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Licensing In Cosmetics: A Practical Approach

By Jean-Yves Legendre

around 180 billion € (sell-in price) and is dom-

inated by historical, large international corpo-
rations (LCOréal, Unilever, Coty, Procter & Gamble,
Shiseido, Johnson & Johnson, Estee Lauder). However,
despite a global, steady growth of about three percent
per year, this market covers many diverse regional and
local situations. Indeed, the rising of the middle-class
category in the developing countries is leading to
new consumer expectations and demands, as well as
to the emergence of new players. Among the latter,
many have gained sizeable market positions for certain
categories of products or in specific channels of dis-
tribution. Furthermore, new consumer behaviors such
as e-business, web-blog publishing, product personal-
ization and digitalization or sustainable consumption
have led to a fast changing market for which the cos-
metic brands need to quickly adapt, yet keeping their
genuine and historical roots.

Although beauty is a universal value, ancestral and
cultural habits have modeled beauty to infinite rou-
tines across the world. To offer cosmetic products to
women and men worldwide, there is a need to ful-
ly integrate this extraordinary diversity of habits and
trends, while proposing products meeting the highest
standards of quality and sustainable development. This
is what is called by LOréal “Universalization,”( Z.e. how
to develop innovative technology-based products and
adapt them to the local needs.)

Considering both the market speed of change and
the “Universalization” strategy, the search for product
innovation is a key driver for success. Open innovation
represents a huge opportunity to fulfill consumer un-
met needs and all kinds of partnerships and alliances
have emerged in the field of cosmetics.

The present paper highlights the main features of a
license in cosmetics and proposes a possible approach
to structure it. It shows how licensing can facilitate
open innovation transactions in the field of cosmetics,
for which very little data about licensing have been
published so far. Only the in-licensing perspective will
be illustrated in this study.

Cosmetics: A Huge Variety of Products

What is common between a shampoo, a lipstick, a
perfume and a topical cream against itchy skin? They
all contribute to the beauty, wellness and self-reassur-
ance of their user; however, from a strict technology

The worldwide cosmetic market is estimated
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point of view, these products have very little in com-
mon. Each cosmetic product is a combination of differ-
ent active materials embedded in a formulation aimed
at facilitating their application, as well as providing an
immediate wellness sensation. Moreover, the product
texture frequently results from a sophisticated manu-
facturing process and needs a suitable, well-designed
packaging. The recent years have also seen the emer-
gence of energy-based cosmetics making use of devic-
es, such as the rotating brush for skin deep-cleansing,
light-emitting instruments or the steam flat iron for
hair styling. Last but not least, the cosmetic product
is a strictly regulated product which must comply with
international regulations on ingredient quality, stabili-
ty and traceability. Overall, a cosmetic product is the
sum of many technologies which all contribute to the
final performance and client satisfaction.

Another characteristic of the cosmetic product is the
large range of scales at which it can be produced. The
LOréal group facilities manufacture more than six bil-
lion units per year, representing a huge variety of ref-
erences. Therefore, large discrepancies exist between
products. Each product reference for the mass market
may be produced well-above several million units per
year. Conversely, niche or highly-selective products
as well as products for local markets may be manu-
factured in the range of thousands. Volumes may also
greatly vary from year to year to adapt to the market
situation and the consumer needs; some products have
a short market life whereas others have been on the
markets for a decade or more.

All these features make the cosmetic product a
kind of hybrid between a fast moving consumer good
(FMCG) and a health product.

The In-Licensing Perspective

From an in-licensing perspective, any profit-split
analysis has to cope with the product profitability.
As widely accepted, the profit-split analysis consists
in allocating the profit of the business to the differ-
ent assets that contribute to it, which is an uneasy
task. Furthermore, regarding the cosmetics area, the
high variety of products, the diversity of markets, the
packing of technologies in a single product and the
highly-variable manufacturing forecast clearly rep-
resent a true challenge to establish the relative and
absolute values of each asset. Indeed, when consid-
ering a technology to be licensed in cosmetics, the



licensing manager is rarely able to embrace its full
potential and readily assess its impact on the inno-

Step 0: IP assets analysis
The analysis of the quality of the IP assets involved in

vation pipeline of the company. Very often, many
products may benefit from the licensed technology.
In order to extract the maximum value from the li-
censed material it is crucial to set up the possible,
yet realistic opportunities it can bring. Unlike the
pharmaceutical field where the commercial target

the transaction is based on standard, commonly-used
procedures. Therefore, this step will not be detailed in
the present paper. Simply, the analysis will focus on the
quality of the exclusivity
(i.e. scope of the patent-

able claims, patent status e Laganel:

for a licensed chemical entity is usually well-known,  and remaining enforce-  Fnarm.D. Ph.D,
the situation in the cosmetic field could be much  ment time, geographical L'Oréal Research &
less defined. A film forming polymer could very well coverage, infringement Innovation,

be incorporated into a lipstick as well as in a hair
care product, both opportunities leading to two dif-
ferent commercial realities. Therefore, a stepwise
approach associated to a continuous assessment of
the licensing opportunity potential is strongly ad-
visable. This is what is called the Value Extraction
Analysis (VEA): See Figure 1.

detection) as well as on
the global patent environ-
ment. Obviously, a good
[P asset rating is a pre-reg-
uisite to move the process
forward.

Step 1: The technology rating matrix

First, to initiate the VEA, two
basic questions must be addressed
prior to any financial value assess-
ment: Which product will benefit
from the licensed technology? To
which extent the patented technol-
ogy will contribute to the product
performance? It might be rather
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Figure 1: Value Extraction Analysis (VEA)

Step 0
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Licensing

Valuation deal
options

Technology
rating matrix

IP assets
analysis

Preliminary
analysis

Product Market Development difficult to answer both questions,

target potential plan especially when the Technology
Contribution to Preliminary | |Manufacturing Readiness Level (TRL) is low."

performance COG analysis options Performance should be under-

Benchmark | | Final product stood in its broad sense, i.e. all the

analysis | | cost structure key drivers making the product suc-

Market cessful. It might be translated into,

analysis for example, the technical perfor-

mance, the consumer benefit, the

) . . product uniqueness, a cheaper pro-
Figure 2: Technology Rating Matrix duction process, a favorable impact

on sustainability or any similar fea-
Fully A4 B4 (o} D4

contributes ture. . . .
The following matrix may facilitate

the technology rating, according to
the criteria of the contribution to per-
formance and the product definition:

For example, a screening test meth-
od will only marginally contribute to
the performance of the final, commer-
cialized product, whereas it potential-

Strongly A3 B3 C3 D3
contributes

Somehow A2 B2 Cc2 D2
contributes

Marginally Al B1 C1 D1
contributes

Contribution to performance

Many A defined A defined A defined
possible application or product product
products performance  category

1. The Technology Readiness Level is
aimed to map the progression of the tech-
nology from basic properties (TRL1) to ac-
tual applications and reported use (TRL9).

Product benefiting from the technology
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ly could be applied to a very large range of products
(box Al). On the other side of the spectrum, one can
find a ready-to-launch technology for the treatment of
dry skin which will fully contribute to the performance
of a specific product (box D4).

Such a matrix helps to define how the licensing-in
opportunity will contribute to the innovation pipeline
of the company. For example, in the case D1 (the
technology marginally contributes to a very specific
product), one should ask himself whether it is worth
to enter into a licensing deal. The output of the rat-
ing matrix may therefore be a “No go.” Conversely,
the case A4 certainly represents an opportunity that
cannot be missed. Obviously, such positions will also
take into account the development level of the tech-
nology (the TRL).

Therefore, taking into consideration the competing
technologies and the alternative opportunities, the
rating matrix will ease discriminating between “Must
Have” and “Nice to Have” technologies.

Furthermore, as development and TRL progress, the
matrix may evolve with time. Indeed, development
teams may focus their effort on a narrower product
category or technology contribution may be revisited
thanks to a deeper evaluation.

It is important to share this matrix with the licen-
sor and explain how the licensed technology will be
assessed accordingly. This will define the scope of the
assets involved in the deal and subsequently, their val-
uation. Although it may be one of the most difficult
tasks to achieve, a common understanding of the tech-
nology rating at an early stage of the process, is key to
pave the way to a successful licensing deal.

Step 2: The preliminary analysis

The second step of the VEA relates to the business
environment into which the technology will be em-
bedded. The aim of the preliminary analysis is to es-
tablish whether the technology and the associated [P
will induce a probable profitability for the licensee. To
this end, based on the technology rating matrix, three
facets are investigated:

1. A preliminary market analysis, based on the target
products identified in Step 1.

2. A preliminary cost of goods analysis of the products
in which the technology will be embedded. De-
pending on the maturity level of the technology (i.e.
how far the technology from implementation by the
licensee is), such an analysis may be somehow hy-
pothetical. However, finding out the contour of the
cost structure will indicate whether the licensing
project is viable.

3. Identifying a relevant benchmark which will be
used as the market reference to establish the prof-
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itability robustness of the licensed material. The
benchmark will favorably be an internal one, sup-
porting no licensing fees and for which the full
cost structure and profitability roots are under-
stood. Alternatively, it could be an external refer-
ence, such as a competitor’s product. In that case,
care must be taken to ensure that the benchmark
is relevant and useful.

Of course, Step 2 can include several hypothesis,
such as different channels of distribution (e.g. mass
market and selective) or different routes of commer-
cialization (e.g. local market than worldwide). At the
end of Step 2, the viability of the licensing approach
has to be established. Should the maturity level of the
opportunity be sufficient (TRL = 7) and the launch plan
finalized, Step 2 may be skipped and Step 3 analysis
done readily.

Step 3: The licensed technology valuation

At this stage, additional information needs to be
included in the licensing model. This information in-
cludes both internal data as well as data generated by
or with the licensor:

1.A finalized development plan including all the el-
ements impacting the product cost and nature,
such as the regulatory constraints and pathway
according to the territories of commercialization,
the full evaluation plan, the scope of the product
claims, the packaging options, if applicable. It
must be noted that the regulatory strategy is a key
component in the valuation. Indeed, regulations
strongly restrict the possibility for a product to
exist under different regulatory status (e.g. phar-
maceutical and cosmetic), which might lead to an
exclusive deal and forbid the use of the technolo-
gy under another regulatory pathway.

2.The industrial options: the manufacturer of the
licensed material and of the licensed material-con-
taining product (will it be the licensor, the licen-
see or a third party?), any manufacturing invest-
ment, the international manufacturing strategy,
including a description of the supply chain.

3.The product cost structure must be defined as
precisely as possible. At this stage, the impact of
the licensed material cost of goods on the final
commercialized product cost must be perfectly
understood.

4. A comprehensive market analysis featuring the
possible options of commercialization, including
territories and channels of distribution.

At the end of Step 3, the total value extracted from
the licensed material is fully characterized. According
to the possible options of commercialization, available
data can be displayed in a Table 1.



Table 1.

Option 1 | Option2 | Option 3
Market A | Market B Market A
worldwide | USA 1 region

Product
development
constraints

Industrial
constraints

Product cost
structure (COG,
sell-in, sell-out)

Expected
volumes
(launch, Y1-3)

Licensing
options

Obviously, a time dimension can be incorporated
into the chart. Hypothesis on the speed of market pen-
etration over time (i.e. the rate of success) can be fur-
ther implemented.

Step 4: Licensing deal options

Once the analysis is finalized, the licensing options
can be prepared.

As previously mentioned, the relationship between
[P asset valuation and business profitability is far
from obvious. The analysis described above both at
the “micro” level (ie. the product definition and cost
structure) and at the “macro” level (i.e. the market
opportunity over competition), helps finding out the
key drivers for product profitability within a specific
business environment/market.

Basically, two different, non-exclusive approaches
can be taken to value the licensed technology and the
related IP assets: (1) a metered price, ie. a running

Figure 3: Decision Tree

At least same

profitability as
benchmark

royalty based on net sales and (2) a lump-sum price,
i.e. a fixed fee. As underlined by D. Kidder et al. (les
Nouvelles, L (4) 217-220, (2015), there is no straight-
forward relationship between both, although a con-
ceptual link exists.

The initial approach is to look at whether a licensing
fee on net sales can be applied to the licensed prod-
uct to maintain at least the same profitability as the
benchmark product. The maximum licensing fee can
be calculated according to:

MLF=100 (MP, SIP -MP, SIP,) SIP, SIP,

Where:
-MLF: maximum licensing fee (% of sell-in price)
-MP,: manufacturing price of the benchmark product

-MP,: manufacturing price of the licensed product
(or licensed material-containing product)

-SIP,: sell-in price of the benchmark product
-SIP : expected sell-in price of the licensed prod-
uct (or licensed material-containing product)

If SIP, is unknown, one can simply consider SIP, =
SIP, and find:

MLF=100 (MP,-MP )/SIP,

As a matter of fact, if MP, = MP,, then MLF=0

Therefore, SIP, should be adjusted according to
MLF and MP,, such as:

SIP =(SIP, LF + MP )/MP,

Where LF is the licensing fee per product.

Once this computation is finalized, a decision tree
can be drafted, Figure 3:

In the case where similar profitability cannot be
achieved, several options can be taken:

e Alter the profitability to a lower level

¢ Adjust the sell-in price to accommodate a similar

profitability. Depending on the technology rating ma-
trix, the market may stand a premium price to reflect
technology uniqueness and higher performance
¢ Adjust the marketing options, for
example starting with a limited launch
or restricting the commercialization
through selective brands only

In any of these options, the VEA may
be conducted again in order to com-
pute a suitable licensing fee.

In the case where at least a similar prof-
itability is obtained, the licensing fee can
be structured as running royalties on net
sales or lump sums or both. Alternative-

Running
royalties

Lump
sum fees

Adjust market- W Adjust sell-in Alter
ing options price profitability

ly, when applicable, the corresponding [P
assets may also be purchased.

The most common approach that is
used in the cosmetic sector remains the
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lump sum structure. Indeed, the high product turn-over
associated to the multi-featured and evolving nature of
the products make the lump sum approach the most
suitable one for cosmetics.

Perspectives

As the cosmetic field is quickly evolving, new chal-
lenges related to open innovation appear, hence mod-
ifying the licensing practices in the field. One of the
most striking examples is the emergence of the digital
connected systems. The licensing managers in the cos-
metic field need to learn about the approaches taken
in the Information Technology (IT) sector. They must
explore new ways of rating and extracting value from
the connected technologies. Furthermore, they may
face tough challenges regarding new [P-related issues,
such as data property, multiple IP assets in the cloud or
artificial intelligence-related IP.

Another exciting, yet challenging area is the licens-
ing in the sustainable development sector. Although
this area has been explored for several years,” its emer-
gence in the cosmetic field is rather new and the re-
cent initiatives to limit global warming have increased
the need to push forward the technology transfer of
green technologies. Licensing can foster their diffu-

2. For a more comprehensive review on licensing and sus-
tainable development, please see Sustainable Development: A
“Win-Win” for Licensing and for the Environment by William O.
Hennessey, Franklin Pierce Law Center, 1996.
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sion across the world, providing a suitable approach is
taken. Indeed, IP protection and valuation of environ-
mental technologies require a specific knowledge and
strategy. Know-how valuation (of a green production
process for example) and profit sharing with commu-
nities will be crucial to conduct a successful licensing
policy in the sustainable development field.

In Conclusion

The fundamentals of licensing in cosmetics are
based on the multi-features aspects of the cosmetic
product, as well as the fast-moving nature of the cos-
metic market. Conducting a stepwise Value Extrac-
tion Analysis of the technology to be licensed will
allow one to precisely define the features covered
by the technology within the cosmetic product and
to establish its relative value within a specific mar-
ket and business environment. Sharing all or part of
the VEA between the licensee and the licensor may
help achieve a balanced and successful licensing deal.
However, emerging trends such as the digital prod-
uct transformation or the green technology dissemi-
nation will require adapting the licensing models to
these new challenges. H
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