IP License Acquisition Series — Volume 2

Royalty Ceiling vs. Market Rates: How to Avoid Overpaying for Lift

Executive Summary

Market royalty rates are descriptive, not predictive.
The only number that matters to a licensee is the royalty ceiling — the maximum sustainable
royalty a category can absorb while preserving acceptable operating margin.

Overpaying for perceived “brand lift” erodes profitability even when sales increase.

I. The Royalty Ceiling Concept

Royalty Ceiling =
(Gross Margin — Required Operating Margin — Marketing Load — Distribution Costs)

If gross margin is 40% and required net operating margin is 12%, the maximum available royalty +
incremental marketing is 28%.

After marketing and trade spend (10%), the royalty ceiling is 18%.

In reality, structural factors usually reduce this materially.

Il. Why Market Rates Mislead
Published benchmarks (e.g., apparel 8-12%, housewares 5—8%) ignore:
e Retail channel margin differences
e COGS inflation
o Marketing intensity
e SKU velocity
¢  Working capital drag

Two licensees in the same category can have different royalty ceilings.

Ill. Modeling Royalty Discipline
Royalty decision process should follow:
1. Establish contribution margin per unit
2. Determine required EBIT
3. Back-solve maximum royalty rate
4. Stress-test with downside volume scenario (-20%)

If EBIT falls below 8—10% under stress case, royalty is too high.
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IV. The lllusion of “Brand Lift”
Licensors often justify higher royalties by citing:
e Incremental consumer demand
e Retail buyer preference
e Marketing halo
Licensees must validate:
e Incremental lift percentage
e Marketing cost to achieve lift
e Time to break-even

If lift < incremental royalty cost, the deal destroys value.

V. Negotiation Implications
Licensees should:
¢ Model ceiling before negotiations
e Anchor royalty to economic capacity, not benchmark tables
e Trade rate for MG reduction
e Trade rate for marketing participation

Royalty discipline is financial survival, not negotiation leverage.
Conclusion
The royalty ceiling protects licensees from structurally unprofitable deals. Market rates provide

context. Economic modeling determines viability.
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