VOL.8 - NO.1 —LESNOUVELLES

The patent pool licensor must maintain adequate
records of income from the several licensees so that
proper distribution can be made to the patent owners
involved. In addition, the pool owner is obligated to
see that the pool licenses do not violate antitrust or
restraint-of-trade laws. Since this is an intricate area,
the use of expert legal counsel in drafting and main-
taining the license is an absolute necessity.

Some inventions lend themselves to the establish-
ment of trademarks for the development and main-
tenance of optimum market potential. A trademark
position can be established by either the licensor or
the licensee, and may be in their mutual interest. The
obligation of maintaining a trademark, at the least,
involves maintenance of the trademark in the patent
office and its assertion or defense against similar
marks. Also required is continuous national advertising
and the setting up of an adequate quality control
system for the benefit of all licensees.

During the effective life of a license, license changes
may be needed to protect mutual interests. They may
become necessary because of unexpected production
difficulties, shifts in expected markets, changes in
corporate ownership, revisions of tax laws and so on.
License changes may be initiated by either the licensee
or the licensor. They most frequently involve modi-
fications of the length of the exclusive period, the
royalty base, royalty rate or minimum royalty.

Rights of Other Parties

The fourth and last category relates to the protec-
tion of the rights of others. When the inventor is a
faculty member or university employee, the university
generally asserts some rights to his invention. Since
the institution is not interested in manufacturing
products or using a process under license, its rights are
usually satisfied through a royalty-sharing arrange-
ment — whether or not it takes title to the invention.
If co-inventors are involved, they usually share royalties
according to some equitable formula.

In some cases, a company, university or inventor
may use an outside organization, such as Research
Corporation, for patenting and licensing. In this
case, the usual procedure is to assign patent rights
to that organization under terms of an assistance agree-
ment calling for the sharing of royalty income.

No matter how many parties are involved, the
licensor is obligated to maintain suitable financial
records during the life of the license and pay out
proper shares of royalties. Additionally, a written
report of all licensing activities, usually on an annual
basis, must be provided to the other parties in interest,

If some or all of the funding of the research that
leads to an invention is provided by private charitable
sources or governmental agencies, these pgranting
bodies have certain rights which must be protected.
Where governmental agencies provide aid, certain
restrictions are imposed on patent ownership and
licensing terms. The patent licensor is usually re-
quired to make sure the restrictions are observed and to
make annual reports to the agency to insure adequate
and prompt exploitation of any invention for the benefit
of the public. Failure to exploit adequately frequently
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leads to a recapture of patent ownership by the
government. This is referred to as a “march-in right.”

We have explored briefly a number of obligations
that a licensor automatically assumes with the signing
of a license agreement. These obligations must be met
for the benefit of all parties to the license agreement.
The scope and length of the list, which is by no means
exhaustive, serves to indicate the diverse talents and
disciplines needed by the licensor to fulfill his obliga-
tions after the license has been executed.

To some of us deeply involved in the evaluation,
patenting and licensing of inventions, the most excit-
ing part comes after the license is issued. At this
point, the licensor must quickly become alert to all
activities of the licensee and his competitors, exercise
great diligence in recognizing and averting iegal en-
tanglements, develop and use imaginative solutions
to unique problems, maximize return on capital assets,
and insure prompt and widespread use of an invention
which has been granted a temporary monopoely under
the United States Constitution.

*Ahout the Speaker: Dr. Marcy is Vice President,
Patents at Research Corporation, New York, N. Y.
He has degrees in chemistry and chemical engineering
from Massachusetts Institute of Technology. He was
a research associate at MIT for three years and a
research manager at American Sugar Company before
coming to Research Corporation. He presented this
paper at a meeting of the National Council of Uni-
versity Research Administrators last Fall.

PATENTS AND LICENSES
INVENTION LICENSING STRATEGY

by
Vincenr . Young*

{Reprinted by  permission  from  RESFARCH
MANAGEMENT, Vol 135, No. 6, November [972)

Seeking licensees and working owr  mutually
satisfuctory agreements with them, requires care,
skill and an awareness of possible pitfalls.

Licensing is the moment of truth for an invention.
It is during licensing that an invention leaves its
friendly, sheltered environment and must find its
place in the world of business. Someone else must
now be found who will share (and finance) the in-
ventor's enthusiams for the invention and carry
through to commercial success. Thus, the licensing
step must be executed with great care and skill. Failure
at this point negates all that has gone before.

Typically, licensing involves the following vital
elements:

Licensing Strategy

Understand the invention and its significance
Identify the potential market and its size
Patent Protection

Selection of licensee

How many licensees
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License
Key provisions

The Invention and the Marketplace

Understanding the invention and its significance
involves a comprehension of the scientific accomplish-
ment of the inventor. What breakthrough has the
inventor made? What will the invention do that has not
been done by existing technology? How does the in-
vention mprove present ways of accomplishing the
same purpose; or, if it is a more hasic invention,
what will it replace and what bencfits will industry re-
ceive by the replacement? In some cases, the uses
for an invention are obvious, In other cases, where the
uses . of the invention are more obscure, scientific
experts should be utilized; and, even then, it i1s often
many years until some important uses of an invention
are identified. Sometimes a later invention will make
an earlier one commercially interesting, An example
1s the combining of laser technology and holography.
All potential uses should be identified as a preclude
to market estimates.

The potential market must be identified as to its
nature, and estimates of its size prepared. A market
survey involving months of time and many thousands
of dollars is not unusual in this stage ol preparation
for licensing. Here information about the use of
the invention is utilized to arrive at estimates of
economic potential of the invention to a licensee.

The invention will be subjected to a critical analysis
by any prospective licensee in order to estimate the
size of future investment to bring the invention to the
marketplace, and what the return on investment
might be. At the stage of development of many in-
ventions, such estimates come close to being little
better than educated guesses. But, nevertheless, the
best estimates at the time should be obtained and
presented to potential Jicensees.

In the case of inventions developed under govern-
ment funding., a question that must be answered is:
will the LL.S. Government be the only significant user
of the invention during the expected life of the patents;
and, if so, does the Government already have royalty-
free rights and privileges? If the answer to this in-
quiry is yes, then the invention has little or no
economic value to the inventor.

Yet another critical element of licensing strategy
is obtaining patent protection. As 4 minimum, patent
protection should be obtained in the United States.
With today’s global economy, this is only a start,
Patents should be obtained in all countries where
the invention will have substantial use of manufacture.
Here. the market plan is utilized in dictating where
patent applications should be filed. A patent applica-
tion should be on file before license discussions are
initiated, so that the inventor’s rights are clearly es-
tablished.

Selection of Licensee

Once the uses for an invention have been identified
and the potential market cstimated, it is then possible
to identify candidate licensees. Unless the invention
is intcrwoven with the proprietary rights or position
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of one company, it 15 usually wise to consider and dis-
cuss, in a preliminary way, the licensing of the in-
vention with more than one prospect. In this regard,
candidate licensees should be selected in each of
the following categories:

I. Companies who arc in the direct ling of business
to which the invention applies.

2. Companies who could logically extend their
business activity into the area of the invention and
who are currently marketing products in a closely re-
lated field. (As an example, a company that is in the
brewing business should be considered as a prospective
licensce for a new snack food.)

3. Companics that are not currently in the field
or related fields of the invention but who have the
resources, people, and money which, if applied to
the invention, could make the company an important
factor in this line of business. This general description
could fit many of our important corporations today
and, more and more, these companies are organizing
internally in a way that they can effectively apply their
carporate resources to a new-product area. Most of the
top 500 compames now have new product departments
and are continually searching for new things. Printed
listings and descriptions of inventions that are avail-
able for license are frequently used in searching for
licensees.

Another important consideration in hcensing
strategy 18 the number of licenses to be granted. Should
the license be exclusive? And what geographical areas
should it cover? Most licensees like to have an ex-
clusive license. Certainly, in some cases it is the only
basis on which the invention can be licensed. Such a
case is onc in which a substantial investment must be
made by the licensee before he can reach the market-
place with his product.

On the other hand, the licensor may feel more
comfortable if he has more than one licensee at-
tempting to make a success of the invention in the
marketplace. If the invention had its origin under a
Government contract, the provisions of the contract
should be examined to determine what restrictions,
if any, the Government has imposed on the ability to
grant an exclusive license. Fven exclusive licenses do
not have to be for the entire life of the patent that
covers the invention. The licensor might be wise to
provide that the license eventually becomes nonex-
clusive to permit broader expansion of the sales of
the product after introduction of the product.

Another potential trap for the licensor is to include
in any license arrangement geographical areas that the
licensee 1s not capable of reaching with the product,
Again, licensees are quick to ask for the entire world for
their marketing area, even though they may never have
sold any of their products in certain areas or countrics,
and, in fact, would have extreme difficulty in doing so
within a reasonable time period into the future. There-
fore, the licensor should seriously consider finding
potential licensees in different geographical areas of
the world since that area may best be serviced by a
local company. Some logical geographical divisions
present themselves — such as North America, South
America, FEurope and Great Britain, and the Far Fast,
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With the easing of East-West tensions and the en-
couragement of trade, a fifth area, the Communist-
block countries, might soon have to be added to the
above. Sound strategy would thus includ studying
each potential licensee and the geographical area
that he can cover and then simultaneous licensing in
each of the geographical divisions.

Key License Provisions

Having sclected potential licensees, a license must
now come into being. A patent is the right to exclude
others from practicing a carefully defined area of tech-
nology. The license is an agreement or contract by
which the invention owner now authorizes another
party to practice the invention in accordance with
the terms set forth in that agreement. There are many
books on the preparation and content of license
agrecements, including suggested clauses to be mcluded
in agreements, as well as check lists to be used in
determining whether an agreement has covered all of
the key points. Simply stated, howgver, the sole
purpose of the license agreement is to set forth the
understandings of the partics to the agreement in
language that is clear to both. The actual drafting of
a license should obviously be left to one who 13 a
specialist in this arca. There are certain key areas
that the agreement should cover. It should clearly
describe exactly what rights and privileges the licensor
is granting to the licensee, Can the licensee make, use,
and sell? Is the license exclusive or nonexclusive?
Will the licensee have the right to sublicense? What
patents of the licensor are being included? Are future
improvement inventions of the licensor or licensee to
be included, etc.?

Of primary importance is the question of how the
licensor will share i the commercial success of the
invention through the activities of the  licensee?
On what basis will royalties be paid? The base on
which the royalties are to be computed should
be clearly set forth, and the time when payments
are to be made should be specified. The amount of
royalties paid must be fair to both parties. The royalty
cannot be so high as to impede the sale of the product
and reduce the opporturnuties to the licensee, nor can
the royalty be so low as to not represent a fair return
to the licensor for his risk in handling the invention.
A rough rule of thumb is that if the invention results
in a $1.00 cost saving to the licensee over other or
previous methods used, the licensor should receive
between $0.25 and $0.33 of that dollar as his share.
From this rough rule, the rovalty formula can be cs-
tablished in a way to meet the accounting convenience
of the hcensee so long as the application of the formula
yields the appropriate payment to the licensor.

The license agreement should establish some
criterion or criteria for future performance on the part
of the licensee. Since the goal of the licensor is to have
the mvention utihzed, he cannot tolerate a licensee
that s not obligated to bring the invention to the
marketplace and is not under penalty if he fails to do
50, Payment of a license fee at the time of signing,
even though relatively nominal, will assure that the
agrement has been reviewed by appropriate officials
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of the licensee and that, at the time of signing, there
is a clear intent to go forward,

Prior to the time that the licensee is expected to
be in production, diligence on his part should be de-
fined in terms of development effort and expenditures,
and operation of pilot plant or prototype equipment and
facilities. After the date when it is assumed that the
licensee will be in production and making and selling
products based on the invention, the agreement should
specify minimum royalties that are not a hardship on
the licensee but would certainly be painful to pay if
his commercial activity were seriously lagging or non-
existent. Faiture of the licensee to meet any of these
diligence requirements would form the basis for the
licensor to either terminate the agreement or to convert
it to a nonexclusive license if the agreement had
previously been exclusive.

The parties to the license should establish how
they can get divorced if they have become disen-
chanted with the arrangement for one reason or
another. A licensee who 1s no longer interested in
making, using, or selling the invention should be per-
mitted to terminate the agreement at the earliest
possible date with no obligation beyond that date. This
assumes that a disenchanted licensee can do more harm
than good in the marketplace for the invention. To
have the invention attain commercial success, a dy-
namic and aggressive licensee is needed, not a
reluctant one.

As stated at the beginning, licensing is a most
important step in the bringing of an invention to the
marketplace so that the public may benefit. At the
same time, income is generated to advance the
purposes of the inventor or invention producing organi-
zation. lLicensing is a complex task. All the efforts
and investment of time and funds that brought the
invention to the point of licensing can be lost, or
significantly diminished if the licensing is not com-
petently performed.

*About the Speaker: V. E. Young, Director, Patent
and Legal ar Battelle Development Corporation, has
degrees in chemistry and law. He has hbeen with
Battelle since 1952, He is a member of the American
Chemical Society, the American Bar Association, the
American Patent Lawvers Association and the Li-
cesing Fxecutives Society. He presented this paper at
a meeting of the National Council of University Re-
search Administrators last Fall.




