VOL.8 - NO.4 .- LES NOUVELLES

not the friend of trade, the promoter of permanence and
perpetuator of stable trading conditions. It appears that this
may be true.

1. Is Licensing Necessary for Progress?

It seems that licensing may indeed be necessary to control
new technology. 1s it necessary for progress?

Smce we live on a planet of finite size, we must always
consider the effects on our atmoesphere, the oceans and the
land of our activities. We should always consider these mat-
ters in our plans and indeed it 1s rapidly becoming a matter
of law that this be done. We all have seen odious examples
showing the sad conscquences of neglect of such planning;
the smog in Los Angeles is a famous example.

In certain areas of activity, those affecting the environ-
ment, there is little doubt of the need for licensing to control
technological progress. In fact in the whole area of energy
and environment, licensing and controls obviously are es-
sential. We speak of all energy sources and distribution prob-
lems: coal, oll, shale, 1ar, sands, hydro, solar, geothermal,
power transmission and energy storage. All utilization prob-
lems; automobiles, and their emissions, mass transit
systems, air conditioning, insulation in new buildings, etc.
All of these matters require intelligent and sympathetic
licensing practices to allow necessary technological progress
and in fact, to encourage it.

Are there any areas where licensing is truly inhibitory
to technological progress? Unfortunately the answer is al-
firmative but 1 do not believe it is necessarily so, The li-
censing and control boards sometimes err in not being up
to date on the technology and thus act in inhibitory ways.
Examples: In Los Angeles where earthquake hazard is great,
only metal piping is allowed while much of the rest of the
country allows flexible plastic pipe which is able to bend
as much as 38° without breaking. Another example: For
fifteen ycars a mcthod of food processing to greatly improve
the qualty and distribution of fresh meat and fruit has been
available but unused for the lack of license by the Food and
Drug Administration. This has cost untold billions of loss in
trade particularly for underdeveloped countries and un-
necessary hunger.

*Ahowut the Speaker: Dr. Willard F. Libhy has become a world
renowned author, lecturer, scientist and professor for his

works in chemistry., Dr. Libby, who is currently Professor of

Chemistry and Director of the Institure of Geophysics and
Planetary Physics at U.C.L.A., has received numerous special
awards and honors for his pioneering research activities.
Dr. Libhy was awarded the Nobel Prize in  Chemistry in
1960 for his discovery of the carbon-14 method of determ-
ing the age of archaeologically and geclogically imporiant
materials.

Recenmtly, Dr. Libby's interest in air quality has resulred
in new research acrivities in the area of heterogeneous
catalysis and their application 1o the current auto exhaust
probiems in the United States.

** Donald F. Howard is Vice President, General Manager of

W. F. Libby Laboratories, Santa Monica, California.

Use of the L.E.S. Mailing List

There was discussion of the policy to be followed
regarding use of the membership list. Following dis-
cussion of the LES Board ol Trustees, it was moved,
seconded and passed that use of the U.S.A, Member
Society membership list may be authorized at the dis-
cretion of the President or President-Elect, subject
to Counsel clearance, for a fee of $100.
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George W. Morgenthaler

A QUANTITATIVE LOOK AT PROFITS
IN LICENSING

by
George W. Morgenthaler®

L. To License or Not to License —

Many reasons have been given, pro and con, regarding
whether a corporation should engage in an active program
of licensing of its technology. Some of these reasons are
listed in Figure 1.

PRO*S & CON'S OF LICENSING

PRO'S cows
1) GATHER INTELLIGENCE & STHALILATE 1 DISTRACT MANAGEMENT
2)  QUTLET FOR EMPLOYEE CREATIVITY 20 LITIGATION

3)  INCREASE GROWTH OPPORTUNITIES 3} RESQURCE DIVERSION
41 INCREASE PRODUCTIVITY OF WORK 4 COMPROMISE

THROUGH CROSS LICENSING
5) PRODUCT MARKET PENETRATION
6 INTERNATIONAL UNDERSTANDING
7} PROFITABILITY

PROPRIETARY DATA

On the ‘pro’ side, we at Martin Marietta Corporation
(MMC) have found that the activity of cngaging in a i~
censing program brings us into daily contact with important
ideas in the techmical field and so this represents an intelhi-
gence function or @ “G2" function plus a4 general technical
stimulation, For example, some of our recent licensing ac-
tivity in the field of clectronic recording devices has enabled
us to better calibrate our own technological level in this field.

A second reason for licensing is that the creative em-
ployces of the company derive great personal satisfaction
from seeing their innovations employed on a broad scale.
Consequently, licensing of technology beyond company
product use, is an important morale booster for such em-
ployees.

In the course of endeavoring to place the technology via
licensing, opportunitics are brought forward {rom without
the company which can be classified as growth opportunities
for the corporation. For example, one recent licensee candi-
date, upon viewing our working modcl, suggested an entirely
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new application for the device which has since caused us

to redirect our product toward a better marketing op--

portunity.

The application of innovations via licensing is a net im-
provement in the productivity of our society and, therefore,
in a sense, there is a patriotic and social force behind the
activity of licensing. To the extent that the licensing is pro-
moted internationally, it opens additional avenues of inter-
national relations.

The licensing of technology, even though the technology
in question is at the same time employed by the firm,
broadens the market penetration base. Thus licensing is an
alternative strategy for penetrating and developing a market.
The idea is to put someone else’s market development horse-
power behind your own marketing efforts.

Finally, the claim is made (and that is the subject of in-
vestigation of this paper) that licensing is profitable.

On the negative side, observers of licensing have pointed
to the fact that the efforts involved in licensing are con-
sidérable and, therefore, the licensing function becomes a
management distraction from main line company business.
Every time a licensing agreement is negotiated, executives
at the upper levels of the corporation are involved. The
papers that are to be signed must be explained to cor-
porate presidents or vice presidents, perhaps renegotiations
occur, the corporate legal staff is involved, and, only after
much effort a licensing agreement finally emerges.

Another negative consideration is that there are hazards
which can result in costly litigation. Either the licensee in-
fringes on somebody elsc’s patent, or someone is infringing
on his patent. Or, liabilities may arise which result in court
actions and possible financial penalties. All of these situa-
tions absorb technical, management, and legal talent and
tend to sour management on the licensing function.

Still other nepatives exist. In the process of development
of the technology and in the tailoring of the technology to
a licensee’s particular field of application, technical and
marketing resources are diverted from the main purposes
of the corporation. Some company patent counsels and some
managers also feel that the very activity of licensing results
in a compromise of company proprietary data, despite the
use of precautions such as Confidential Agreements.

One can find additional ‘pros’ or additional ‘cons’ for
licensing. The overall strategy and goals of the corporation,
however, will dictate in each case whether it is desirable
for the corporation to eungage in licensing. Today, my as-
signment is to discuss whether the licensing function is or
is not profitable for the corporation in the dollar sense alone.

1. The Profitability Equation

When [ was asked to present this paper to the LES Gth
Annual Meeting here in San Francisco, a meeting whose very
theme is “How to Make Money Licensing,” lagreed to do
so only if LES would agree that we might survey the LES
membership and try to develop a quantitative case for the
profitability or non-profitability of the lcensing function.
As you will see in a moment, such a survey was made and
statistical analysis was performed. The conclusions arrived
at are limited, of course, by the size of the data base and
by the short time in which we had to develop the study. But,
[ think that along the way interesting questions have been
raised and some additional insight into the licensing procéss
has been provided.

Figure 2 shows a simple relationship [or determining the
profitability of licensing. Profitability of licensing is equal
to the total income from licensing minus licensing costs. Now,
in the area of licensing income, three principal sources of
revenue are identifiable. The first source is annual royalty
payments from the licensee, the second source is cash down
payment or front-end payment, and the third source relates
to services provided if the license is to be maintained. Often
additional technical tests need to be made to extend the ap-
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LICENSING STUDY OBJECTIVE
IS LICENSENG PROFITABLE?

_( LICENSING ) _ ( L!CENSING)
=\ INcome CosTS

LICENSING COSTS
Patent Costs

(LICENS!NG )
PROFITABILITY

LICENSING INCOME
Rovalty Payments

Cash Down Payments Negotiation Costs

Maintenance/Service Fees Infringement Study Costs

Cost of Pursuing Infringers
Liability & Infringement Suit Costs
Overhead Costs

plicability of the patent, or, if difficulties arise, very often
the licensor provides technical help to the licensee. For this,
service fees are paid.

In the cost area, there are costs associated with the patent
disclosure, the filing of the patent, the processing of the
patent, and the patent maintenance fees. These costs may be
experienced in several countries, and there also may be
several patents involved in one license agreement, Thus
patent costs might be substantial.

At the time when the license arrangement is made, there
are negotiation costs, Often negotiations must be under-
taken with several potential licensees and these costs will
include the salaries of the key people who are the negotia-
tors, the travel costs, the legal costs, the clerical costs, and
the secretarial costs.

Concurrent with the patent activity, at the time of the li-
censing negotiations, or subsequently, there will be infringe-
ment studies in order to ascertain that the technology under
consideration is not infringing another patent. Later, during
the course of the license relationship, potential infringers
may arise. Then there will be costs associated with the pur-
suit of these infringers because, if they are not pursued and
brought to heel, the licensee will no longer pay the royalties
to the licensor,

Also, during the course of the application of the tech-
nology, there may be lawsuits. Perhaps liabilities arise due
to the applications of the technology. The licensee may be
careless, or some unforeseen circumstance or negligence 1s
alleged and court defense costs must be undertaken. Worse
yet, judgments against the licensee and the licensor may re-
sult.

Finally, maintaining a licensing staff which will handle
the many patents, keep the files, search for potential li-
censees, etc., results in a significant ongoing overhead cost.

ill. The Survey

Approximately 200 members of LES were selected
representing both large and small companies and a ques-
tionnaire was mailed to them concerning their licensing ex-
periences. The survey that was conducted was aimed at
getting an order-of-magnitude estimate of the incomes and
costs identified in Figure 2 so that profitability could be
determined.

As shown in Figure 3, 35 responses were received by
the time it was necessary to prepare the data for this talk,

SURVEY SAMPLE

- Histograms
Approximately Statistical s
200+ Survey |35 3z * analysis
Questicnnaires |Responses| Useful Analysis
Sent Received | Responses of
Variance
4
T
Judgemental
Analysis
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Of the 35 responses, 32 were more or less complete responses
to the questionnaire and these responses were subjected to
two forms of analysis. Very often the executed questionnaire
was accompanied by a letter offering more information than
was requested or the response contained marginal notes,
Then judgmental analysis concerning licensing income and
costs could be made. In addition, the questionnaire data was
abstracted and a statistical analysis was made including
histograms regarding such factors as royalty rates and li-
cense royalty amounts.

Whenever it appeared that [actors such as company size,
age, industry type, etc., influenced royalty rates or amounts,
an analysis of variance was performed (o determine whether
the observed differences were statistically significant. Of
course, it must be recognized that a sample of 32, while a
statistically useful sample size, is still not an overhwelmingly
large sample for ascertaining differences. But, within the
framework of the judgmental analysis and the statistical
analysis, the work was focused on providing an overall view
of the characteristics and profitability of licensing,

Before 1 get into the details of the study, let me give you
a few examples of the types of responses found in the letters
accompanying the returned questionnaires. (We guaranteed
our respondents that we would not disclose their individual
or company names and thus authors of the letters will not
be stated.) These letters will substantiate some of the points
made earlier and will give a feeling for the statistical data
to {ollow.

One letter, which was representative of a number, stated
that “The mere fact that we take out patents is largely
Jor purposes of defense. We wish to be certain that we can
continue to enjoy the benefits of our own research and de-
velopment eltorts.” Thus 1t was difficult for the respondent
to provide profitability data.

Another respondent said, “At the present time, as a
licensor, we are receiving income of an unknown amount,
arising out of one domestic license and three foreign license
agreements, Unfortunately, the income is received directly
by the operating division — it would be difficult to answer
your guestionnaire —. Our licensing income has never been
considered to be an important factor in our operations,
and the amounts involved are only significant in respect to
where we have licensed foreign subsidiaries, all of which are
either wholly-owned or majority-owned.” The point here
is that there was no formal record keeping of the licensing
income and costs, a common response in the survey.

[n another case of a medium sized corporation the re-
spondent stated, “1 started to fill out your questionnaire
and then quit when it became apparent that it was an exer-
cise in {utility. The reasons are obvious, we don’t have
enough licensing to make any meaningful estimates,” He
then went on to detail some 3 or 4 licenses with specific
royalty incomes and percentages involved. Thus, the letter
was a good response, although obviously it had to be a limited
response.

A larger corporation responded by saying that a very
large percentage of their licensing income {86%) resulted
from a relatively few large licensing agreements (approxi-
mately 25) and to date these have been largely ex-U.S. Every
company seems to have its few high-royalty producing
licenses. The other thought in the letter was also often re-
peated, namely, that companies have always felt free to
license overseas but only more recently have they looked
to the possibility of deriving profits from domestic licensing
programs.

Still another large corporation wrote, “Our licensing ac-
tivity is just under seven years old and we believe the general
experience dictates a time period from five to eight years
before any licensing organization can achieve and sustain
a profitable level. Starting with zero income, our total group’s
effort now averages about $300,000 annually. Although we
have thirty-four licenses in force, it would be misleading to
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identify this number with our revenue because of the diverse
nature of the licenses themselves.”

Another letter called attention to a statement made by
the management of the corporation in a recent annual report
to the elfect that the entire company has a projected $60
million dollar future income over the next 10 years from its
large and very well developed licensing program. This is
clearly indicative of the fact that a significant amount of in-
come can be derived from a well constructed licensing pro-
gram in a company which has a large technological base.

[ shall give no further examples of the letter responses
that accompanied the licensing questionnaires but, based
upon the above excerpts and the other responses, I would
iike to qualify the data to be presented in the subseguent
charts. In the first place, we sent the guestionnaire to com-
panies that we thought had a significant effort in licensing.
We also tried to select a diversity of industries and to assure
a broad spectrum of patents. Generally, we were aiming at
studying the licensing of what we might call “by-product™
technology™' ? as opposed to soliciting responses from those
companics who have a few highly developed, economically
viable processes and whose main licensing activity has been
to develop a very large revenue from placing some foreign
or domestic company into the same business with the same
process (under the assumption that the geographical
distances involved mitigated against direct competition.}

One letter which we received drew our attention to the
fact that our survey did not cover the information base that’s
available to the licensing consultant or to the licensing
broker. The letter suggested that we should rework the
questionnaire and round out our data base by sending the
revised questionnaire to those experts. I am sure that this
effort would be very worthwhile, but time did not permit this
extension. The data base is thus limited to the direct experi-
ence of corporations who have a licensing program geared to
exploiting their by-product technology in an effort to derive
the benefits that [ enumerated in the opening section of this
paper, including, potentially, the profitability benefit.

Now on with the study itself. Figure 4 indicates the
distribution of the 32 responses, Approximately 14 of the
responses came from large companies with annual sales in
excess of $1 billion and 18 responses from smaller companies.
The industrial spectrum covered by the questionnaire could

DISTRIBUTION OF SAMPLE

&

& & /8

Y%“S’& [ o
Large 4
Companies
>4l 8 12,5% 15. 625%
Sales
Small 5 a 3 ' 2 18
Companies
<3l B 15, 625% | 12.5% 9.375% | 12.5% 6.25% | 56.25%
“Sales
Total 28,125% | 28.125% | 15.625% | 15.625% | 12.50% | 100.0%

be divided into some five major categories: aerospace and
electronics, which is very high technology; chemicals, phar-
maceuticals, and petroleum, which emphasizes processes;
farm machirery, manufacturing, and automotive which
emphasizes a heavy metallurgical oriented base, consumer
products and food processing; and finally, textile, wood
products and fibrous materials industries. We performed a
large number of statistical analysis of variance calculations
to {ind out whether the licensing revenues and costs would
be different for these different types of companies. Some
differences were ohserved, but these will not be discussed
here in detail. For example, the royalty rates for high tech-
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nology industries were generally lower than for low tech-
nology, high volume, process industries.

Figure 5 gives a profile of the companies who responded.
For example, the average age of the company, the average
annual sales, the number of engineers, ete., are shown. It
is worth noting that the responding companies enjoyed an
average growth rate of about 129 per year, which is some-
what better than the average of U.S. companies. Perhaps the
licensing company is a progressive company! Also note that
the royalty payments per license are on the order of $30,000
per year and the average royalty rates are on the order of
3.7%. The cash down payment for a typical license is about
540,000, with a minimum annual payment required of about
$15,000.

PROFILE OF QUR SAMPLE (AVERAGE)

FACTORS PARAMETERS

Company Age 65 yrs.  Patents (Total) 393
Annuai Sales $1.21 B Patents!Tech Man 0.153
Employees 35,18  Licenses/Company 34
EngineersiScientists 2,566 Rayalty Paymentsilicense $29, 109
Patent Attorneys 13 Royalty Rate 3.73%
Years with Company 15 yrs Cash Down Payment/License  $40, 263
% Growth Rate 12.25%  Minimum PaymentiLicense $15, 142

Evidence was found from the letters and from the
marginal notes in the questionnaire responses that the single
most difficult thing for the licensee to accept at negotiation
is the minimum annual payment. Apparently the licensee
does not wish to be required to meet a minimum. He is much
more willing to give ground on the royalty rate than he is
on the minimum payment.

One final statistic on this chart is of great importance
and that is the average number of licenses per company
found in our sample. You will note that the number is 34
and since our response sample involves 32 companies with
an average of 34 licenses per company, the license base of
our study is about 1000 licenses. Also note that the average
number of patents on file is just under 400 per company.
Hence a patent base of about 12,000 was involved in the
study.

1V. Licensing Characteristics
Figure 6 presents some information on the characteris-
tics of the patent license activity of the typical company.
The data in the rows of the Figure do not add correctly
because in the sample base some companies were engaged in
only domestic licensing, some in [oreign, and some in both.

‘CHARACTERISTICS OF PATENT/LICENSE ACTIVITY

CHARACTERISTICS DOMESTIC | FOREIGN TOTAL
Patents/Eng 0.0978 0.172 0,153
Exclusive 4 B 12
No. of Licenses MNon-£x- 17 25 34
clusive 13 12 2
No. of Reciprocal Licenses 4 15 20
% Know-How Conveyed 58. 6% 66, 2% 3. 1%

You will note that the number of licenses which are ex-
clusive is approximately 50% for the foreign whereas it's
only about 25% for the domestic. Although the sample is
perhaps too small to try to run a statistical significance ratio
here, 1 think that the explanation might be that companies
are not as concerned about the overseas competition as they
are about domestic competition.

The fraction of cases in which know-how is conveyed
along with the licensing is on the average two-thirds, and
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this seems not to vary pgreatly between foreign and domestic
licenses.

V. Licensing Incomes

Figure 7 addresses itsell to the question of the size of
royalty rates that seems to be negoitable. Here you see a
histogram in which the average is 3.7%. The shape of the
histogram is roughly log-normal and the percentage of li-
censes, for example, that have a 109 rate is very small. Thus
3% to 5% is a rate that one can normally expect to achieve.
Later on, we shall present some information which indicates
that there is a difference in achievable rate for smaller
companies versus larger companies.

TOTAL DOMESTIC PLUS FOREIGN ANNUAL ROYALTY RATES
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Figure 8 presents the histogram of total domestic plus
foreign annual royalty payments in our data base. The
average is the $30,000 that we observed in Figure 5. We
see evidence of almost a bi-modal distribution as though two
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samples have somehow been merged together. Figure 9 dis-
plays the two samples superimposed on each other. One
group is the 14 larger companies and the other the |8 smaller
companies. Indeed, the same shape histogram results for
each sample; however, the mean royalty for the larger com-
panies is statistically larger than the mean for the smaller
companies, i.e., $36,000 versus $25,000,

Various explanations have been offered for why the
larger company may be able to get a larger average annual
royalty per license. Perhpas the larger company can afford
to spend more money in the development of the technology
so that the technology that it has to offer is more complete
and more fully developed. Also, it can afford to hold out
longer for a better royalty rate or a better fee. The smaller
company, so to speak, is “over-the-barrel” and must quickly
convert the technology to income so that it can survive and
get on with its main stream activities,

Statistical examination was also made of the guaranteed
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minimum annual payment. We remarked earlier that the
average amount of the minimum annual payment is about
$15,000. We see from Figures 10 and 11 that the histogram
is in the shape of a log-normal distribution (approximately)
in which large minimum annual payments occur with low
frequency. Here again the total distribution appears to be
the sum of two like distributions, one centered at $25,000 for
larger companies and one at $12,000 for smaller companies.
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The thesis that the larger companies seem able to extort a
better set of conditions in licensing agreements is consistent
with these data.

The magnitude of the down payment is examined in
Figure 12 and 13. The mean down payment is about $40,000

TOTAL DOMESTIC PLUS FORELGN CASH DOWN PAYMENTS
Mean - $41,372
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and again we see cvidence of a bi-modal distribution which
is the sum of two lJog-normal distributions, one with a
$47,000 average down payment for larger companies and a
$16,000 average down payment for smaller companies.

V1. Licensing Costs
Now we examine the other side of the coin. We have
talked thus far about the characteristics of the sample, about
the licensing income down payments, minimum annual pay-
ments, etc, But, what are the costs? These are summarized
in Figure 14,

LICENS NG COSTS

TOTAL DOMESTIC PLUS FOREIGN COSTS

Cost of Obtaining A Patent $4,000 to $7, 000
Neqotiation Costs/License $6, 000 to $i5, 000
Infringement Study Costs/License $1, 000 to $13, 000

Cost of Pursuing Infringersilicense $13, 000X, 02 ~$260
The average cost of a patent (of course it may be true
that one or more patents are involved in a typical license)
lies between $4,000 and $7,000. The statistics provided dif-
ferent average costs according as we averaged responses
from those firms who did only domestic licensing and those
who did only forcign licensing, or those who did both.
Likewise, the average negotiation costs reported for these
data groups lics between $6,000 and $15,000. Here one must
admit that the difficulty in estimating this figure is quite
severe. However, we did suggest to the respondents that
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travel costs, the legal costs, etc.

they should include the salaries of those people involved
in the negotiations during the time of the negotiations, the
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incidence of pursuing infringers was about 2% in our sample.
Let us conservatively assume that as much as 10% of the time
you have to pursue an infringer. When you do pursue an

infringer, we identified an average cost of less than $13,000
per pursuit. If we take this upper bound and multiply by the
be made. Here a great range of answers was received, with 109% incidence of pursuit and then also divide by the 10 years
the average infringement study cost for the above sub- of the life of the license, a value of $130 per license per year
groups varying between $1,000 and $13,000, depending on results.
the breadth of the patent base and the number of countries Taking the average patent cost {conservatively) as $7,000
involved. and dividing by 10 we arrive at $700 per year as the cost.
Concerning the cost of pursuing an infringer, this re- Adding domestic and foreign annual patent maintenance
sponse occurred in less than 29 of the license cases reported fees we shall assume $1000 for this cost. As the reader
in the questionnaires. The cost of pursuing an infringer, when knows, often several patents may be involved in one license
it was reported, was on the average of $13,000. Thus, if one agreement. Figure 5 indicated that about 400 patents and 34
warnted to associate an infringement pursuit cost with a typi- licenses were part of the profile of our average respondent.
cal license, ane would presumably multiply .02 x $13,000 to This implies an upper bound of 12 patents, on average, per
get a value of $260 per license. license. Thus at most 12 x $1000 = $12,000 per license per
. year can be attributed to the multiple patent costs standing
V11, Profitability? behind the typical license. This is greatly exaggerated, | am
We are now in a position to address our ultimate ob- sure, since many of the company’s patents are not involved
jective of preparing a licensing income sheet as presented in in licensing and either are obtained for defensive reasons
Figure 15. Of course, estimates of the sort we are about to or lie dormant in company files.
| make are subject to detailed criticism. However, our ob- Litigation costs are extremely difficult to estimate and we
jective was to try to answer the profitability question quanti- had only two instances of litigation reported in our sample.
tatively, 1f possible, using reasonable assumptions and The costs of the litigation in the two instances were $13,000
order-of-magnitude estimates. and $20,000. If, conservatively, we associate a litigation
incident of 10 in a 1000 license base, 1.c., .01, and if we take
the average cost of the litigation when it occurs as $20,000,
we arrive at an estimate of $200 per license. Dividing by 10
for the 10 years, we get $20 per license per year.
The licensing overhead costs were estimated on the basis
of the fact that in Figure 5 the average respondent had 12

The next item ol concern is the infringement study cost.
. As you well know, at some point an infringement study must

LICENSING \NCOME SHEET

ASSUME 10 YEAR LICENSE PERICD

! INCOME PER LICENSE PER YEAR COSTS PER LICENSE PER YEAR

Royalty Payments $30, 000 Negotiation Costs $, 500 to 13 patent attorneys. If we say that the salary of such an

Cash Down Payments %4000 Infringement Study Costs € %1300 attorney is on the order of $20,000, we arrive at $260,000

. . 3 000 . . for the annual salary budget. In addition, a number of sec-
Service Fees 220 Cost Pursuing Infringers < 430 retary salaries and miscellaneous expenses might add 309

$37, 000 Patent Costs < $12,000 to this. Assuming a total outlay of $400,000 per year, and

Litigation Costs 20 recalling from'Figure 5.that the average number of lic_:enses

< 42,000 per company is 34, an outlay of about $12,000 per license
Overhead Costs —_— is identified. Since this expenditure continues year in and

426,930 year out, it really equates to a bound of $12,000 per license
per year. [t may be somewhat unfair to charge the licensing
function for all these patent department costs in view of the
fact that one of the major functions, if not the major function
of the patent department is the defensive protection of the
company and not licensing.

We have thus identified an aggregate of costs per license
per year on the order of $27,000. On the other hand, we have
identified an income per license per year which is on the
order of $37,000, It would seem from these data that there 1s
a net profit in the licensing activity underlying this study.

“Profitability £ 37,000 - $24,950 = $10,050 Per License Per Year

We assume in Figure |15 that a license is active for a
period of about 10 years. We know that a patent is valid for
a peried of 17 years, however, it does take some time to
find and negotiate a license and some time to convey the
know-how and to put the licensee in business. Thus the active
life is probably on the order of 10 years. With that assump-
tion, we endeavor to examine the income versus the cost.
. On the left in Figure 15 we identify the average royalty
- payment per license as approximately $30,000. The cash
| down payment, which is a one-time payment and which was Some of the more obvious uncertainties and caveats in
on the order of $40,000, must be divided by the 10 year life- the study which should be investigated in future work are:
time to give a per license cash down payment/year of about 1. Get the view and information on licensing profit-
$4,000. Service fees were estimated by talking to our own ability of the licensing broker community of specialists.
‘ MMC technical and patent people, by phoning others, and by 2. The *“profitability” estimate of Figure 15 did not
} examining the questionnaire responses. We arrived at an esti- impute the initial cost of creating the licensed technology
| mate of about $3,000 per year. Thus one could say that per to the cost side of the “profitability” balance sheet. This is
year, per license, a potential income of about $37,000 was because we are assessing the cost of licensing “by-product”
indicated. technology. If one did actually include R&D costs, it is indeed
On the cost side of Figure 15 we shall be conservative doubtful that licensing would be “profitable.” Perhaps the
and shall take upper bounds of costs as indicated by our noticeable exception in this areca is Universal Oil Products
sample data and by simplifying assumptions. The average (U.O.P.) of Des Plaines, lllinois, which is the world’s leading
negotiation cost of $15,000 is divided by the 10 year period organization in petroleum refining process licensing. In any
\. to get a negotiation cost per license per year of about 31,500, case, this question should be investigated.
The infringement study costs which averaged less than 3. The patent costs shown have lumped together the
$13,000 per license, when divided by the 10 year period costs for both domestic and foreign filings so far as the

VIII. Caveats and Loose Ends

yields an average cost per license per year of $1,300. present questionnaire responses could be ascertained.
Now we come to the question of the cost of pursuing in-
fringers. You will recall from the previous chart that the

More clarity and detail should bhe required in this area in
any future licensing profitability questionnaire.




VOIL.8 NO.4— LESNOUVELLES

4. More attention should be paid to the time effect or
fife-cycle effect in licensing. What was the build-up of royalty
payments for a given license? How much income and how
much cost was experienced over the lifetime of the license?

5. Discounted cash flow techniques were not used in the
study. The effects of large royalties and large costs later
in the license life-cycle should be brought back to the present
to determine “profitability™.

XI. Conclusion and Summary

The conclusion of this brief study and of this paper, there-
fore, is that based on the survey of the by-product licensing
activity of some 32 firms involving over 1000 licenses, there
appears to be a profit in the licensing program on a per
license per year basis. The data are probably not significant
enough to affix a value to the magnitude of the per license
per year profit. It should be emphasized that the question
of profitability is critically dependent upon the assignment
of specific costs, For example, the cost of R&D itself is not
included in the data of Figure 15.

From the judgmental aspects of the analysis and from the
letters of response, the primary incentive of the companies
responding to the questionnaire lies in the other features that
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were portrayed in Figure 1 of this paper, namely, the
technical intelligence benefits, the outlet for the creative
employees, and the marketing and cross-licensing benefits.
Nevertheless, the data and letters indicate licensing profit-
ability is emerging as a fact and a factor. All of these bene-
fits together suggest that licensing will continue to be an
active arm of strategy in pursuing the goals of the corpora-
tion. Thank you.

'"Morgenthaler, George W_, “On Utilizing R&D By-Products,” in-
novation, April, 1971, Number 20, pp. 28-37.

Morgenthaler, George W., “Decision Model and Analysis of
Corporate Utilization of By-Product R&D”, M.S. Thesis submitted
to the Alfred P. Sloan School of Management, June, 1970, Massa-
chusetts Institute of Technology.

*Average values will change slightly from one Figure to another
because the number of useful responses differ slightly from case
to casce.

*About the Speaker: George W. Morgenthaler is Corporate
Director of Research and Development, Martin Marietta
Corporation, New York, New York. Acknowledgment is
given to Dr. Aaron Silver of Martin Marietta Corporation
who assisted in the preparation of this study.

WEDNESDAY AFTERNOON WORKSHOP

bbby e

Ll T

vhad b i) e e

1. Fd Sokolski, Workshop Chairman and Leo Costello,
Publicity Chairman.

2. Wednesday Afternoon Workshop - Business Considera-
tions in Licensing.” Marc Finnegan, Chairman,

3. Wednesday Afternoon Workshop - “Licensing in
Canada.” William Meridith, Chairman.

4. Wednesday Afternoon Workshop - “Licensing in France.”
Michel Brochon, Chairman.

5. Wednesday Afternoon Workshop - “Licensing in
Scandinavia.” H. Skovgaard Pedersen, Chairman, Bob
Whipple, Past President L.E.S.

6. Wednesday Afternoon Workshop - “Licensing in the
U.S.8.R.” Ted White, Chairman.




