
How to Calculate Licensing Fees: A Lawyer’s Guide to
Valuing Your IP

Calculating a licensing fee involves more than just picking a number;
it’s a strategic valuation of intellectual property. The most common
method is the royalty rate model, where the fee is a percentage of
revenues generated from the licensed product or service. Other
methods include a one-time flat fee or a per-unit payment. The
final amount is heavily influenced by factors like market demand,
exclusivity of the license, and industry standards.

In my career as a trial lawyer, which began in 1984, I’ve handled complex
litigation for both individuals and large corporations. A surprising number of
these disputes originate not from a malicious act, but from a poorly
constructed licensing agreement. The calculation of a licensing fee isn’t just an
accounting exercise; it’s the foundation of a business relationship. Get it right,
and both parties can prosper. Get it wrong, and you’re likely to end up in a
courtroom.

Whether you’re the creator of a patented technology (the “licensor”) or the
business seeking to use it (the “licensee”), understanding the mechanics of this
calculation is critical. This guide is built on the lessons I’ve learned from
decades of seeing these agreements succeed and fail.

What Is a Licensing Fee? A Tale of Two
Payments
At its core, a licensing fee is compensation paid for the right to use an asset
you don’t own. This asset is typically intellectual property (IP), such as a
patent, trademark, or copyrighted work. However, I’ve often seen clients
confuse two distinct concepts: the upfront license fee and the ongoing royalty.

License Fee: This is often a one-time, upfront payment that grants the
licensee the right to begin using the IP. Think of it as the entry ticket.
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Royalty: This is a recurring payment, typically calculated as a percentage
of sales or profits, made for the continued use of that IP. This is the
payment that reflects the commercial success of the product.

In many modern agreements, these two are combined. A deal might include an
initial fee plus ongoing royalties. For the remainder of this article, when we
discuss calculating the “fee,” we will primarily focus on the royalty, as it
represents the dynamic, long-term value of the license.

In my experience, the most contentious disputes arise when the
royalty structure doesn’t align with how value is actually created.
Always ask: “Does this agreement fairly reward both the creator’s

innovation and the licensee’s risk and effort?”By Gigi M. Knudtson,
Founder

The Core Methods for Calculating Licensing
Fees
There is no single, universal formula for calculating a licensing fee. The
method you choose will depend on the type of IP, the industry, and the specific
goals of the agreement. Over the years, I’ve seen these three models used most
effectively.

The Royalty Rate Model (% of Sales)

This is the most common approach, where the licensor receives a percentage
of the revenue generated by the licensed IP. Royalty rates can vary
dramatically, from less than 1% to over 25%, depending on the industry and
the IP’s strength. For example, software and biotech patents often command
higher rates than consumer product trademarks.
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What is the “Royalty Base”?

A critical point of negotiation is defining the “royalty base”—the specific
revenue figure used for the calculation. I’ve seen deals fall apart over this
detail. The two main options are:

Gross Revenue: The total revenue generated from sales before any
deductions. This is simpler and often favored by licensors.
Net Revenue: Revenue after specific, agreed-upon deductions (like
returns, shipping, or taxes). This is more complex but can be fairer to the
licensee, who isn’t paying a royalty on money they never truly receive.

How Are Royalty Rates Determined?

Determining a fair percentage is both an art and a science. It’s often guided
by:

Industry Benchmarks: Established standards within a specific industry
provide a starting point. Databases and industry reports are crucial here.
The 25% Rule: A traditional, though now less-used in litigation, rule of
thumb where the licensor receives about 25% of the licensee’s expected
gross profit from the product. While the Uniloc v. Microsoft (2011) case
limited its use for calculating infringement damages, it remains a useful
starting point for negotiations.
Comparable Agreements: Analyzing rates from similar licensing deals
for comparable IP.

The Flat Fee Model (Lump-Sum Payment)

In this model, the licensee pays a single, fixed amount upfront for the right to
use the IP for a specified term or in perpetuity. This is common for assets



How to Calculate Licensing Fees: A Lawyer’s Guide to
Valuing Your IP

where tracking sales is difficult or for creators who prefer the certainty of an
immediate cash flow over the potential for higher, but riskier, long-term
royalties.

The Per-Unit Model (Fixed Fee Per Item)

Here, the licensee pays a fixed dollar amount for every unit sold. For instance,
a patent holder might receive $1.50 for every device sold that incorporates
their technology. This model is straightforward and works well for tangible
products where sales are easily auditable.
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Key Factors That Influence The Final Fee
Regardless of the model used, the final number is always a product of
negotiation shaped by several critical factors. In my litigation experience,
overlooking these is a common cause of future conflict.

Exclusivity: An exclusive license, which prevents the licensor from
granting rights to anyone else in a given territory, will always command a
much higher fee than a non-exclusive one.
Territory and Scope of Use: A license limited to a single country or a
specific application will be less expensive than one granting worldwide
rights for all possible uses.
Strength of the IP: A strong, broad patent that is difficult to design
around is far more valuable than a minor improvement on existing
technology.
Stage of Development: IP for a market-ready product carries less risk
for the licensee and thus warrants a higher fee than a raw, unproven
concept.
Market Demand and Profitability: The more profit the licensee is
expected to generate from the IP, the higher the royalty the licensor can
reasonably demand.

Royalty Fee Estimator

Total Sales Revenue ($) 

Royalty Rate (%) 

Calculate Fee
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Industry-Specific Royalty Rate Benchmarks
While every deal is unique, understanding the typical royalty rate range in
your industry is essential for any negotiation. Setting a rate too high can scare
off licensees, while setting it too low can leave significant money on the table.
The table below provides general benchmarks based on net sales.

Industry
Typical
Royalty
Rate Range

Notes

Software & Technology 5% – 25%
Higher end for foundational
patents and highly unique
software.

Pharmaceuticals &
Biotech 5% – 20%

Rates are highly dependent on the
stage of clinical trials and market
potential.

Consumer Goods & Toys 3% – 12% Brand recognition and character
licensing often fall in this range.

Automotive 1% – 5% Often involves components within
a larger, complex product.

Publishing & Media 5% – 15%
Includes book author royalties,
photography, and music sync
licenses.

Apparel & Fashion
(Designer) 4% – 10%

Depends heavily on the designer’s
brand strength and market
presence.

Note: These are general estimates. Actual rates are subject to negotiation
based on the specific factors of the deal.
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A Step-by-Step Guide to Calculating a Licensing
Fee
Approaching the calculation systematically can remove much of the
uncertainty. Here is the process I guide my clients through.

Step-by-Step Guide to Calculating Your Licensing Fee

Step 1: Value Your Intellectual Property. Objectively assess its1.
strengths and weaknesses. What is its unique selling proposition? How
defensible is it legally? Use the cost, market, or income valuation
approaches to get a baseline value.
Step 2: Research Industry Comparables. Investigate what rates are2.
standard in your industry for similar types of IP. Use resources like
professional licensing society surveys or specialized online royalty rate
databases.
Step 3: Analyze the Licensee’s Business Plan. You must understand3.
the licensee’s projected revenue, profit margins, and the level of risk they
are taking on. A fair royalty should not prevent the licensee from making a
reasonable profit.
Step 4: Model Different Scenarios. Use a spreadsheet to calculate4.
potential outcomes using different royalty rates, sales projections, and fee
structures (e.g., rate with an upfront fee vs. a higher rate with no fee).
Step 5: Define the Agreement Terms Clearly. This is where legal5.
counsel is indispensable. Clearly define the royalty base, payment
schedule, audit rights, and all other key terms to prevent future disputes.

Common Pitfalls to Avoid in Licensing
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Agreements
Over the decades, I have seen several recurring mistakes that lead to costly
litigation. Being aware of them is the first step to avoiding them.

Vague Royalty Base Definitions: Failing to precisely define “Net
Sales” is a primary source of conflict. Your agreement must explicitly
list every permissible deduction.

Lack of Auditing Rights: The licensor must have the contractual
right to audit the licensee’s financial records to verify sales figures.
Without this, you are relying purely on trust.

Ignoring Global Tax Implications: When licensing internationally,
withholding taxes can significantly reduce the licensor’s net income.
The agreement must specify which party is responsible for these
taxes.

Failing to Include a Minimum Guarantee: For exclusive licenses,
a licensor should often require a guaranteed minimum annual royalty.
This protects the licensor if the licensee fails to adequately
commercialize the IP.
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Frequently Asked Questions

How is a license fee different from a royalty?

A license fee is typically a fixed, one-time upfront payment for the right to use
intellectual property. A royalty, on the other hand, is an ongoing, usage-based
payment, usually calculated as a percentage of the revenue generated from
that IP. Many agreements include both.

What is a typical licensing fee percentage?

There is no single “typical” percentage, as it varies widely by industry. Rates
can be as low as 1% in high-volume, low-margin industries or exceed 25% for
high-value patents in sectors like pharmaceuticals or software. Most consumer
product royalties fall in the 3% to 12% range of net sales.

Can royalty rates be negotiated?

Absolutely. Royalty rates are almost always negotiable. Factors such as the
exclusivity of the license, the strength of the patent, market trends, and the
licensee’s investment risk all play a significant role in the final negotiated rate.



How to Calculate Licensing Fees: A Lawyer’s Guide to
Valuing Your IP

What is the “smallest salable unit” rule?

In patent law, particularly in infringement cases, damages are often calculated
based on the revenue of the “smallest salable patent-practicing unit” (SSPPU).
This means if a patented chip is part of a $1,000 laptop, the royalty base
should be the price of the chip, not the entire laptop. This principle is
important to consider during negotiations to ensure the royalty base is
reasonably tied to the value of the licensed IP itself.

Disclaimer: This article is for informational purposes only and does
not constitute legal advice or create an attorney-client relationship.
The outcome of any legal matter depends on the specific facts and
circumstances of the case.

GIGI M. KNUDTSON

Gigi Knudtson is the founder of the law firm Knudtson & Associates. A trial
lawyer since 1984, she handles complex civil litigation, including medical
malpractice, personal injury, and commercial disputes for both individuals and
companies. Her firm is woman-owned, and she is dedicated to advancing the
interests of women and minorities.

https://knudtsonandassociates.com/blog/author/admin/
https://www.facebook.com/sharer/sharer.php?u=https%3A%2F%2Fknudtsonandassociates.com%2Fblog%2Fbusiness%2Fhow-to-calculate-licensing-fees-a-lawyers-guide-to-valuing-your-ip%2F%3Fpdf%3D343
https://twitter.com/intent/tweet?text=How%20to%20Calculate%20Licensing%20Fees%3A%20A%20Lawyer%27s%20Guide%20to%20Valuing%20Your%20IP&url=https%3A%2F%2Fknudtsonandassociates.com%2Fblog%2Fbusiness%2Fhow-to-calculate-licensing-fees-a-lawyers-guide-to-valuing-your-ip%2F%3Fpdf%3D343


How to Calculate Licensing Fees: A Lawyer’s Guide to
Valuing Your IP

https://reddit.com/submit?url=https%3A%2F%2Fknudtsonandassociates.com%2Fblog%2Fbusiness%2Fhow-to-calculate-licensing-fees-a-lawyers-guide-to-valuing-your-ip%2F%3Fpdf%3D343&title=How%20to%20Calculate%20Licensing%20Fees%3A%20A%20Lawyer%27s%20Guide%20to%20Valuing%20Your%20IP
https://www.linkedin.com/sharing/share-offsite/?url=https%3A%2F%2Fknudtsonandassociates.com%2Fblog%2Fbusiness%2Fhow-to-calculate-licensing-fees-a-lawyers-guide-to-valuing-your-ip%2F%3Fpdf%3D343
https://knudtsonandassociates.com/blog/business/how-to-calculate-licensing-fees-a-lawyers-guide-to-valuing-your-ip/?pdf=343
https://api.whatsapp.com/send?text=How%20to%20Calculate%20Licensing%20Fees%3A%20A%20Lawyer%27s%20Guide%20to%20Valuing%20Your%20IP%20https%3A%2F%2Fknudtsonandassociates.com%2Fblog%2Fbusiness%2Fhow-to-calculate-licensing-fees-a-lawyers-guide-to-valuing-your-ip%2F%3Fpdf%3D343
https://knudtsonandassociates.com/blog/business/how-to-calculate-licensing-fees-a-lawyers-guide-to-valuing-your-ip/?pdf=343

