The valuation model may thus, along with the reporting of the results, contribute to
indicating the areas in which the company should make some strategic considera-
tions, given their own evaluation of the importance of the assessment factors and
the actual situation of the company.

Score actually attained in relation to maximum score
Cl.1 in column C

B Maximum point score
Actual point score

9.5. Linkage between the elements
As part of the valuation process, an assessment should be made of the extent to
which arational linkage exists between the individual elements. For example, this
could be the number of patents relative to the number of people in the patent de-
partment or the number of countries in which patents are taken out relative to the
number of people in the patent department. By doing so, some key figures may be
created, making it possible to assess the likeliness that the company has the capa-
bility to utilise its patents.

9.5.1.Linkageto strategic position
Some patents and trademarks will, in addition to their "norma” value, aso have a
positioning-related value because the patent is related to the company’ s overall
marketing storyline. An example of thiswould be a VVolvo patent that has a safety
aspect. In this situation there is a link between the patent and Volvo's overall posi-
tioning, which makes the patent more important than simply being yet another pa-
ent.

Prepared by Ernst & Y oung and Ementor



The Danish Patent and Trademark Office — Consultants’ Analysis Report 72

In this situation it is extremely important to be able to assess the connection be-
tween the elements. Does the company also have the marketing-related resources it
needs to utilise the positioning-related value of such a patent?
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10. Potential applications and development poss-
bilities

The model as presented in Chapter 9 obviously has a number of potential applica-
tions and advantages compared to the valuation models presented in Chapter 5. On
the other hand, as the model does have a number of drawbacks and possibilities for
development, more work needs to be put into the model. A number of these issues
will be dealt with in this chapter.

On 9 October, aworkshop was held with the participation of approx. 30 represen-
tatives from large Danish industrial enterprises, patent bureaus, investors, consult-
ants and researchers. At the workshop, the valuation model was scrutinized for
purposes of assessing its potential practical applications. In other words: to identify
potential applications and development possibilities for the valuation model that
was put together. The conclusions from the workshop have been incorporated into
this chapter.

10.1.1.Potential applications and benefits

Better management

One of the most important possibilities afforded by the model is that it enables a
management process for a company’ s patents and trademarks. Thisis possible,
because the assessment factors of the model expose a number of conditions of sig-
nificance to the company in relation to the individual patents and trademarks. Once
the company has performed a valuation of a given patent or trademark, the extent
to which the patent or trademark concerned is of strategic importance to the com-
pany isidentified, and insight is achieved as to whether the asset is being utilised
completely or whether it has additional potential/value that could benefit the com-
pany. In some situations, it may further be interpreted on the basis of the model
which factors make the company unable to utilise or completely utilise the asset.
That is to say that the assessment factors of the model collectively pose a number
of important questions that may give rise to strategic considerations within the
company.

Moreover, using the model’ s results as a point of departure, a company may set up
goalsfor its portfolio of rights. For example, if it turns out that the company has a
large number of patents or trademarks with under-utilised potentials, goals can be
set for what portion of these should be utilised during the next period, etc.

External reporting

It is possible to utilise the model for purposes of external reporting, as the company
can disclose information in its annual financial statements concerning the compo-
sition of its patents and trademarks on the basis of strategic significance. In other
words, interested parties may obtain information on how the portfolio of patents
and trademarks is distributed among the individual categories. By doing so, it be-
comes possible to assess the quality of the research and development by the indi-
vidual company, as well as the company’s ability to administer its patents and
trademarks.
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Assistancein the decision to patent an invention

The assessment factors in the model may be used as a basis for deciding whether or
not to apply for a patent in cases where such a decision must be made for a given
Invention.

The model supports narrative presentations concer ning the individual rights
The output of the model may be used as part of a narrative presentation concerning
the individual set of rights. In this manner, the rights can be made more alive and
less technical, and the strategic challenges are placed at the centre.

Asa checklist in purchase/sale situations

Despite the focus placed by the model on the assessment of existing rights, the
model may be used as akind of checklist in purchase/sale situations. Thus, both the
purchaser and the seller may assure themselves that they have considered all rele-
vant issues before entering into the transaction. If both the purchaser and the seller
use the model, they will each arrive at their own particular value for the rights,
which could then form a kind of negotiation space in which the final transaction
vaue is to be found.

For evaluating therights of competitors

The model may be used to evaluate the rights of competitors. If a company evalu-
ates its own rights and then the rights of its competitors, a good picture of the com-
pany’s rights in relation to those of its competitors may be arrived at. By using the
model, an assessment can be made based upon a consistent basis.

Use with risk assessment

As regards a possible monetary valuation using, for example, the DCF method, the
model supplies input for the risk assessment of the value arrived at. Thisis consis-
tent with a number of the assessment factors addressing factors of significance to
the cash flow which is used as input for, e.g., the DCF method.

Empirically supported

A significant advantage of the model over the qualitative modelsymethods men-
tioned in chapter 5 is that it is supported by empirical material. The significance of
the model’ s assessment factors are thus largely supported by a large number of
companies that have stated that the they find the assessment factors concerned to be
significant to and relevant for an assessment of the value of patents and trademarks.

10.1.2.Development possibilities and drawbacks

Concept protection

The model may be made more holistic and, thus, catch the synergies arising in
connection with the protection of business concepts via the use of a number of dif-
ferent types of rights. For some companies, concepts are the central el ement, and
hence there may be a need for developing the model so as to enable it to handle
such concept protection mechanisms.

Purchase/sale situations — third party rights

In concrete purchase/sale situations, it may be necessary to assess a number of ad-
ditional aspects beyond those comprised by the model. Even if a company has pur -
chased a set of rights, it may not make use these rights due to the rights of others.
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In other words, in such situations it is aso important to bring in an assessment of
the rights of others (third party rights).

Portfolio focusing

It would be extremely relevant to attempt to develop the model so as to make it
able to manage a portfolio of rights as well. Some companies do not place their
main focus on the individual rights, but rather on a portfaolio.

Prioritisation between therights

The most significant pitfall of the model is that it does not make it directly possible
to prioritise between the assets. Thisis due to the fact that a mark is assigned,
which is based upon a percentage score. This percentage score indicates how many
points were obtained in relation to the maximum that could be attained for the indi-
vidual asset. A percentage rate close to 100 for a given patent or trademark is not
necessarily synonymous with the patent or trademark being more valuable than
another patent or trademark which only attained a percentage score of 75. A high
percentage score does mean that for the patent or trademark concerned, more value
Is being extracted in relation to a maximum level for the patent or trademark con
cerned. However, no regard is paid to the absolute level of value for the asset con-
cerned. The model must hence be combined at this point with afinancial model for
the value of the relevant potential utilisation. In other words, if the company priori-
tises solely on the basis of the mark obtained, it will run the risk of making some
incorrect prioritisations.

Consequently, it is necessary when performing the overall assessment and assign-
ment of marks for a patent or trademark to pay regard to the maximum point value
(the economic value of ause) that the asset concerned may attain. In other words, a
trademark that has scored the following marks "a, b, @' in the three columns of as-
sessment factors is not necessarily worth more than another trademark that has only
scored "b, ¢, b". The potential absolute value of the last trademark might perhaps
be greater than the first one.

Subjective assessments

One drawback of the subjective importance assessments performed during the
valuation isthat it is very difficult to perform any benchmarking of the result of the
company’ s position with other companies. However, if the model does find broad
application within a number of industries and companies, then industry standards
could, over time, appear with regard to a number of the importance assessments. It
might thus become possible for a company to perform benchmarking on the basis
of such industry standards.

Another consequence of the subjectivity in the importance and point assessmentsis
that it may be difficult to verify the estimate concerned. Also, internally within the
company different results might perhaps arise from the valuation depending upon
who performed it. A possible solution to this would be for companies to take care
of defining and setting up criteria for the importance and point allocation assess-
ments internally, as well as preparing guidelines for the evaluation itself. Some of
this subjectivity and randomness could thus be eliminated.
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I nteraction between rights

One element which the model does not take into consideration is the interaction
between individual rights and the interaction between different types of rights.
There may be interaction between a number of patents, or between a registered
design and design protection, etc. With continued development of the model, a

more comprehensive and detailed description of the value of the rights can be at-
tained.

Another element which the model does not handle is that the values of some pat-
ents are transferred to other rights or other assets once the patent expires. The
model does not take this succession of value into account. Thisis also an areain
which additional work could subsequently be performed.
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11. Method

11.1.The methodological guidelines

The purpose of the project by the Danish Patent and Trademark Office (PVS) is"to
contribute to improving the possibilities for Danish companies to capitalise, utilise
and report on their intellectual property rights as an element of the company’ s
overall business strategy."

The most essential element in this contribution is the establishment of a method for
the valuation of IPRthat is independent of the industry and the size of the com-

pany.
Rights are primarily limited to patents and trademarks.

The project consisted in an examination of:
- Existing national and international methods for computing the value of in-

tangible assets
Development trends in the field of IPR
Documentation of the needs and desires of Danish companies for future
possibilities for conducting valuations
Which methods for conducting valuations should be continued to be
worked with.

It has thus been relevant to clarify the extent to which the companies operate with a
cohesive management model, and how the industrial rights form part thereof.
Moreover, it has been crucial to assess the extent to which industrial property rights
comprise a critical success factor for a company in attaining its strategic goals.

The valuation of industrial rights is based on the point of view that three overall
factors are important for the valuation:

1. Thebasic properties and technical status of the rights

2. The market-related utilisation potential of the rights

3. The company's competencies, intention and resources to utilise the rights

This study is being published with results in relation to the elements that should, at
a minimum, be included in a valuation method for patents and trademarks.

11.1.1.0rganisation of the project
The project is organised with a Steering Committee, a Project Management Group
and a Working Group.

The Steering Committee consists of Mogens Kring, Director General, the Danish
Patent and Trademark Office, Lars Aagaard, chief special adviser, the Ministry of
Trade and Industry, Olaf Hasselager, Head of Division, the Danish Commerce and
Companies Agency, Jan Mouritsen, Professor Copenhagen Business School,

The Project Manager is Steffen Rebien, Director Planning Division, the Danish
Patent and Trademark Office. In addition, Henrik Dall, Director, from Ementor and
Teddy Wivel, Partner, from Ernst & Young are also part of the project manage-
ment.
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The Working Group consists of Steffen Rebien, Bent Warrer-Madsen, Strategy
Consultant, from the Danish Patent and Trademark Office, Lars Bo Christensen,
Senior Consultant, Ementor and Jean Fabian Jeldorf, Manager, Ernst & Y oung.

The project organisation is sketched out in the figure below:

Steering Committee
Danish Patent and Trademark Office,
Ministry of Trade and Industry,
Copenhagen Business School,
Danish Commerce and Companies Agency

|
Project Management

Danish Patent and Trademark Office,
Ernst& Y oung and Ementor

Working Group
Danish Patent and Trademark Office,
Ernst& Y oung and Ementor

The Steering Committee has the overall responsibility for the project, reporting to
the Ministry of Trade and Industry.

The Project Management is responsible for the co-ordination and operation of the
project, as well as for compliance with the budget, time schedule, etc.

The Working Group is responsible for carrying out the interviews, the survey, the
focus meeting, the workshop and the reporting.

11.1.2.Basis of the study
The conclusions of the study build upon 15 interviews with companies from differ-
ent industries, 1 focus group meeting and a web-based survey.

11.1.3.Interviews

The purpose of the introductory interviews was to undertake a first investigation of
how and to how large an extent companies manage, measure, conduct val uations
and report on their patents and trademarks

A total of 15 interviews were performed. A total of 11 out of the 15 were con
ducted with Danish companies and the remaining 4 were conducted with 2 compa-
nies from Germany and 2 from Sweden, respectively.

The companies were selected from among the largest customers of the Danish Pat-
ent and Trademark Office, as it was a selection criterion that the companies held
patents and/or trademarks.

Before the interviews were conducted, a theme-based question framework was pre-

pared. It was used in all the interviews in order to ensure uniformity in the focus of
the study.
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The interviews were recorded on tape to obtain as broad, but at the same time as
complete and detailed, a data sample as possible from which to prepare hypotheses.

As the participating companies were anonymous, the data sampleis only available
to the two participating consulting houses, Ernst & Young and Ementor’ s project
participants.

11.1.4.Focus group meeting

In August 2000, a focus group meeting was held with the purpose of qualifying
those attitudes which predominate today concerning the significance of intangible
assets in the valuation of the total worth of a company, aswell as clarifying the
state of the art in valuation, reporting, etc. concerning patents and trademarks.

The focus group meeting was held with patent bureaus, lawyers, auditors, investors
and consultants with experience in company analysis and investing.

The focus group meeting was conducted via Group System, which is an electronic
meeting system.

On the basis of the interviews performed and on the focus meeting, a number of
results were formulated concerning experience with and wishes for the valuation of
patents and trademarks. In addition, the interviews and focus group meeting formed
the basis of a presentation of the elements in a compiled valuation method. This
material was used in the preparation of hypotheses a more broad investigation via
the web-survey.

11.1.5.Web-survey

On the basis of the interviews performed and the focus meeting held, a hypothesis
was set up to answer how Danish companies can better manage, measure, value
and report on their patents and trademarks. This hypothesis was tested via a web-
survey and the purpose was to be able to verify the interim results.

The questionnaire for the web survey was formulated in such a manner that it could
be answered as precisely and quickly as possible. All questions could be answered
on the basis of the knowledge already possessed by the respondent on the organi-
sation.

The guestionnaire comprised 3 overal themes:. strategy, valuation and reporting.

The companies participating in the web survey were selected based upon the crite-
ria that they were among the most active companies within the field of patents and
trademarks. A total of 949 questionnaires were sent out via email. We received a
total of 320 responses, alarge portion of which could not be used at al because the
respondents had not answered all the questions.

11.1.6.Workshop
In October 2000, a workshop was held with the participation of approx. 30 repre-
sentatives from large Danish industrial enterprises, patent bureaus, investors, con
sultants and researchers.
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Prior to the workshop, all the participants had been sent a working draft of this
analysis report so that they could have a thorough look at the valuation model pre-
pared.

The purpose of the workshop was to qualify the attitudes which exist towards the
needs for valuation generally, and specifically towards the utility value, strengths
and weaknesses of the model relative to these needs.
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13. Appendix

13.1. Accounting for intangible fixed assets

Danish Company Accounts Act

Content of section

Section 16

Definition of fixed asset. Assets that are intended for per-
manent ownership or use by the company.

Section 19 Possibility of capitalisation of intangible assets acquired
through purchase as well as (internally defrayed) devel-
opment expenses.

Section 27 Valuation of fixed assets at either acquisition price or cost
price.

Section 28 Requirements for amortisation of assets with alimited
useful life.

Section 29 Requirements for writing down permanently lower values
than were entered on the basis of the acquisition price/
cost price less amortisation

Section 36 Maximum amortisation over 5 years of intangible assets
with the possibility of immediate expensing

Section 36(2) Possihility of using an amortisation period longer than 5
years when the economic life must be presumed to exceed
5 years. Justification requirement.

Section 42 Reporting requirement concerning valuation methods

Section 46(2) Reporting requirement concerning mortgaging or pledging

as security for fixed assets.

Statutory Order on the Danish
Company Accounts Act

Section 6

The requirements for the asset movement note.

Appendices A and B

Form for balance sheet in horizontal and vertical formats.

Accounting Standard No. 7, " Re-
sear ch and Development”

Item 9 Definition of research.

Item 10 Definition of development.

ltem 13 Definition of development expenses.

Item 14 Requirements of development expenses if they are to be
capitalised as an asset.

IAS 38

ltem 3 Intangible assets associated with tangible assets.

ltem7 Definitions of intangible asset, research, development,
market value, active market, etc.

Item 19 Criteriafor capitalisation of intangible assets on the bal-
ance sheet.

Item 22 First capitalisation of intangible asset at cost price.

Item 36 Internally generated goodwill cannot be recognised as an
asset.

Item 40 Differentiation between intangible assets from research
and development.

Item 42 Research expenses must aways be taken to the profit and

|oss account.
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Item 45 Reguirements for recognition of intangible assets from
development if a number of criteria are fulfilled.

Item 51 List of intangible assets that can never be recognised.

Item 53 Point in time for the computation of the cost price for in-
ternally generated intangible assets.

Item 54 Specification of what expenses can be attributed to an
internally generated intangible asset.

Item 55 Specification of what expenses cannot be attributed to an
internally generated intangible asset.

Item 63 The recommended valuation method is cost price less am-
ortisation and possible write-downs.

Item 64 An aternative valuation method is market value with ref-
erence to an active market.

Item 65 Using market value not permitted for the first capitalisa-
tion.

Item 67 For trademarks and patents, etc., rejection of the notion
that an active market can be found.

Item 76 Rule on write-ups.

Item 77 Rule on write-downs.

Item 79 Determination of the life cycle of amortisation for intangi-
ble assets.

[tem 80 Assessment criteriafor life cycle for amortisation.

Item 85 Life cycle for amortisation of intangible assets which are
associated with alegal right should be equal to the period
of the protection.

Item 88 Determination of amortisation method.

Item 91 The scrap valueisinitially set to zero in the computation

of the annual amortisation.

Draft of the new Danish Company
Accounts Act

Section 33 Definition of assets which must be recognised plus the
possibility of exceptions for development projects and
internaly generated assets.

Section 36 Valuation method for assetsisinitialy cost price.

Section 40 Definition of cost price.

Section 43 Requirements for amortisation of assets with alimited
useful life.

Section 43(2) Maximum 20 years life for amortisation of intangible
assets.

Section 53 Reporting requirements.

Section 57 Requirements for the asset movement note.

Section 83 Reguirements for recognition of development projects,

including patents, etc. which result from the devel opment
project.
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