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Why is it that the royalty rates tend to be so low
in the electronics field? Is it because of the early
industry  agreements between General Electric,
A.T. & T., Westinghouse, and RCA? Or is it because
real breakthroughs with significant cost-savings are
unusual?

By exposing ourselves to some of the unusual and
different aspects of licensing, and the reasons for these
differences, it is hoped that we can increase our under-
standing and stretch our thinking in approaches to
licensing problems. By analogy with a poker player,
you can never consider yourself to be a really skilled
player until you have an outstanding hand, such as a
full-house, and have somebody ¢lse come up with an
even better hand, such as by drawing three cards and
ending up with four-of-a-kind! Similarly, if we can
hear of some of the more unusual experiences of our
associates in different fields of licensing, we will be
better prepared to treat new licensing negotiation
situations, effectively.

* About the Speaker: Alan C. Rose is General” Patent
Attorney for Litton Industries, Inc.

Donald W. Banner, Opening Speaker.

GENERAL SUBJECT — DIVERSIFIED
INDUSTRIAL PRODUCTS

by
Donald W. Banner*

Mr. Banner spoke at both the Western and Mid-
western Regional Meetings and this talk (as printed)
is a composite of the two talks.

1 am honored to have this opportunity to address
the Licensing Executive Society; and it is a very great
pleasure for me to be here with you today.

In keeping with the program format which has been
suggested, at the outset [ shall provide some informa-
tion on my company, Borg-Warner Corporation, telling
you a bit about the nature of its business. Subsequently,
I shall discuss one of the aspects of licensing in

PAGE 67

countries outside of the United States which has
frequently been employed. Specifically 1 shall be
discussing, in the latter portion of my remarks, the
formation and licensing of joint venture companies in
countries outside of the United States.

1 am General Patent Counsel for Borg-Warner
Corporation, which has its main offices in Chicago.
Borg-Warner has approximately 41,300 employees
and in 1971 its sales were about 1.2 billion dollars.
Its sales outside of the United States, including ex-
port sales, were 406 million dollars in that year,
representing approximately 35% of the total net sales.
The plants of Borg-Warner Corporation — either
wholly or partially owned — are scattered throughout
the United States and are located in Europe, Japan,
Australia, South Africa, South America and Mexico.
There are about 26 companies outside of the United
States which are partially owned by Borg-Warner
Corporation.

The company is divided into four major product
areas. The first of these is the product group referred
to as “AIR CONDITIONING AND BUILDING
PRODUCTS”. This includes air conditioning, refrig-
eration and heating equipment; ice machines; auto-
motive air conditioning components; bathroom fix-
tures and even kitchen sinks. The sales of this group
in 1971 were 257 million dollars, or 229 of the total.

The second product group had sales of about 165
million dollars in that period, or 14% of the total. This
product group is referred to as the “CHEMICALS
AND PLASTICS” group and it sells Cycolac Brand
ABS, a widely used plastic materigl; paint and rubber
resins; plating chemicals and adhesives.

The third product group is known as the “IN-
DUSTRIAL AND STEEL PRODUCTS” group. Its
products include centrifugal pumps, nuclear pumps,
submersible motors, oil well tools and services, in-
dustrial power transmission components, bulk materials
handling equipment, bearings, adjustable speed drives,
aerospace and industrial components, mechanical
seals, rubber products, agricultural discs, health care
furniture and equipment, and educational systems.
The sales of this group in 1971 amounted to 339 mil-
lion dollars, or approximately 309 of the total.

The other product group in Borg-Warner Corpora-
tion is that known as “TRANSPORTATION EQUIP-
MENT™. The products of this group include automatic
and manual transmissions for cars, trucks .and marine
use; torque converters; a wide variety of mechanical
and hydraulic clutches; spin resistant differentials;
axles; universal joints; brake controls; carburetors;
radiators and seals. The sales of the “TRANSPORTA-
TION EQUIPMENT” Group in 1971 were 387 mil-
lion dollars, or 349 of the total.

Borg-Warner Corporation has been actively en-
gaged in the process of international technology
transfer for at least forty years and its various license
agreements involve substantially all of the major
product lines of the company. In a great many of
its foreign licensing programs, for one of a wide
variety of reasons, Borg-Warner has decided to grant
a license to a joint venture company. Assuming that this
is to be the approach — as distinguished from a straight
license approach or the employment of a wholly owned
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subsidiary — it is essential tg sclect a joint venture
partner_whose characteristics will be compatible with
Ayt S

Yours.

The partner must, of course, be a company having
the requisite, established integrity; it should have
appropriate_market, and manufacturing strengths. In
aggnion, it should be located in a labor market of
acceptable structure and relationships, and clearly
should be located jn a country having a tax arrange-
ment compatible with your interests; It 1s of great
sigmiticance, also, that the national interests of the
joint venture partner be the same as yours; otherwise
unfortunate consequences can obtain, .Y ou may recall,
for example, the Fruehauf situation in which the U.S.
company formed a joint venture in France. The joint
venture company, and the French joint venture partner,
wanted to sell vehicles behind the lron Curtain.
Fruehauf objected to those sales, and a total impasse
resulted as to the policy to be followed. The joint
venture was ultimately terminated because of that
marked difference in the political philosophy of the
joint venture partners.

Furthermore, it is clearly desirable to understand

. . . T e ———
fully the approach of the potential joint venture partner
to things suc € ent ex-

penditures. [ the joint venfure partner willi 0 have
the joint venture company engage in the research
and development and, if so, to what extent? This, of
course, brings us to a point of vital importance; that
capital position of the potential partner should also
be clearly understood.

In addition, his philosophy toward return on
investment must be %o%%mnﬁm
potential joint venture partner normally expects a
return on investment substantially different from your
own, this would vitally affect many aspects of the
joint venture company such as the amount of capital
to be employed, the pricing policy and even the product
line. It is also important to know if the potential
joint venture partner is in a related field at the present
time inasmuch as it is possible he may have special
capabilities, such as special machinery or other
equipment, that need not be duplicated by the joint
venture company.

Let us assume, then, that a suitable joint venture
partner has been chosen and let us look at the_docu-
ments which_mj o_establish an o i
Joint _venture. In addition, we will consider the tax
consequences of ogne aspect of the_tgggM
much as we shall be assuming that the U. S. corpora-
tion will be transferring to the foreign joint venture
corporation an asset, such as a patent, in exchange
for shares in that corporation.

One approach which can be used is to employ a
formation agreement with a plurality of annexes which
I shall discuss later. The formatign agreement sgis
forth the objectives of the Joint venture company. Any

Basic definitions to be employed should also be set
forth in that document. Provision will be made for
the size and constitution of the Board of Directors;
initial and subsequent capital contributions will be
set forth together with provisions for increases of
capital. The document should provide for the situation
where one of the parties may not wish to contribute

PAGE 68

additional capital at some future time. If there is to
be the conveyance of property to the new corporation
from either of the parties, a suitable statement of that
transfer or transfers should be made.

It also frequently happens that employees of the
joint venture partner ate o be transierred to the joint

veniure company; this _is provided for in the joint.

venture formation agreement. This can be more com-
plicated than may appear on the surface for appropriate
provisions concerning seniority rights and funding of
pension costs must obviously be included. Also to be
provided are statements concerning the methods of
assistance to the new corporation by the parent parties,

and the payment, if anvy, for that assistance. The

"method of auditing, the language of official audits,

the designation of the auditing company should also
be set forth, as should the very important subject of
the method of sale of shares in the joint venture
company and a statement of any preemptive rights.
There should also be a provision for liabilities; a force
majeure provision; a statement of the applicable law
and the method ol giving notices; a_provision for the
handling of disputes; and a provision prohibiting uUse
fm be_supplhed to_the joint venture

in a manner_contrary to 118, government laws and
T tions. Also provided in the formation agreement

should be provisions for_termination and amendment

of the document itself,

Attached to the formation agreement, as a first
annex, would be the Articles of Incorporation of the
joint venture company. Of course, the content of this
document would be determined by the local law of the
country in which the corporation is being formed.
Generally speaking, however, it would include state-
ments of the name, location and purpose of the
company and a designation of the management
personnel and their authority. It would provide for
reports and audits, and also for the details of the
constitution of the Board of Directors such as their
designation, term, quorum, the method of calling
meetings and like subjects. Also included should be a
statement of the percentage of the vote required to pass
a resolution and any special percentage requircments
which the parties decide upon necessary to constitute
a resolution of the Board with respect to certain special
and extremely important issues such, for example, as
a sale of the corporation or its engagement in product
lines entirely different than that initially contemplated.
The Articles of Incorporation normally would also in-
clude a reference to the contents of the financial state-
ments, the method of distributing earnings and the
method of transfer of shares.

The next agreement commonly employed would be
an agreement between the sharcholders stating how
they will cooperate in the carrying out of the operations
of the joint venture. This sharcholder’s agreement
would, of course, contain a designation of the company
to select the President, the company to select the
Executive Vice President, and similarly with respect to
at least the financial, engineering and sales officers.
It normally would also provide for the specific repre-
sentation on the Board by individuals representing
the parent. It may contain a detailed statement of the
character of the auditing and other reports of the

i
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joint venture company, the minutes of the Board

meetings and their official language or languages, and

a statement of how the parties will, in general,

cooperate for the benefit of the joint venture company.

Also normally included is a provision providing for

termination of the shareholder agreement which may,

for example, occur when the share percentage of a

particular parent terminates.

It is also very common to provide two
ments, each of which constitutes a license from one of

—fHE"parents to the joint venture companx—snder_the.
“PrOpTiETaTy TIEATS ol the nt i the joint
venture company. Such a document also will frequently
provide-csons for technical assistance (at suitable
remuneration} by the joint venture partners to the joint
venture company. These licenses are normally for an
extended period but cover all future and present related
proprietary rights. _

In the event the condition shall obtain which we
assumed earlier, and a patent right (for example) is
to be transferred from the United States corporation
to the joint venture company in exchange for shares
in that company special tax considerations must be
observed. Under Section 351 of the Internal Revenue
Qode if one or more persons (which includes corpora-
tions) transfers property in exchange for stock in a
corporation, no gain or loss shall be recognized for
U.S. tax purposes if immediately after the exchange
such person or persons are in control of the corporation.
This “control” requires the holding of at least 80%
of the total voting shares but this can include your
partner’s share if he too is making a transfer for stock.
Therefore, it is possible, if the appropriate criteria are
met, to transfer — for example — a French patent to
a new French company in exchange for shares of the
new French company as a U.S. tax-free transaction.
One example of such a transaction may be as follows:
1. Two corporations, A — a U.S. corporation — and

B — a French corporation — decide to form a new

joint venture corporation in France to make a

particular product. It is decided that each partner

will own 50% of the shares.

2. A, the United States company, owns a French
patent valued at 100 thousand dollars which it is
willing to transfer to the joint venture company
for that amount.

3. It is agreed that B will contribute 100 thousand
dollars in cash to the joint venture company for
509 of the shares in that new corporation. A can
contribute its French patent to the new corporation
and obtain the remaining 509% of the shares. The
tax basis of A’s shares would be the same as his
tax basis for the property transferred (i.e., the
French patent).

However, as the new corporation in our example
is a foreign corporation, in_order to obtain the benefit
of Section 35! a favorable ruling under Section 367
of the IRC must be received from the Internal Revenue
Service before this patent 1s transierted to_the new
corporation. Failure to obtain a favorable ruling results
i taxation of any gain resulting from the transfer.
To obtain this ruling under Section 367, one must
present to the Internal Revenue Service a thorough
description of the proposed new business venture. If
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the Internal Revenue Service is satisfied that the
proposed exchange is not in pursuance of a plan having
as one of its principal purposes the avoidance of
Federal Income Taxes, it will grant such a “367
Ruling”. As stated above, this must be received before
the transfer of the property (the French patent in this
case} to the new corporation or Section 351 is not
applicable. Where the tax exposure is material the
entire agreement, therefore, should be conditioned
on the receipt of a favorable “367 Ruling”.

It should be noted that if the new corporation was
a United States corporation, no ruling under Section
367 would be required.

Assuming that the ruling under Section 367 was
received, A could then transfer the French patent
to the new corporation of 50% of the shares of that
new company. To avoid delays associated with ob-
taining appraisals of the property (i.e., the French
patent) transferred, the actual form of the procedure
may in some cases be slightly different than outlined
above. Specifically, in our example, both A and B
(after receiving the Section 367 ruling) would con-
tribute 100 thousand dollars in cash to the new cor-
poration and each would receive 50% of the shares of
that new corporation. The new corporation would then
have 200 thousand dollars cash. However, the new
corporation would immediately pay A 100 thousand
dollars (the same amount A just paid for its 509 of
the shares) in exchange for the assignment to the
new corporation of the French patent. The net effect
would be the same as if A had transferred the patent
to the new corporation for A’s 509% of the shares and
B had contributed 100 thousand dollars for B's 50%
of the shares, but the appraisal procedure was avoided.
In both cases the new corporation would find itself
owning the French patent and having 100 thousand
dollars in cash, A and B each owning half of the shares
of the new company.

The same procedure as outlined above can be used

where trade secrets, as distinguished from patents,

are involved. When dealing with the transfer of a trade
secret, the question of whether any particular transfer
is in fact a sale or a license 1s difficuli as is the
determination of whether the trade secret qualifies

determination of whether the trade secret qualifies as
roperty under Section 351. In the Stalker case (135
%SPQ T24; 209 T-. Sup. 30; see also, the DuPont

case 288F(2d)904) the Court discussed the criteria
for the sale of a trade secret:

The transferor must convey his most importanf]

rights — the right to prevent the unauthorized

disclosure and the right to prevent further use of|

the trade secret by all others. The Court said a

transfer of anything less is not a sale.

The above outline is merely very general in its ap-
proach and should not be relied upon in any specific
case; rather an experienced tax counsel should be
used in any actual transaction. Two books which might
be of value in making a general approach to these
tax problems are:

1. “TAX ANGLES IN PATENTS, TRADEMARKS
AND COPYRIGHTS” published by Commerce
Clearing house in 1968.

“TAX GUIDE FOR PATENTS, TRADEMARKS
AND COPYRIGHTS” published in 1970 by the

M

!\.)
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Taxation Committee of the Patent Law Association

of Chicago.

In conclusion, I wish to thank you for inviting
me to be with you today. It is always a very great
pleasure to be with my fellow members of the
Licensing Executive Society and 1 hope that you may
find these comments useful.

*About the Speaker: Donald W. Banner is General
Patent Counsel, Borg-Warner Corporation. He s
currently the Chairman, American Bar Association,
Section of Patent, Trademark, and Copyright Law,
and is closely associated as Manager or Chairman
of innumerable other Associations and Committees.

Robert P. Whipple

GENERAL SUBJECT — CHEMICAL PROCESSES,
COSMETICS AND TOILETRIES

by
Robert P. Whipple*

~ Dart Industries is a multinational company selling
about $800,000,000/year through seven operating
groups, each combining clusters of related companies.
Operating management is highly decentralized but
financial control and management is highly centralized
in corporate headquarters in Los Angeles. Sales in 1970
were twice those of 1961 with 1970 profits three times
the 1961 level.

, Foreign activities in 1970 accounted for 139% of
sales and 79 of profits.

Qur present company grew from the Rexall Drug
Company, a proprietary drug company. Until two
vears ago we also had an ethical (prescription) phar-
maceutical company called Riker.

We are strong in the consumer products through
a group of companies; we're in the glass beverage
bottle business through our Thatcher Glass Group.
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We're in plastic packaging, architectural products
business through our Plastics and Containers Group,
and we are in direct selling through Tupperware and
Vanda Cosmetics. (Direct selling, if you don’t know
the term, means door-to-door home party or direct
mail selling.) We're in the home party sale of plastic
housewares through Tupperware.

We also have a new venture in the direct selling
group which is our Vanda Cosmetic division, second
in size to Avon, but with a long way to go to catch up.

We sold our Rikerethical company to 3-M about
two years ago for over a million shares of 3-M stock
which at that time was worth $156,000,000. However,
the stock went from our price of 85 to 143, Conse-
quently, we have ended up with a tremendous cash
position. This is a challenge for us to find places to
put the money and to manage it properly to sustain
growth in earnings per share.

A recent venture, just over two years old is our
Land Development Group. We are heavily involved
in California land. We are second generation
developers, with very heavy emphasis on environ-
mental control and ecology protection programs and
amenities. Amenities being golf courses, riding stables, .
etc.

For example, we are developing a ranch near
Tehachapi of about 24,000 acres. Here, we have
set aside 5400 acres of land in perpetuity as wilder-
ness for the association that will ultimately govern
the development. So, we are trying to be land
developers in the right way. ;

Historically, Dart Industries was built around the

{ Rexall Drug Company by acquisition, licensing, and
by venture start-up. Venture start-up to us means
collecting good people, developing technology and
starting from “scratch” to build a business. Riker
itself started on the bench in the laboratory of the
Rexall Drug Company.

Our present Chemical Company Group which 1
will talk to you about in more detail started because
Justin Dart wanted to go into the polyethylene,
polypropylene business. No producing companies
were available for acquisition. He hired a very key
man. The man pul together a team; the team developed
a fine process without a license. Insurance money and
ank money was acquired based on that process. A
plant was built. Now that’s a hundred million dollar
year business.

I point this out because in our start-up frame of
mind we’'re always looking for new opportunities
for new technology that we might build into bigger
businesses.

In fact, Ed Hartz and I had the successful op-
portunity of meeting together, 1 think it was at Palm
Springs, several years ago. He happened to mention
he had a client company that was starting a poly-
propylene catalyst process. We were successful in
getting together, and Purechem is now a part of Dart.
You can see that we're very much interested in
technology transfer, ingoing and outgoing, by license,
joint venture or acquisition.

Turning to licensing, we have two kinds of general
icensi s and opportunities In our company.
On the one hand, we have the process licenses which




