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As with all other aspects.of the licensing process, success in finding one or

more appropriate licensees for a body of technology requires detailed preparation. This
includes understanding the strengths and weaknesses of the corpus of intellectual
property being offered, careful research about qualified candidates and the relevant
market, and, then, thorough implementation of the initiatives actually undertaken.

It is more usual than not that & prospective licensor must fight an uphill
battle: It must gain the attention of target cornpanies who are attractive for some
realistic reason and then persuade the decision makers of these potential licensees to
invest and launch a serious, well financed effort to introduce the substance of the
licensed technology as a marketable product, or to use process technology in its
production activities. :

It will be appreciated that the licensor is usually requesting its licensee to
assume a significant, and sometime unsought, risk. As the suitor in this relationship, it
therefore behooves the licensor to effectively provide “comfort” in the form of
accurate, businesslike; and useful information to the prospective licensing partner. If
this can be accomplished successfully, deliberations about the feasibility of the
technology transfer tend to be shortened, and the chances of a positive decision are
enhanced.

Preparations by a Prospective Licensor

As the originator of the technology intended to be transferred, the licensor
can be presumed to consider its proprietary technology as possessing certain
- competitive advantages over the traditional products or processes in the same field. It
is probably because some weaknesses in the existing situation were perceived that the
innovation was made in the first place. Even where the status quo ante was essentially
satisfactory, some new technological phenomenon may have been revealed which -
motivated the inventor to undertake the effort, and make the necessary investment in
time and money, to create the new development.

For instance, mechanical calculating and adding machines worked with
efficiency and satisfactorily served the needs of business offices as they were
perceived. The same could be said of the engineering slide rule. The advent of solid
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state electronics, however, opened new horizons that made it possible within a very
few years to replace these widely utilized products with calculators, and eventually,
pcrsonal computers, lap tops and other multi-purpose dcvwes which revolutionized
the entire envzronment in which they operated ‘

- Although the advantages of a new invention are frcquenﬂy readily

apprecmted by its innovator, lack of objectivity may obscure certain of its -
disadvantages or limitations to its universal application. When presenting a licensing
opportunity to a third party, it is important for the selling party (that is, the prospective
licensor), to project credibility and thereby remove initial skepticism and other
negative impulses of the target licensee. If claims regarding the invention are
overstated, or misstated in any way, the licensee is likely to be turned off, and could
reject the entire proposal. Furthermore, it is far better for the proprietor to reveal any
shortcomings of its technology than for that information to be leamed by the
prospective license from other sources. Experience has shown that an initial refusal by
a potential Jicensee is very rarely reversed as a result of subsequent submissions to the
same recipient.

Thus, it is incumbent upon a technology proprietor who seeks to conclude
licenses to appreciate realistically the competitive advantages and disadvantages of the
itéms proposed to be licensed. This type of analysis, in relation to alternanves should
add,ress >

. the effit:lency, ut111ty and cﬁ‘ccnveness of the technology,

. if a product, the near term, and projected Iong term costs of producnon
and anticipated selling prices, thereby indicating potential rates of
profitability, cSpemally when the pames have gamed experience from the

- learning curve; : : |

~» if aprocess, costs of energy and materials in relation to throughput
‘efficiency, as compared with known methods; -

*  environmental “fnendlmcss -of the proccss is also dccmed mcreasmgly
important; R -

++ « - the size of the potential market in the contemplated national or
" international licensed territory, together with a conservative projection of
- the market share that the tcchnology, properly managcd can reasonably
be expcctcdtocapture R K AT I SRS ST




«  the size of anticipated mvestments in further research and developmcnt
production equipment, marketing and distribution organization, plus delay
_ before it can begin to realize proﬁtablc returns from the contemplated |
hccnsmg Jmnatwe . L - e

o .e the novelty of the invention, mcludmg a professmnal evaiuanon of the
~ breadth and enforceability of any patents involved; the extent to which the
licensor has trade secrets or acquired know-how relating tothe . -
technology, as well as the existence of momentum to develop addmonal
- proprietary information; the existence of any trademarks relating to the

product or process planned to be licensed as well as-any goodwill )
attaching thereto; whether or not there are relevant computer software
programs, and if copyright protection has been secured;

. the estimated economic life of the technology to be licensed;

»  existing competitive technology that is curréﬁtly a\}allablé in the relevant
- ‘market, as well as additional developments by others that reasonably can
be envisaged;

. economic forecasts of the national and global economies that could affect
the commercial success of the licensed technology, as well as polmcal
' factors that might have an 1mpact :

If a prospective hccnsor can so_,berly evaluate its technology and conclude
that there is some quantifiable advantage available to potential licensees, an important
milestone is achieved. The existing strengths of the prospective licensee, in combination
with the intellectual property and other contributions of the proprietor may be ableto
magnify the over-all profitability of the deal; if so, this possibility should be highlighted.

- Of course, business executives may differ as to the assessed valuation of a
given body of technology, or of the methodology employed. Assuming the exercise was
skillfully performed, however, such values are meaningful, and can help provide the
foundation of a realistic technology transfer. The prospective licensor should highlight
this in a customized “executive summary” of this evaluation of perceived advantages to
each targeted licensee. This should be at the bcglnmng of the hcensmg memorandum,
and should rarely be longer than one page. e .




in mor
As already mentioned, a technology proprietor seeldng one or more licensees is
frequently making unsolicited contacts with the target companies. It should also be
“realized that the decision makers who will evaluate these licensing submissions-do not-
often have a highly technical background, because they may have risen through the
financial, marketing, or even legal sectors of their company. One must also assume that
the excecutives of recipients of licensing offers have existing priorities and preoccupations

of their own. Furthermore, they are probably very pressured, possibly lazy, and are also
being approached by other would-be licensors—or a combmanon of all of these realities.

It is thus logical to prowdc these people with a succinct, accurate, and clearly
written description of the pertinent aspects of the technology transaction that the licensor
is seeking to consummate. These documents should be customized as much as possible
with the target company in view. If cffecnvely and attractively done, licensing
memoranda can convey positive impressions of the prospective licensor and its
technology and can thus facilitate the commencement of a dialogue, hopefully leading to
a positive decision on the part of the target licensee. =

'~ Licensing memoranda usually inciude the following sections:

(1) | _Ihti_oduction or Executive Summary: As already noted, this should present a |

brief overview of the licensor’s position and provide initial focus on the
points which have persuaded the prospective licensor that this recipient is
an appropriate licensee candidate.

(2) - Description and Brief History of the Licensor: Here the credentials of the
- licensor and other factors which led up to the invention or development
sought to be licensed should be explained. Since licensing transactions
usually involve ongoing and interactive relationships, an effort should be
--made here to persuade the licensee that his hicensor is a capable and
- congenial collaborator company with which to conduct the business
contemplated by the license, which may continue ovcr an extended time
- peniod. :

(3)  Summary of Technology: This should be a short, nontechnical description
which emphasizes the operating and business advantages to the potential
- licensee, without ignoring possible weakness, problems, or further
- development work that may be required before the technology can be
expected to generate profits. Technical analyses and illustrations can be
provided in annexes to the memorandum. If it is feasible to provide photos
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or actual samples of the licensed products, that is also helpful. In recent
years, prospective licensors have also prepared video cassettes and CD
ROMS as effective ways to demonstrate or illustrate the operations of
certain inventions,

Reference ta Intellectual Property Portfolio: o

' The existence of patents or pending patent applications in all or part

of the proposed licensed territory can be very important to'the

| recipient company. Copies of any issued patents proposed to be
licensed can be annexed to the memorandum for prompt analysis by.

the patent department of the prospective licensee, thus helping to -
shorten the time of deliberation. Since the patentee has presumably

'~ paid substantial fees to its patent agent or attorney, there should be no
- refuctance in requesting a professional opinion from that advisor
. regarding the presumed breadth or enforceability of thc patents

concerned.

‘Assuming the advisor’s opinion is positive, reference thereto should
be made in the memorandura. It can be expected, however, that any

serious prospective licensee will also independently have the
proffered patents evaluated. If the possibility exists for a dialogue

‘between the patent advisors, this can help reduce the chance of

misunderstandings, and perhaps accelerate the discussions between
the parties. In some cases, a well financed proprietor might

~ commission a renowned patent law firm, which had not been

involved in the prosecution of the original patents, to render an
independent opinion, following a free-handed study, of the
proprictor’s patent portfolio. If this turns out to be a favorable, the

‘opinion can be made available to pl‘OSpeCtIVC licensees as an C)J'lelt

~ possibly servmg to accelerate dehbe; auons

~ as well as the means of making this known to the licensees, should be
explained here. The availability of trouble-shooting and ¢onsulting

Descriptions of the types of know-how possessed by the proprietor,
services, including the extend to which this can be offered without
special charges, should also be discussed.

If trademark hcensmg is expected-to be part of the deal, the
conditions desired by the licensor should be discussed here. If the

- mark already possesses goodwill, or is particularly apt or attractive,

- thatshould be emphasized, with illustrations provided.

5
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 (e) Appropriate software packages to implement the licensor’s

technology is not routinely provided. The proprietor’s ability to
update regularly such software, as well as its willingness to enforce
special sensitive features of such software from unauthorized use,
should also be mentioned. It might also be indicated whether it is -

~intended to made available source code as part of the I1censmg
packagc

Economics of Business from Licensed Technology: In the spirit of assisting
the recipient of the memorandum to grasp and appreciate the dimensions of
the licensing opportunity, it is useful to provide a cash flow and

| .___"'proﬁtabiht'y analysis of the anticipated business. This might even be
* hypothecated in three tracks—optimistic, pessimistic and realistic. If these
figures take into account actual performance of the technology elsewhere in

the world, that can contribute to the credibility of the picture painted, that
can be helpful. In all events, the figures set forth can provide a logical basis
for the proposal by the technology proprietor concerning requested

payments and other expectations from the licensee.

| Suggésred Transaction: This is the “bottom line” of the licensing proposal.

It should outline a suggested business framework for the transaction,
including the basic form, e.g. exclusive or non-exclusive license, joint

~venture, strategic partnership, etc... This might also provide for an initial

.. test period, under an option, or else indicate that the potential licensee
~ might sell the products as an agent or a distributor before making the more
~ significant commitment to manufacture, The licensor should also indicate

terms under which it is prepared to sell to the licensee certain ingredients,

~ components, subassemblies, or models, particularly since this can constitute

sources of remuneration to the licensor from the over-all relationship, in
addition to royalties, while also reducmg the costs or mvcstment needs of

the lxcensee

If the proposed form and price of the wransaction is carefully thoug,ht out,

. and is weli calculated to be profitable to both parties, this contributes to a positive
negotiating environment. Of course, the opposite is also true regarding unrealistic

or greedy suggestions. The licensor should give the impression that it has
thoughtfully worked out the format and that it is not merely “hlghballmg” as a first
offer. Nevertheless, it is usually advisable to signal that there is a certain amount of
“flexibility” for counter-proposals and alternate ideas.

. Licensing memoranda should be attractively printed and bound. They

should also include good quality color photographs, art work and charts, if -
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appropriate. If a “shotgun” rather a “rifle shot” approach is favored in a given
situation, the licensing memorandum ¢an be featured on the proprietor’s web page.
The availability of laser printers, copy shops and ready web access made all of this
available even to individual or small ambitious potential licensees, with modest

medans,

: This is one of the most crucial stages in the licensing process. As already
| mcnnoned, the analogy of ¢il well drilling is pertinent here. A propnctor can have
the most sophisticated drilling nig, and employ the best trained crew in sinking a
well but, unless oil or gas are found and brought to the surface, the entire exercise
is worth zero. Indeed, the effort will have gencrated a substantial loss in timse and
employment of people, equipment, and capital. Thus, extreme care is to be
exercised.

Marketmg

One of the initial decisions to be made by the technology propnetor 1s the
preferred profile of the potential licensees. Usually, the ability to market the
product in question is the most significant criterion, even more important than
possession of suitable manufacturing facilities; production capability can be
contracted out to a third party who could make the licensed products for the
licensee under contract. The possession of a marketing organization that is _
equipped and qualified to introduce the products promptly, widely, and effectively,
‘however, is an asset that is not easily and cheaply acquired. A company capable of
addressing the various relevant markets for products sought to be hcensed is a very
dcsuable potential candidate.

In SOme cases a hlghly s}ulled sales force can only be achieved after years
of expensive training. This is the case with ethical pharmaccuticals, where a
network of “detailing” people, who are qualified to call on physicians in order to
interest then in new drugs, is virtually indispensable to success. These people are
valuable corporate assets, whose time should be productively occupied. This
reality has led to the negotiating of “co-marketing” deals where the detailing force
‘of company A agrees to market and sell selected ethical drugs of company B, wluch
is smaller and lacks an adequate detailing force of its own.

- Marjken'ng and Manufacmn‘ng '
Of course, a company that combines the requisite manufacturing and
marketing strengths is an even more attractive possibility. Its utilization of existing

productions facilities, which presumably have available capacity, means that it
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could have goods available for sale to third parties at a lower cost than would be
available if those goods were to be purchased for resale from an outside production
source. This cost effectiveness could be translated into greater profitability to the
licensee which should, in twn, mean that the licensor ought to be able to benefit

_ from better margins with a comparatively high royalty rate.

Inappropriateness -

‘Even though a potential licensee possesses the requisite marketing and/or

- manufacturing qualifications, it would be an inappropriate candidate 1f there are
existing reasons why it might lack motivation to give this licensing project highest
priority. A market leader in a particular field that has had a long standing
commitment to a different technology might not be the best firm to approach.

.. To illustrate, a new type of plastic conveyor chain was developed and
patented several years ago which simulated the action of metal roller chain.
Injection-molded from polycarbonate, this new chain had excellent lubricity and -
was much lighter in weight than steel chain, thus requiring much lower power to
operate. It had several other advantages in that it was less noisy, and the mdmdual
lmks could easily be replaced, if damaged, with a hand tooi

There were several excellent companies producing a range of mild steel and

stainless steel chains that were being marketed to exactly the same list of intended

customers of the new plastic chain. Each of these companies was well financed
~.and industrially capable of handling the plastic chain—although they might initially
‘have the individual links made outs.lde bya custom injection moldcr

Nevertheless, the proprietor made a strategic decision not to offer a license

“to any of these traditional chain companies, although several expressed serious
interest. It was felt that they would each have an internal conflict of interest
between metal and plastic chain, and might push sales of the plastic chain only

... when customers expressly specified this over metal chain. This theory made sense

to the proprietor because each of these potential licensees had already made large

capital investments in tooling and metal fabricating machinery, and thus had z need
to operate these plants. Furthermore, the sales forces were metal chain oriented
because they had always previously concentrated their efforts on promotmg metal

. chain in preference to those made of othcr matenals

_ The license was therefore concluded with a smaller company that had -
succcssfully pioneered thc introduction of plasnc rollers for use as part of conveyor
systems; these products were being offered as alternatives to, and replacements for,
metal rollers. These people possessed an existing sales organization addressing the
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exact market that was relevant to the injected molded chain. They had a strong
institutional bias favoring plastics over metal. They also had no other chain in their
product line and were thus without a product conflict of interest. They turned out
to be a perfect choice, and this license proved successful to all concerned.

_Joint Ventures and Strategic _P 0’714"’3"5}_”?5 .

Sometimes, an attractive alternative to the producer and seller of a
competitive product does not exist, or the various corporate strengths of the
traditional market ieader are so superior that it would be counterproductive in the
long run to grant a license to anyone else. In these cases, an effort should be made
to insulate the activity of a new license from the licensee’s main line activities; in
order that the transferred technology can be treated with focus and high priority.

. One way to accomplish this is by establishing a joint venture between the
technology proprietor and the market leader, to be headed by a mutually approved
chief executive and other key personnel, who would devote 100 percent of their
effort to the new technology, and whose remuneration would be geared to the

- success of the new venture. At the same time, this venture should be eligible to
. take advantage of existing marketing and production facilities (e.g. tooling sources,
manufacturing and assembly of equipment, warehousing, delivery vehicles,
~computerized billing and banking credibility) of the market leader, so long as these
-provide comparative advantages and do not dilute the stratcgy of launchmg and
- maintaining the new project on target. '

The jomt venture can be particularly valuable to a proprietor whose patents
will expire in the relatively near future. As an equity holder in an ongoing |
..company, the proprietor can expect to receive income from this business beyond
the life of such patents. This form might nevertheless be acceptable to the
purchaser of the technology if the purchaser had been anxious to become active in
~ the business, i.c., to get a “running start”, before patent expiration, and also if the
- patentee still possesses the ability to generate improvements, whether or not
patented, to its body of technology Licensing to the joint venture by the proprietor
: of a valuable tradema:k can also help cement a relationship in the long run. i

. Strategic partncrshxps constitute a relatively new approach to technology
transfers that are gaining in popularity. They prowde considerable ﬂex1b1hty
because they are based on the principle that companies should interact in whatever
way makes sense to the parties, and that these relationships should evolve in
- sensitive reaction to the development of the underlying intellectual property and the
. business itself. One of the most common types of strategic partnerships between
- large and small companies reflect from the fact that each party recognizes mutual
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advantages resulting from their respective sizes.

Thus, both parties wish to preserve the advantages of smallness of one party
(“S™) , which can result in greater creativity and speed of development, without
bureaucratic inefficiencies. At the same time, the parties recognizc the need for the

_____.:_ﬂnanmal resources and nlarkenng abilities of the larger party (“L”), as well as

certain d15c1plmes and e experience it can bing to the’ pro_u:ct Thxs combmatlon of
factors offer results in relationships whereby:

* L makes a substantial, but usually minority investment in S, thereby
contributing to S's fmanmal stabxhty,

«  LandS agree on a multi-year research program, with milestones,
calculated to utilize as fully as reasonably possible S’s creative
abilities. L usually reserves the right to monitor these activities at
regular intervals and to provide support to S by calling into play
various existing strengths or facilities of L; this program would be
generously funded by L so as to permit S to proceed with a minimum
of unnecessary delays;

» . If S’s research efforts are successful, L will have reserved exclusive
worldwide licensing rights, (with the right to sublicense, if necessary)
under realistic royalty rates and other terms.

- Ambition Motivating Potential Licensee

Another factor that can affect the choice of a licensee candidate might be

‘termed the “AVIS phenomenon.” If there are several viable potential licensees, it
-might be better to opt in favor of someone ambitiously attempting to overtake the
~leader, rather than to license the leader itself. That candidate might “try harder,” in

the words of the famous slogan, or else might be willing to accept somewhat more

. expensive licensing terms in order to obtain this opportunity.

Research Tools

' It follows from the foregoing discussion that the importance of research by
the proprietor in identifying specific licensee candidates cannot be
overemphasized. Any and all of the following tools can be utilized:

. The advent of the Internet provides a powerful new tool to locate
- potential licensees, who can then be rapldly and anonymously
) mvcsngated further by v151tmg thcxr web s1tcs : :
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Interrogate, via key words, selected compﬁter data bases, which
.include recent scientific publications and references to issued patents.

- This:technique can be especially valuable in attempting to locatc S

relatively small or unobvious companies in certain area of h:gh
technology.

Traditional desk research in checking basic business directories,
industry publications, and trade association rosters remains valuable,
parhcularly after initial computemzed searches,

. Attend trade shows where an effort should be made to obtain personal

contacts in all of the various companies of potential interest. The
“potential licensor might bring copies of the one page exccutive
~summary of its licensing memorandum, together with business cards,
to leave as “door openers” with personnel of possible target licensees
at the trade show. :

- Sample existing products in retail outlets or contact dealers or
distributors of products in the industry, in order to evaluate items
with which the licensed technology will be competitive, and also to
obtain intelligence about companies who are either potential licensees

~Oor competitors.

Retain consultants, including recently retired executives, who may
have extensive personal contacts in the industry. They may have
valuable insights about the true state of affairs concerning the various
“players”. Furthermore, they could conduct investigations on behalf
of the technology proprietor without necessarily revealing its identity.

There is no single magic formula for conducting market research in the
licensing field, although experience has shown that personal discussions with
‘persons active in the targeted industry can rapldly provide valuable mnghts about
trends and the reputations of particular companies.

‘The adroit use of the telephone can help accomplish this—a tcchnique
facﬁitated by the accelerated introduction of advanced telephone equipment in the
United States and elsewhere in the world. Someone who has acquired long
experience in a particular field is usually willing, in the course of a non-threatening
telephone conversation, to share their expertise on the marketing level, provided

11
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one does not seek to elicit business secrets. These people will often comment about
the relative merits of several companies, including their competitors in the industry,
and also supply the names of others dcemed knowlcdgeable

By comparing and cross-checking a variety of opinions—which can be

““obtained by askilled investigator in a relatively short time—a meaningful picture. .

usually emerges. Tact, friendliness with respect, attentiveness and gratitude are -
traits that are ix__nportant to the success of these exercises in telecommunications.

Plan of Action

If the potential licensor has (1) already prepared a licensing memorandum,

'(2) considered various viable licensee profiles, and (3) worked out priorities, the

input of market intelligence acquired through employment of the described.
techniques should make it possible to formulate a realistic plan of action. - This
should include decisions about (a) whether exclusive or nonexclusive license grants
would be most appropriate, (b) whether to consider including field of use
restrictions, and (c) how to define the authorized opexating territories of licensees,
and (d) othcr strateg:c alternatives, mcludmg crcanve * forms for the transaction.

~ Another decision to be made at this pomt is whether custormzcd ‘rifle
bullets” should be sent to specifically selected potential licensees, or whether the

“availability of the 11ccnse should be made known to the industry in some broadcast
“fashion. The writer usually favor a “rifle shot™ over a “shotgun” blast. Sometime,

however, even this amount of background information fails to reveal a clearly
preferred course of action to the proprietor. - The relevant industry may be so

~ diverse, without any really obvious targets, or there may be numerous potential

applications of the technology i in qucstlon If so, a shotgun approach may be more
appropriate. o

This can be accomplished by placing an announcement of the availability of
the license on the Internet or by publishing a description of the technology offered
for license as an article or advertisement in relevant trade journals, briefly
describing the opportunity and indicating the names and addresses of persons to
contact for further details. It can also be done by sending out & series of licensing
memoranda to each of those companies falling within the selected general profile.
The extent to which specific individuals in the latter class of companies-can be
identified by name and title can influence the degree of success of this approach,
because it adds a useful personal touch. Existing PC software makes such
customization easily possible.

Care must always be taken in choosing the point of entry to a target
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company. If the technology proprietor has previously done the requisite homework,

he or she will understand something about the internal organization of each
potential licensee, including the location of the senior person to whom the first
approach ought best be made. Implementing this can avoid unnecessary defay;
indeed it can prevent having the project pigeonholed or rejected because the

--gssence. of the offer was nusunderstood or beyond the clout of the persop.

contactcd

As a general proposxtmn, the hlghcr the level at which attempts to penetrate
a target company are made, the more likely the proprietor is to gain the attention of
the true decision maker, It is also usually a fact of life that the difficulty of
penetration is usually directly proportional to the seniority of the selected point of
entry. It is here that a truly excellent licensing memorandum proves its value as an
“ambassador.” If this document can reach the consciousness of the nght people in
the target company, and if genuine interest is thereby stimulated, one of the most
- serious hurdles to successful hcensmg will have been overcome.

Here again, the telephone can prcmde useful assxstance Itis s believed that
initial licensing proposals—usually in the form of the memorandum, hopefully
accompanied by illustrations or samples—should never arrive unheralded. A
telephone call to the secretary of the targeted executive, or a fax sent the day
before, announcing the imminent arrival of an important licensing opportunity, is
“frequently helpful. An ovemight courier should also be used to be certain of
delivery when expected. Furthermore , once his memorandum is received, the
proprietor should promptly follow up with a telephone call to be certain that the
maﬂmg was indeed recexved by the intended person. :

It should also be 1nd1cated at the same time that a follow up (to answer
questions and to learn any preliminary reactions) can be expected at a par__t_lcular
point in time. This should be no later than one week following receipt of the
- dlSClOSUI‘f:, and probably should be sooner. \ :

A willingness on the part of the licensor to comply wnh any reasonable
disclosure procedure maintained by the licensee might be indicated at the same
-time. Indeed, this might be obviated at this stage if the licensing memorandum
expressly prowdes that it is limited to nonconfidential disclosure, and/or that the
proprietor is relying solely on its patent rights in making this submission.
Readiness to enter into Jegally protected confidential dlSCLISSIOnS as the dlalogue
proceeds should also be made known at the outset.

13
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Questions.

Once initial contact has successfully been made with one or more potential
licensees who express interest, it behooves the proprietor to help provide
meaningful answers to the extensive range of questions which can be expected to

~ be raised by serious prospective licensees. After all, each potential-licensee is-

contemplating making and investment which can create an extension, and perhaps
cven an important change, in its business, This involves risks as well as capital
outlay. The skill and speed with which the proprietor makes it possible for the
potential licensee to appreciate the true potential of the technology, and to obtain
reassuring answers to its legitimate questions, is of crucial iraportance to the
outcome of the dialogue.

Several factors are deemed relevant in this connection:

(1) - The licensor should arrange a well-rehearsed demonstration of the
technology to representatives of the licensing target company as
promptly as possible after an expression of interest. If this can occur
at the premises of the licensor, and if these facilities are likely to
create a favorable impression on membcrs of the visiting delegation,
so much the better,

- Otherwise the licensor should indicate its readiness to visit an
- appropriate facility of the licensee prowded this does not create
‘undue hardship. One advantage of this is that it can afford the
licensor an opportunity to inspect such facility and thereby improve
its knowledge of the licensee’s capabilities.

If successfully executed, this exercise serves two indispensable
purposes: |

(a) - Itprovides evidence of the accuracy of the claims made by the
proprietor in its licensing mcmorandum, thercby contributing
to credibility; and

(b) it advanccs the personal relationships between representatives
of the respective parties. The spirit of confidence and murual
trust that may be developed between the parties can serve as a
useful catalyst when the parties eventually get down to serious
bargaining,.

(2) Each party should nominate a principal spokesperson;, plus an

14




alternate, through whom communications from the other party are to
be addressed. By thus focussing the dialogue, irrelevancies and
~ misunderstandings can be minimized.

(3)  Questions and concemns of the potential licensee should be identified

. & thorgughly address each 1551.13 ThCSE mlght mcludc

(a) ~Techmca1 quencs about the operation and effeunveness of the
~ technology, both on its own and i in companson with™
alternatives; .

(b)  Financial and cost matters that can have an impact on the
_ultimate profitability, or degree of risk to the lxcenscc in the
envisaged technology transfer; - S

(o) . Envlronmental problems and other regulatory issues that are
' relevant to the contemplated acnwty, :

- } (d) ~ Evaluation of the coverage and enforccability of the patents
being offered for license, including an analysis of their
prosecution history at various patent offices;

(¢)  Understanding the extent to which the licensor possesses
- valuable trade secrets, operating and marketing know-how,
~ and the likelihood that further devdopments of this sort may
be expected; and :

(B . The availability to the licensee of mma] consultanons to get
the project started, as well as prowdmg troublcshootmg aid in
later years.

4y Thc potennal licensee will usually prefer to take the lead in deciding
~ about certain other issues, partlcularly those relating to the suitability
of the licensed technology in the territory reserved for the license.
- . The willingness and generosxty of the licensor in providing data,
.-;_based on its own experience, can nevcrtheless make a favorable
- 1mprcssxon and provc valuablc :

Promatmg Undersrandmg
Because licensing arrangements usually entail continuing relationships,
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extending over many years, a certain gestation period is almost always necessary.
In addition to the need to obtain answers to the logical questions listed above, and
also to perform their own market research, licensees are frequently seeking a
degree of confidence in balancing the risks against the scope of the opportunity
being offered. This is particularly true in intemnational licensing, in which the

------’partlcs may be products of very dlﬁ'erent cultural backgrounds

The general comportment of the technology pmpnetor can be xmportant
here I he, she or it demonstrate efficiency and thoroughness in furnishing
information, this can tend to overcome the inherent caution of the prospective
licensee, If the licensor appears overanxious or pushy, however, suspicions may be
aroused. Thus, sensitivity in interpersonal relations can be a significant factor.
Again, this is particularly true on the international level where the initial threshold
to achieving understanding is higher because of cultural and language differences.

Suppose, however, the licensee displays a degree of indifference, or appears
to be employing delaying tactics as part of a negotiating strategy. The proprietor’s
best defense against this is to have alternative licensing candidates and to indicate

 this fact frankly to the prime target company. A powerfu! potential licensee may
.. sometimes state that it will not subject itself to “horse races™ or other forms of
- pressure. Unless the licensor is intent on delaying with that particular candidate,
however, it would be counterproductive for the licensor to abandon the element of
. competition as an aid to the licensing of its technology '

O Li in m

As the proprietor of the technology in question, the licensor should be in a
position to suggest that it be the one to furnish the initial draft of the written
agreements. Lawyers argue that this can entail risks, because courts tend to
interpret against the draftsman when ambiguities arise in contractual language. Itis
my view, however, that the advantages in framing the first text greatly outweigh
this potential negative factor. This is because the first draftsman can set the entire
tone of an agreement and can easily insert many reasonable procedural elements in
the first {nstance that otherwise might have to be bargained for later, requiring
possible unnecessary concessions to the other side, if they are omitted from the
imtial draft. Furthermore, the initial draft might contain provisions which the

proprietor might be willing to reduce or eliminate dunng negotxanons for which it
nught obtain some reciprocal concession. .

In the context of this chapter, there are two poruons of the licensing

. agrcement that call for comment. One concerns the provisions governing the

license grant and actual technology transfer; the other relates to reporting by the

16




li;enscc.
License Grant and Technology Transfer

The i)araxneters of the licensed technology should be precisely defined.
.. Imagine, for example, a license in the 1950s with respect to calculating machines,

at a ime when this_type of product was entirely electromechanical in nature-Ifthe -

agreement provided, as many do, that improvements by the licensor to the licensed
technology will be automatically communicated tithe licensee, the quantum change
to solid state electronic calculators would automatically be available at no
additional charge to the licensee, assuming the licensor had succeeded in makmg
this innovation. Had the original definition been tightly confined to
“electromechanical calculating machines,” however, this problem would be
avoided, and the licensor would be eligible to make a new deal, probably on more
favorable tcrms gwen the 1mportant impact to be expected from the new

: -technology

The actual technology transfer should be carefully focussed, yet be
accomplished expeditiously, because the major portion of royalties anticipated
under the agreement will not begin to flow until the licensee is actively exploiting

“the subject of the license. This can be accomplished pursuant to these guidelines:

. A complete written description of the technology, with requisite
engineering drawings, should be made available to the licensee in the
form of a manual. Often, only one copy of the comprehensive
manual is provided, in loose leaf form, with strict requirements that
this be under the control of certain named persons, who undertake to
maintain the complete body of information confidential.

-+ Copies of portions of the manual should then be provided to
- specialized employees of the licensee who have “a need to know.”
- . Such personnel should also be bound to appropriate obligations of
- secrecy concerning the information revealed to them, and their
.~ identity should be made known to the licensor. Much of this
. information can now be transferred via CD-ROMS, which may also
‘require special confidentiality safeguards.

. Qualiﬁed employees of the licensor should present the subject matter
of the technology transfer to the licensee, and spend sufficient time
- -doing so to be certain that the information is properly understood.
- The expense of this exercise to the licensor can be covered by initial
license fees and/or by preset per diem charges if a defined amount of
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time intended for the initial technology transfer is exceeded.

Selected delegations of employees of the licensee may be afforded an
opportunity to visit, and even spend substantial periods of time, if
appropriate, at designated facilities of the licensor, if this can
accelerate or improve their comprchensmn of the essence of the

tcchnology transfer.

- Machinery should be provided for effective communications between

the parties in order to answer questions or solve problems that may
arise, with a minimum of delay. Teleconferencing and state-of-the-
art graphics techniques can prove helpful here. The parties should

- mnever lose sight of the fact that inoperative licensees do not generate

running royalties, and it therefore-behooves the licensor to do
everything possible to be certain that the licensee “gets it”.

Reporting by Licensce

Periodic reports (usually quarterly) by the licensee should cover three areas:

ey

@)

<)

the level of business activity of the licensee on the ba51s of which
running royalties are calculated;

the marketing strategies that have been formulated by the licensee
and details of the manner in which these programs have been
implemented; and

research projects underway by the licensee, or for which 1t may have
contracted, relevant to the licensed technology, particularly progress
made that may be subject to a grantback to the licensor.

The licensor should be actively responsive to the information obtain

through these reports. It should be prepared to have the royalty calculations

audited; indeed, regular auditing, particularly at the outset of a licensing
relationship, has been known to instill a healthy sense of discipline into the
accounting procedures of the licensee. If weaknesses in the licensee’s marketing
program are perceived, the licensor should comment, suggesting improvements.
With regard to technical innovations, measures should be taken to insure
appropriate intellectual property protection, and also to integrate useful innovations
into the licensor’s technology portfolio.

18
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These three areas of interchange between parties to licensing agreements
‘are sometimes defined as “post-licensing liaison.” They constitute an aspect of the
‘technology transfer process that is frequently given insufficient emphasis. An
analogy to vegetable gardening is not inappropriate: weeding is usually somewhat
tedious and tiring, but it tends to improve. the size and quality of the crop.

" Success in finding and nurturing new licensing relationships can be
enhanced if practitioners approach this difficult assignment with discipline. The
many considerations involved have been described as constituting “10 percent
inspiration and 90 percent perspiration.” Logic and attention to detail are obviously

“important to this, as they areto most fields of industrial activity. Before
undertaking the investments in time and expense involved in the licensing process,
the proprietor should also carefully evaluate whether the innovation sought to be

licensed is of sufficient merit and dimension to justify the considerable effort
required, _
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THE NEGOTIATION OF ROYALTIES
~AND OTHER SOURCES OF INCOME
"FROM LICENSING"”\

- BY ROBERT GOLDSCHEIDER'

L. - INTRODUCTION

Technology transfer agreements involving long-term relation-
ships should be creative in both organization and structure. In fact, long-
term profitability is often achieved by subtle and indirect forms of
consideration. Accordingly, skilled practitioners of licensing should not

- beslaves to a “plain vanilla” approach. Rather, by combining resources

from several aspects of various intr:-party business dealings, practitioners
can frequently generate greater income for both parties to a negotiation.
Without the prospect of substantial benefits, there is no point in
making a deal. Thus, when valuing a prospective transfer of technology,
one should first quantify the total possible profit. This valuation should
include the effect of combining the rights and resources which each party
is expected to contribute. Only after making this determination may

~ parties logically negotiate their portion of the profit. If the preliminary

apportionment is realistic and equitable, the parties may achieve the

“ultimate goal of licensing professionals: the “win-win” relationship.

The above approach may seem strange to newcomers to the
licensing field who are only familiar with licenses based on royalty rates,
which are often a simple percentage of the licensee’s net sales of the

. licensed product Indeed, the thought of basing a license upon a profit-
ability analysis is distasteful to many in the licensing field. But royalty

rates are merely expressions, or mechanical forms of calculation,

- employed by parties when making decisions or assumptions based upon

profitability. Thus, many people make decisions based on profitability
without even reahzmg it.

Parties to potential licensing transactions should remember that a
technology transfer may have broad, corporate implications. Transac-

" Robert Goldscheider is Chairman of The International Licensing Network, Ltd. in New
Vorl NV
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~tions susceptible to these implications may. include: licensing in technol-
- ogy to complement existing core technologies; licensing out technology
to a larger company-to fund further research; or, for a small proprietor,

-...generating capital funds for growth by selling a minority equity interest.to. .

the licensee. - Later, the licensee might also consider acquiring the
proprietor.

License creations are often important transactions in their own
right. However, they may also be integrated into multi-faceted arrange-
ments to meet both the short and long-term objectives of the parties.
Furthermore, licenses are not the only way to realize returns on invest-
- ments made during discovery, creation, and development of the subject
technology; many alternatives exist. This article exposes and discusses
many profit-generating alternative methods for:achieving a mutually-

satisfactory bottom line.

II.  PARAMETERS OF OPPORTUNITIES

o There are several quesnons which help quantify the profit
- potential of a specific llcense - Some of these questions include the
following: . S P

A, Size of Relevant Market o
Is this 1tem w1de1y utlllzed by the general publlc, or is it a
relatlvely specialized item that is important to only a narrow sector of

_the population, or to only a limited geographical region? Additionally,
does the deal have wider 1mp11cat10ns for the proprletor or the hcensee“’

—

B. .Dyﬁamism of -Market

Is this a rapldly expandmg sector of the economy that is expected

‘to continue growing? Is this optimism a reaction to the novelty of the:

- technology "involved in this particular fransaction, which may be

~ supported by a patent or trade secret protection or both? Is the relevant
- market stagnant or declining? Indicators of market: stagn'ation' are €xcess
production capacity, too many competitors, changes in consumer tastes,
: _'and general technologlcal obsolescence -

™
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C. Special Characteristics of Technology Intended to be
Licensed

--Is the-technology--a-unique breakthrough.which is.creating a new...

‘market? Is a “pioneer” patent involved? Has a validity search of the
-.patent(s) been conducted by competent persons? Is the subject invention
‘an improvement that is easily discernible over other, widely-known

products or processes? Alternatively, is it an evolutionary refinement of
something relatively standard? Is it a key component of a larger system?
Can it stimulate additional sales of ancillary products or services?

D.  Qualiy of Contribution by the Proprietor

Does the proprletor enjoy a well—recogmzed reputatlon as an
innovator and a continuing source of useful ideas and improvements? Is
the proprietor known to vigorously defend its rights against.infringers? Is
there goodwill attached to being assocxated with this company, person, or

e group‘?

E Expected Asset Con trzbutlons From the T echnology
Rec:pzent o

~ Is the recipient ﬁn’aﬁcially powerful and an efficient manufac-
turer, or does it possess an effective rnarketlng organization, or both? If

‘properly motivated, is it hkely to maximize the potential of the relevant

technology? | Does the recipient require, anolllary to the_pat_ent know-
how from the proprietor, or does it already possess such knowledge?

F. General State of the Economy

_ Does the economy show signs of expansmn recession, or
recovery? Are there economic indicators, existing or proposed laws, or
tax incentives whlch could affect the licensing parties’ contemplated
business?

These criteria, interpreted individually and in combination, should

~ help parties assess the financial outlook of a given license. These tools
‘may generate a forecast that will help propnetors and licensees avoid

disappointing relationships.
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II. CONCEPT OF INHERENT VALUE

When attempting to license an invention, a proprietor will

enormous time, effort, and money ‘to create .and.develop :the . subject
technology. To counter this argument, astute -licensees should character-
- ize those expenditures as the: pro’prietor s “sunk-costs.” -As such, they are
irrelevant to the licensee,. who is only interested in the technology s
future proﬂtablltty S

Fortunately for the Itcensor, there is a way to. trump thls sunk~
costs” theory. Consider, for example, a pharmaceutical company which,
with very little out-of-pocket expense, discovers a new application or use
for an existing drug. Assume further, that the licensor has existing, fully-
depreciated production facilities to satisfy the large and urgent need for
~ this new use. In such a case, the proprietor might alternatively choose to
exploit the opportunity  directly.  This extra -option provides the
‘proprietor with enough leverage to demand a high royalty rate thus the
~ proprietor can afford not to make a’ deal.

The element of risk is also important in determining Whlch party
should realize the lion’s share of the return from a licensing relationship.
The licensor typically bears the principal risk, since that party usually
makes the initial investment required to introduce the subject technology.
When the subject of the license is a process, however, licensees may have
to make investments as well. Often, their existing production facilities
must be reorganized, and sometimes, completely new facilities are needed
in ‘order to exploit the license. In situations where no such licensee
'capltal outlays are needed, a high royalty rate would be _]ustlf'led A high

" rate will serve to compensate the proprietor for the risks associated with

its ‘initial investment.

IV.  RELATIVE CONTRIBUTIONS OF PARTIES

| ~ After reaching a consensus about the overall profit potential, the
" parties should establish a proﬁt sharmg ratio. This apportxonment of

- future profit rarely occurs on a conscious level, but it is nevertheless
. __1mportant

It is here that the so-called “25 percent rule” can be put to useful

- "'_effect The rule compares the licensee’s expected pre-tax profitability
* rate from the combined resources of the parties to the expected profit-

ability of a similarly-situated, model license. It cannot be overempha-
sized that this technique merely provides a starting point from which the
parties can often gain a better perspective on their relative contributions.

[, -y

__sometimes justify a high royalty rate by noting:that it has expended

T




Pralil

The Negotiation of Royalties 5

Although helpful, the “25 percent rule” is not universally applicable. If it
were, there would be no point in applying it in the first place.!
Apparently, the “25 percent rule” was utilized by practitioners

“even prior to 1971, The late Worth~ Wade, citing Albert-S:- Davis;-Jr;;>
~listed three basic patent licensing considerations: “(1) ‘scope of patents,

(2) validity of the patents, and (3) profitability of the patents’ use. If
the patents protect the licensee from competition and appear to be valid,
the royalty should represent about 25% of the anticipated profit for the
use of the patents.™

Accordingly, if the existing factors correspond closely to the
model, the parties should seriously consider adopting a 25 percent to 75
percent profit split between the licensor and licensee. But where the
circumstances differ from those in the ideal model, the ratio should be
adjusted accordingly. The author’s recent experience demonstrates that
the ratio can successfully be adjusted to reflect pertinent factors, like
varying levels of party participation.

" The author suggests basing calculation upon pre-tax proﬁtability
because pre-tax prof'tablhty is one of two figures (the other being “net
invoice value” or “net ‘invoiced sales,™ the most common basis for the
calculation of royalty payments) which are least subject to differing
interpretations by accountants. When developing a strategy that will
work in a variety of settings, this type of consistency is important.®

The author first discussed the “25 percent rule” in print in 1971 in Goldscheider &
Marshall,- The Art of Licensing from the Consultant’s Point of View, 6 LES NOUVELLES
4 (1971), reprinted in FINNEGAN & GOLDSCHEIDER, THE LAW AND BUSINESS OF LI-
CENSING 645 (1980). This concept arose from a world-wide series of successful
licenses. Beginning in 1959, the author negotiated a series of licenses that were based
upon a 20 percent pre-tax.profit and a 5 percent royalty on net sales (i.e., a 25 percent of
total profit). This rate satisfied both licensecs and licensors. While the rule has been
refined, it is now widely employed by licensing executives and has been mentioned
frequcntly in licensing literature.

The late “Sam” Davis, formerly General Counsel of Research Corporation, is a fondly
remembered and highly regarded American pioneer in the licensing profession.

WORTH WADE, How TO PROFIT FROM LICENSING 1 (1969).

This is usually specifically defined in the agrecment as gross sales less cost of freight,
insurance, returns and allowances, and sales or use taxes, but not income taxes.

In some situations, it may be preferable to refine pre-tax profitability to the concept of
Income Before Income and Taxes (IBIT), or Earning Before Income and Taxes (EBIT),
where the former is sometimes referred to by accountants. This refinement can remove

- - anomalies in the earnings of particular companies that are carrying a heavy debt burden

. from some past, unrelated transactions. A company's projected: operating profits from
~-the specific hcensmg transaction might be equal to those of another potential or actual
licensee that is debt frce but the requxrement to makc mterest paxments on such debts

LI I I T L) M-I O P IS [ TS M
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- Licensors with a relatively strong arsenal of assets should begin
licensing negotiations by requesting a 25 percent royalty rate. With this
as a starting point, the involved parties may‘adjust that rate to account
~_for. mitigating. circumstances..

Elements that increase the strength of a prospectwe llcensor s

assets include the followmg

- (1-)  the -existence of relevant, as_surhabl_e, and .
) enforceable patentS' '

@) _ ,the exnstence of trade secrets. and know- how that are
- related to the subject technology,

3 ) _"the existence of ancxllary trade secrets and knowf "
- .. how, including marketing msnghts and contacts;

(4) . one or more established px‘oduc_t trademarks, house‘
~marks, or logos that could promptly contribute
- ..goodwill and credibility to the licensee;

(5 software ptegrams advertising support and other
- expressions of creative work, whether or not .
protected by copynght

(6) an active, well-financed and historically- |
- _._"productlve R&D facility that could reinforce the
‘ hcensed technology on a regular basis; -

~ (7)  apattern of successful licenses between the licensor and
' - similar or current lxcensees ' :

(8)  areputation for dlhgence in pursumg 1nfr1ngers of -
~ its rights; and . _

) a reputatlon for protecting its 11censees from
' - mdependent actions 1n1t1ated by third parties.

Llcensee risk assumption is probably the most contested factor in

| ‘_the entire profit-apportionment equation. Prospective licensees who

~assume unusual risks should expect to adjust their portion of the profit up
- from the standard 75 percent. For instance, licensees may need to make
- substantlal mvestments in new plants and stafﬁng They may - also face

——
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serious competition in the relevant market. From the licensee’s
perspective, other risk-related factors exist and may include:

(1) - the possession-of a-pre-existing manufacturing-plant-and
-~ the capacity to produce the licensed product or process;

2) the possession of a skilled marketing force that can
" effectively reach the licensed technology’s intended
market; and

(3) the availability of critical raw materials, local government
approvals, or financial grants that can have an impact
on both short and long-term success.

To the extent that the licensee and licensor have overlapping
resources, the licensor’s leverage is reduced. However, the contemplated
technology transfer may enable the licensee to make better use of under-
employed resources. When this is the case, the licensee’s overall risk is
reduced, and the licensor’s leverage is increased.

The 25 percent rule is not actually a rule, in the formal sense. It

“is merely a rough guideline that should be refined to fit a given situation.
- While licensing professionals sometimes follow other royalty setting
approaches, careful presentation of licensing terms based on the 25
percent rule is usually well-received. Because it was orxgmally conceived
in the real world, this rule has a ring of common sense and is becoming
widely accepted.

In a recent negotiation, the parties reached a consensus on several
prOJectlons the costs of production, including raw materials to the
licensee; the selling prices obtainable; the levels of sales; and the expected
market share. This data, along with predicted inflation rates and
expected market demand, made it possible for the potential licensor to
- construct a ten year spreadsheet.

During the following negotiating session, the potential licensee
offered to pay a 5 percent royalty rate on the mutually agreed royalty
base. The licensor then presented its spreadsheet. The spreadsheet
illustrated that the licensee could expect a weighted pre-tax profitability
of more than 40 percent over the next ten years. Based on the value of
“the intellectual property offered, the proprietor requested a minimum of
25 percent of this revenue, which was actually a 12 percent royalty rate.
The spreadsheet s numbers were indisputable and the 12 percent royalty
was adopted. Additionally, since the “bottom line” achieved in the
negotiation was supported by credible figures, the contracting parties’

haarde af directare arcented it ac well
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V. SETTING RATES

Qu1te"often parties will agree that the division of profits will be
manifested in practice as a percentage royalty of the licensor’s net

‘invoiced. sales.. This mechamsm s frequently chosen for two - basic
reasons:

(. licensees Operatmg at “arm’s length” with their licensors
often prefer to release raw sales figures over actual profit
marguns; and

(2)  this ap.proach :co_mpensate_s fcr_ inflation.

Although commonly used, a “percentage of sales” approach
- actually disfavors licensees. ~ This is because .it regularly generates
. royalties to the licensor, regardless of the actual future profit perform-
- ance of the licensee. Con51der the foIlowmg situation:

(1) -suppose at the outset, a hcensee is able to sell the licensed
_ products at $100 and has total material labor and ;
- overhead costs of $70, This yields a pre-tax net profit of
- $30. Accepting the 25 percent rule, the licensor is -
entitled to 25 percent of the pre-tax net profit.
Therefore, the parties should agree to a 7.5% royalty
rate, because 25% of pre-tax profit = (.25 x (100 70)) =
7.5%; and

(2) __xf condttlons change and costs increase from $70 to $94,
. without a ccrrespondmg increase in licensee prlces above
- $100, the pre-tax net profit would be only $6. If the
_ parties previously agreed to a royalty of 7.5% of the
licensee’s net invoiced sales, the licensor would be entitled
~ to the same royalty rate, but the licensee would actually
~ be incurring a loss. (100-94 = 6% pre-tax net profit; a
7.5% royalty would mean a 1.5% loss to the licensee).

' This “heads I win, tails you lose” aspect of royalty calculattons
based on a percentage of sales can provide licensees with an argument to
fix the royalty rate lower than the 25 percent guideline. An increased

" likelihood of substantial market fluctuations may also aid the licensee in

'argumg for a lower rate when applying the 25 percent rule.

i
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VL ROYALTIES AS A PARTICIPATION IN SUCCESS

Licensors who have confidence in the future performance of their

_licensees may maintain a high royalty rate by offermg to share in the________

fortunes of the licensee, good.or bad. This approach is. often. useful in

-~ licenses for processes designed to improve efficiency or lower costs. For

example, a confident licensor might set royalties at 25 percent of the
savmgs the licensee realizes from the improved process. The danger here
is that the licensor must forgo royalties if the licensed technology. fails to
achieve its predictions.

Indeed, by assuming this added element of risk, the licensor might
even attempt to negotiate a bonus for exceptional performance attribut-

able to the licensed process. This bonus is a logical request, because even

marginal increases in efficiency often produce increases in profit.
When the above “cost savings” approach is used, the parties must
agree upon exactly how the “cost savings” will be calculated. This type

- of planning reduces the likelihood of disputes related to royalty amounts
later on, and therefore, helps maintain long-term business relationships.

Even where product licensing is concerned, licensors sometimes

‘offer to share the licensee’s risk by accepting royalties calculated as a

- given percentage of profit. If royalties are based upon an objectively-

_determined profit calculation formula that allows for verification, this

- -method is an effective way to license products.

V]I. .OTHER FORMS AND APPROACHES TO LICENSING

REMUNERATION

Although running royalties account for most of the remuneration

| - received by licensors, additional approaches exist. These include the

following:

A. Lump-Sum Payments

A would-be licensor (now called the proprietor) can sunply sell its
technology for a so-called “lump-sum payment.” This approach is useful
for technology that licensors no longer need. It is often used when a
given technology falls outside the proprietor’s business or when, as is
common after a policy shift, the proprietor abandons activities relating
to the subject technology. Care should be exercised before choosing this
method because it may elicit capital gains tax treatment if the ‘technol-

- ogy’s cost basis can be established.

B T P ————e s e - - .
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After quantifying the payment,” the proprietor’s minimum
acceptable amount should, at least, account for the disposal costs and any
risk arising from the purchaser’s possession of the technology. The

..proprietor may also justify a higher selling pnce by pomtmg out the
 benefits the sale will bring to the purchaser. | E
~ The upper boundary of lump-sum payments is the purchaser s

cost to duplicate or “invent around” the technology. If the technology is
" patented, the remaining patent life should be considered.  Similarly, a
“body of know-how or trade secrets can also be transferred, with the cost
and time needed for duplication accounting for its purchase price. -
The same 25 percent rule which is useful in setting periodic
royalties may also be used to set lump-sum payment prices. To apply the
o rule to -lump'-'s'um p‘aymen‘ts require's the following stepS' : -

(1) perform a 25 percent rule analys;s and arrive’ at a royalty
o rate; : S

@ '_Ipzfoject the economic life of the technology in question;

(3) - project a royalty base for the technology, taking into
- account the significance of such technology to the
- product; process, or service being transferred; and

4) multiply the rate by the base and perform a discounted
_cash flow analysis on the product of such multiplication,
using the interest rate for borrowmg avallable to the
technology purchaser.

".Of course the sum reached by the foregoing method is subject to final
adjustments.  Often these adjustments reflect the partlcs nccd to
complete the transfer. |

B. ' Periodic Lump¥Sum Payments =~

Sometxmes it is onerous for partles to calculate royalties on the

~ useofa particular invention because it is a component of a complicated

piece of equipment or system In these cases, an annual lump sum may be

. a more practical approach. |

o For instance, suppose an auto manufacturer licenses technology
“that improves its current technology Assume further that the invention
- is incorporated into each of the mllhons of vehicles produced by such

licensee each vear. If an annual lump sum of $1 million were fixed as a

” P e o s e o ¢ < =+ o e e v 2t
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. “paid-up royalty” for that year, it would represent a very narrow slice of

the profit generated by the total sales of the vehicles concerned.

Nevertheless the actual payment may well be reasonable to the partles

““concerned. ~ “Because~the auto market’s—and - the - licensee’s--gigantic.....

proportlons are not attributable to the licensor or its invention, a more
“normal,” heavily discounted royalty rate is appropriate.

An alternate approach involves charging a fixed royalty per item
sold or used by a licensee. This method is favored because it affords easy
royalty calculation. Whatever method is used, it is advisable to key the
lump-sum royalty to a recognized economi_c indicator. This link will
facilitate later increases in the payments, consistent with inflation or
other economic events. | |

R C . Initial Payments

‘The availability of initial payments is very important in the
negot:atlon of licenses. It is also important during the calculation of the
parties’ relative profit entitlement. Initial payments are popular because

they provide front-end cash to a licensor, which can immediately ‘be
applied to recover the costs associated with developing the licensed

technology. Additionally, because the costs must be recouped before a
licensee can begin to realize profit, these payments are strong evidence of
licensee commitment.  The licensee’s maximum payment should
correspond to the reasonable amount of workmg cap1ta1 earmarked by the
llcensee for the license '

D. Prepaid Royalt:es

| Sometlmes a Ilcensor is financially weaker than the licensee, but is
required to further develop the licensed technology. The licensee may

provide these needed funds. The amount paid in excess of the reasonable

initial payment can sometimes be applied agamst future running royalties,
depending on how they are calculated. -

In a current negotiation, this device is bemg cleverly employed by
a start-up licensor who has patented a significant invention, for which
there are several powerful licensees. The licensor requires significant
working capital to grow its business and to further develop its technology.
However, the entrepreneurs who founded the business do not currently
wish to dilute their equity holdings by bringing in equity funding. So each
licensee is required to »ay, in lieu of an initial fee, a pre-paid royalty of

$250,000 in U.S. cu—y. Thmjun:us thenjecovered bY the licensee at

1 * L N -
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In other words, if a licensee sells $5,000,000 of the licensed
_products at a-10% royalty rate, then $500,000 in royalties would accrue.
The licensee would pay $250,000 in running royalties to the licensor and
would credit the remaining $250,000. to the prepaid. royalty .previously

advanced to the licensor. This device provides the licensor with funding,
while helpmg the licensor maintain its ownershlp posmon .

B Minimum Roya(ﬁes

_ Mmlmum royaltxes are another device which can ensure commlt-
ment and adequate licensee performance The word “adequate” is used
advisedly because the level set is usually less than excellent performance.
Instead, it reflects results which are at the low end of the licensor’s
acceptable range. It has been said that “minimum royalties are the hand-
maiden of exclusive licenses.” This is because the minimum amounts
‘must be paid in order to assure the continued exclusivity of the licensees.

: Minimum royalties .can also be employed when non-exclusive
licenses are involved. They can improve. a licensor’s cash flow, espe-

cially in times of high interest rates, by requiring each licensee to pay the -

greater of the minimum or the accrued royalties at the end of. each
calendar quarter, with the possibility of a final adjustment at the end of
-each reporting year.  Minimum royalties may also be used to eliminate
ﬁIicensees who cannot perform adequately by providing a mechanism to
“weed out” the unsuccessful licensees.

The licensor has three recourses to enforce the minimum royalty,
which vary in severity. In ascending order of impact, they are as follows:

(D if the activity level of a licensee is insufficient to generate
enough accrued royalties to exceed the minimum Ievel a
hcensee may merely pay the dlfference,

(2) - on the same facts, even if a hcensee pays cash to cover its
~shortfall, a licensor has the discretionary right to reduce °
the rights of the licensee (e.g., by retracting exclusivity, .
- by reducing the scope of the products licensed, or. by
. 'narrowmg the territory covered by the ltcense) and

- (3) ' onthe same facts, a llcensor has the dxscretlonary rlght to
| | cancel a license.- o S

":‘The”agreer'ﬁent may ‘prov1de that_\, remedies (2) or (3) would only be
‘available to a licensor if a licensee had failed to accrue sufficient rovalties

ST,
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to meet or exceed the minimum level in more than a set number of years
or consecutive reporting periods.
Minimum royalty . levels usually increase from zero, during the

LT

initial year of a license, up to a maximum-level during later years.~For

‘instance, a license which starts on February 1, 1995 mlght provide the

following royalty payments:

- Until 12/31/95 . S . 10,000 U.S. Dollars
From 1/1/96 to 12/31/96 . 25,000
From 1/1/97 to 12/31/97 50,000
From 1/1/98 to 12/31/98 - 75,000'
Every calendar year thereafter 100,000

In some instances, parties can also provide that minimum royalty
requirements will decrease over time to reflect the maturity of the
licensed technology. Providing for inflation by tying minimum royalty
figures to some recognized index (e.g., the Producer’s Price Index of the
U S Department of Labor) is a useful device that is frequently employed

F. Sale of Key Ingredients, Components, or Spec:al Items by
Licensor to Licensee _ . _

A licensee may purchase a key component from a licensor at a
price sufficient to eliminate the licensor’s need to exact royalties in any
form. Provided the purchased item is truly proprietary to the licensor,
these arrangements need not run afoul of tying prohlbmons under the
antitrust laws.

Frequently, it is cheaper for a licensee to purchase certain
components from a licensor who is prepared to make the components
and can take advantage of long production runs. By exploiting their
production ability, some licensors may offer a price and royalty combina-
tion that makes the subject technology cheaper than if the licensee
produced it. Licensors who do this can sell the component at a price that
includes incremental profit; they can also charge running royalties.

Sales also occur when licensed products are available in a range of
sizes or models, with some being much more in demand in a licensee’s
territory than others. In these cases, it may be more economical for a
licensee to purchase the less popular sizes or models from a licensor.
Royalty payments may or may not attach to resales iy the licensee of
those  items, depending on the c1rcumstances including the relative

. bargaining strengths of the parties. -




14 IDEA — The Journal-of Law and Technology

G. Barter and Payments in Kind

' Barter and payments in kind are common when licensing to third
world -countries--and--to -the-People’s—~Republic-of-'China -because “these

countries have insufficient hard currency available to fund their licensing
interests. A br—ter system frequently utilizes specialized intermediaries
who arrange the trade of goods offered as payment by the licensees.

~Alternatively, licensees may offer to sell goods made under the.
license back to the licensor, at attractive prices. This system works when
the licensor makes a resale profit that is sufficient to compensate the
licensor for granting the license. However, arrangements of this sort are
not frequently of interest to licensors because there are often ample
supplies of the subject goods available.

| - H. | Recezpt of Equujv

Skeptlcs of the hcensmg process claim that these transactlons

educate future competitors. To reduce this risk, licensors should require
interested potential licensees to form a new corporate entity for the
purpose of executing the substance of a proposed license. As total or
partial consideration for a license grant, the licensor should receive a
mutually agreed percentage of the voting stock of the new corporate
licensee, usually with the right to veto decisions that are considered
important to the continued viability of the venture.
. There are many possible variations on this theme, "including
provisions for royalty payments to the licensor or potential dividends
from the licensor’s holdmgs in the licensee corporation.  Also, the
licensor might sell or increase its holdings, in accordance with some
express formula ' : : T :

L :Sublic'ensin'g

By grantmg hcensees the rxght to appoint one or more sublicen-
see, a propnetor can increase its earning potential. To do so, the licensor
should require that sublicensors remit a pre-agreed percentage of the
income from sublicensees, e.g., from 5 to 95 percent, dependmg upon the
role of the licensee. Another approach is to require t:e licensee to remit
to the licensor the same sum per licensed product . . the licensee pays
on its direct sales, with the understanding that the sublicensees will pay a
somewhat hlgher royalty; the difference being retained :hy. the . principal

lirencee
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VIII. SUPPLEMENTAL FORMS OF REMUNERATION TO LICENSORS |

By performmg specnal additional services for its licensees,

technology proprietors “can often”increase the profitability of licenses.
Proprietors often provide consulting or trouble-shooting services. Profits
from these services can come from annual retainers or per diem charges.
To encourage licensees to utilize these licensor-operated services, a
certain (usually modest) amount of the service may be offered free of
charge, with fees only aftaching to the excess.

Licensors can also increase their: profitability by retaining
marketmg rights to products produced by licensees outside the licensed
territory.  This clearing house function can enable licensors to earn
commissions on sales from a licensee, who is a very efficient producer, to
other licensees, who may be less efficient or not manufacturing a full line.
Moreover, such an arrangement may allow a licensor to better protect
and serve its home market. For example, if the licensor has a highly
proﬁment Japanese licensee, the licensor may be able to make some high

-quality and cost-effective purchases from its Japanese licensee, while also

protecting its home market from competition: by the same Japanese
licensee. . .

IX FAIRNESS DOCTRINE

" One overall consideration’ appllcable to licensors’ management of
licensees is the “fairness doctrine.” Its basic concept is that although an
unaffiliated licensee is an independent party, a licensee is somehow part
of the licensor’s family. There exists an underlying, and often unspoken, -
critical bond between a licensor and a licensee; they are collaborating on
a business venture in which, in effect, they are sharing profits.

The sharing may be spelled out in black and white terms, e.g., five
percent .of net sales. “Yet, in key. ways, a hcensmg agreement is more
involved for both sides than is a straight arm’s length ‘sale. First, the
relationship is long term. Second, it usually involves an exchange of
know-how, personnel, and management techniques; it is not merely a sale
of goods. If one side is too demanding, the other ‘may simply find the
venture unprofitable and either abrogate the agreement or treat it in such
a haphazard manner that both sides lose potential profits.

Perhaps more of the responsibility for maintaining a fair
relationship rests with the licensor than with the licensee, if only because
the licensor has more to give. Ultimately, both must share in making the

relationship work. However, if the licensor demands too much, the deal
will nat he mutnallv nrafitahle and will i1 Ry connnarigan it ic leac




16 IDEA — The Journal of Law and Technology

likely that a licensee who is reahzmg an unforeseen windfall will volun-
tarrly offer a corresponding increase in its royalty rates. Such an
initiative would not be counterproductlve however, because it could

inspire the licensor to be more actlve 1n supplymg 1mprovements and

other servxces back to the hcensee

X.. ~ STANDARD INDUSTRY LICENSING RATES -

Negotiators or so-called '“Iicensing experts” often suggest that
standard, industry-specific royalty rates exist and that it is very difficult
to depart from them. Indeed, there have been efforts to publish standard
rates as guidelines to practitioners. - However, since the author feels that
royalties are essentially an expression of underlying- contemplated
proﬁtablhty, he disapproves of royalty rate standardization.

‘For example, third-party ' licenses are rare in the agricultural
chemical industry. Instead, they are kept within the immediate corporate
“family,” and are usually ha'ndled by close affiliates. Only less important
technology is licensed.  Therefore, if negotiated royalties were to be
tabulated and averaged in-the agricultural chemical business, the results -
would be unreahstxcally low.

It is believed that the same considerations hold true for many
other industries, particularly those in which multi-national companies are
active. If industry trends indicate low royalties they could merely be a
reflection of the general level of profitability in that industry. To limit
innovation in that industry to an artificially low royalty standard would
be inappropriate. The licensing process should not be Sub_]CCt to the
pressures of Gresham s law.® :

- XI.  CONCLUSION.-

, The various approaches and examples described in this article are
intended to be illustrative, not exhaustive. ' Any informed ‘description of
ways ‘to obtain income from licensing must hlghhght the “scope for
creativity - provided by the technology transfer process.” This is perhaps
the touchstone of the art of llcensmg ‘Moreover; such a description
requires discipline and an appreciation of a- methodology mtended to

6 “Gresham 3 law“ is an economtc prmc:ple observed by Thomas Gresham, an English

*financier and economist in the 1570s. The economic observation is that “bad money
B [over-valued] drives out good.” By analogy, a “bad” royalty standard drives out
5;mnovat10n in mdustry See 5 THE NEw ENCYCLOPA.EDIA BRITANN'ICA 391 (15th ed

.!_!
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locate solutions that will motivate both parties to work diligently toward
mutually-profitable goals.
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