INTRODUCTION TO
Technology Licensing

In this volatile, Internet-driven economy,
the lifeblood of many commercial firms is
their technology. This technology, or the
intellectual property which embodies i,
may be developed in-house or externally
acquired but is usually jealously guarded yet
often traded like rare baseball cards. A busi-
ness lawyer may easily find himself or herself
representing either the owner of the intellec-
tual property or the recipient of the right to
use the intellectual property. Thus, the
attorney must be knowledgeable about the
types of agreements which effectuate these
transfers of technology. The purpose of this
arricle is to familiarize such a lawyer with
the key provisions of a technology license
agreement and with some of the issues
which arise out of licensing transactions.

WHAT IS A TECHNOLOGY LICENSE
AGREEMENT?

A technology license agreement is a con-
tract which transfers technology and associ-
ated legal rights between parties primarily
for the purpose of fostering an ongoing
business relationship. The owner of the
technology (or the party with authority to
conttol its use) is the “licensor”. The party
that is granted the right or license to use the
technology according to the terms of the
contract is the “licensee”. The grant of a
license is not an outright assignment of the
technology but is actually more in the form
of a lease since the licensor retains ultimate
ownership of the intellectual property. Once
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the license expires, the rights granted to the
licensee revert back to the licensor.

WHY LICENSE TECHNOLOGY?

The reasons for licensing technology are
myriad but a few predominate. For example,
a small, start-up company or a research uni-
versity may have developed an innovative
method for the distribution of widgets over
the Internet but lacks the financial resources
to take the technology to the marketplace. It
may make good economic sense to partner
with a large company that has the capital
and manufacturing and marketing capabili-
ties to commercialize the technology. For
the large commercial firm, the license may
constitute a cost-effective means for acquir-
ing new or existing technology needed to
augment or continue its own development
and product sales efforts. Also, with respect
to the licensor, granting a license may be the
best way of generating royalties and fees
from the technology. In other instances, a
license may act as a defense to, or a settle-
ment of, the conflicting intellectual proper-
ty rights of other companies.!

DRAFTING THE LICENSE

Since a license agreement may remain in
effect for a number of years, it is important
that the terms of the agreement fully reflect
the understandings of the parties and accu-
rately describe their rights and obligations
under the agreement. A significant objec-
tive should be to state the terms in a clear,
precise manner to avoid future misunder-
standings. An added consideration is that
the writing style be easily understood by
non-lawyers since, most of the time, it is the
business and technical personnel who han-
dle license administration and implementa-
tion.

KEY CLAUSES OF THE LICENSE
Granting clause. The importance of the
clause granting the licensee various legal

rights to commercialize the licensed tech-
nology cannot be overemphasized. This
“granting clause” must articulate the rights
given to the licensee and the parameters of
the authorized uses of the technology. In
drafting such a granting clause, the attorney
must carefully delineate: (1) the actual legal
rights which are the subject of the license;
(2) the authorized uses of such rights; (3)
whether the license is exclusive or nonexclu-
sive; and (4) whether the licensee may grant
further licenses (i.e., sublicenses) to the
licensed rights to third parties.

Definition of licensed technology. In any
license agreement, the cutrent and antici-
pated subject matter of the license should be
clearly and unambiguously defined.2 For
patents, copyrights and trademarks, this
includes each element of the statutory
rights. In the case of trade secrets, there
should be a description of the “know-how”
to be transferred.

The grant of a license to patent rights
should reference all patents issued in every
country where the licensee will engage in
activities contemplated by the licensing
transaction. Usually, the definition of
“patent rights” incorporates a reference to an
exhibit which recites the title, the patent
number and, sometimes, the issue date for
each patent. Generally, the license will cover
all of the claims in the referenced patents;
however, the license grant may be limited
only to those claims necessary for the
licensee to perform its obligations or satisfy
its own commercialization requirements.
The license agreement should also include
all patent applications pending at the time
of the granting of the license and, in some
instances, future patent applications relating
to other facets of the licensed technology.
This latter component of the patent rights
may be appropriate for inclusion if it con-
sists of technology which is originally
licensed to the licensee as know-how. The
definition of patent rights should encom-



pass all rights covered by a pending patent
application if a patent issues from such
application. Since, in the United States, a
patent application is maintained in confi-
dence by the U.S. Patent and Trademark
Office until a patent issues, the license
agreement should permit disclosure of the
pending application to the licensee and
grant the licensee a license to use the know-
how described in the application.

In the case of trademarks, the license
agreement should carefully define the goods
or services covered by the agreement and
with which the trademarks may be used.
Where a trademark is used and registered for
different categories of products or services,
the agreement should specify whether the
license applies to some or all of those uses
and should expressly reserve the right to use,
and license others to use, the mark in con-
nection with other products or services.4

If texrual or graphic materials constitute
or provide a significant aspect of the tech-
nology being transferred, a grant of rights to
copyrights will usually be included in the
license agreement. Copyrights will alse be a
part of any software license since copyright
law protects many of the integral compo-
nents of the software package — although
software patents are becoming more and
more common, particularly those relating to
the Interner.5 If copyrights are included in
the license, it is advisable to reference such
copyrighted work by listing the tide of the
work, the name of the author, a brief
description of the subject matter and, if reg-
istered with the U.S. Copyright Office, the
registration number.

Trade secrets or “know-how” is often
licensed in conjunction with patents. Such
confidential and proprictary information
may be essential in order for the licensee
fully to commercialize the licensed technol-
ogy. Indeed, many patent licenses will also
include 2 mechanism to identify and license
all trade secrets of the licensor necessary for
the licensee to fulfill the purposes of the
license. Also, the licensor may have chosen
not to or was unable to obtain patent pro-
tection for certain aspects of the technology,
but substantial value may nonetheless exist
in the trade secrets. To address these possi-
bilities, the granting clause of the license
agreement might include a transfer of all
technical information needed for the
licensee to make, use and sell the products
embodying the licensed technology.

Exclusive or nonexclusive license. As men-
tioned previously, a license may be exclusive

or nonexclusive. If it is exclusive, the license
agreement should clearly state whether or
not the right to commercialize the licensed
technology precludes competition from the
licensor as well as any other party. The scope
of the exclusive license may be restricted by
limiting its duration, the field of use for the
licensed technology, or the marketing area
for product sales. Continued exclusivity may
also depend upon the licensee's due dili-
gence in meeting cernain performance goals
(see the Due Diligence section of this article).

Sublicenses and assignmenss. A licensor
may authorize a licensee to grant to third
parties all or a portion of the licensee’s rights
to use the licensed technology. Absent such
an express authorization, the licensee has no
right to sublicense or assign the technology
to others.6 Sublicensing may be appropriate
where the licensor and licensee have agreed
that products based upon the licensed tech-
nology will be marketed, manufactured or
sold through third parties. On the other
hand, since an assignment of a license con-
stitutes 2 more fundamental change in the
original business relationship, nonassign-
ment clauses are common in license agree-
ments. Indeed, a licensor will be reluctant ta

agree in advance to substitute an unknown
third party for the licensee. An exception to
the nonassignment provision is sometimes
allowed in circumstances where the owner-
ship of the licensee has changed.

Improvements. During the term of a
license agreement, cither the licensor or the
licensee may make improvements to the
licensed technology. Improvements are gen-
erally defined as certain modifications,
enhancements or changes to the licensed
technology. Such changes no do not
alter the identity of the invention and,
where patents are involved, may be specifi-
cally limited to modifications which, if unli-
censed, would infringe one or more claims
of the patents included in the licensed
patent rights.7 These minor improvements
or enhancements are often licensed to the
licensee for litte or no additional considera-
tion. Occasionally, the licensee is granted
rights in the improvements developed by the
licensee under a grant-back provision.
However, grant-back provisions require
careful drafting so as not to run afoul of the
anti-trust laws.8

Territory. The geographical area in which
the licensee is authorized to make use of the
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licensed technology should be specifically
described. The marketing and commercial-
ization plans of both parties as well as the
nature of the legal rights which will be cov-
ered by the license agreement will be rele-
vant factors in determining the territory. In
some cases, especially where there are multi-
ple licenses, there will be a specific alloca-
tion of territory to a specific licensee. In
other cases, it will be sufficient simply to
state the territory as “the world” even
though applications for patents or trade-
marks may have been filed only in certain
countries. Such a designation takes into
consideration any future expansion of sales
or distribution of the licensed technology
into other countries and also where an
essential component of the technology is
protected as a trade secret.

Compensation. There are nearly as many
ways to structure the compensation for a
technology license as there are forms of
technology to protect. The type of com-
pensation may vary widely with the terms of
the particular transaction. Such types
include: a fixed payment; a royalty calculat-
ed as a percentage of the licensee’s sales or
income derived from the licensed technolo-
gy; or a fixed payment upon execution of
the agreement followed by a periodic pay-
ment of royalties.?

If the compensation is based upon a roy-
alty percentage of “net sales”, as is common
in many licensing transactions, that term
must be clearly defined. A standard defini-
tion consists of the gross sales, royalties or
fees received by the licensee for product
sales, whether invoiced or not, less the fol-
lowing: returns and allowances actually
granted; packing, insurance, freight out,
taxes or excise duties imposed on the trans-
action (if separately invoiced); and whole-
saler and cash discounts.10

The licensor often wants assurances that
the licensing arrangement will enable it to
recover research and development costs
associated with the licensed technology. In
such instances, the licensee may be required
to pay the licensor a specified minimum
royalty amount, usually on an annual basis,
during the license term regardless of
whether royalties have actually been earned.
If the licensee fails to make the minimum
royalty payments, the licensor may termi-
nate the agreement or sue for damages. On
the other hand, the licensee may seek to
limit its obligation to make royalty pay-
ments to the licensor. In that regard, the
parties may agree to a “cap” on royalties paid
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to the licensor, presumably on the basis that
the licensee has completed its obligation to
commercialize the technology and the licen-
sor has recovered its development costs.

Periodic royalty payments may be
replaced or supplemented by a simple fixed
amount, payable once upon execution of
the license agreement or in installments over
the term of the license. Such lump sum
payments may be appropriate in instances
where (1) the technology has a relatively
short lifespan; (2) the licensor wants to
recover quickly the costs of developing the
licensed technology; or (3) the licensor
wishes to provide an incentive for the
licensee to commercialize the technology.

Accounting and payment procedures. The
license agreement should provide a means
for determining and verifying the compen-
sation owed to the licensor by the licensee.
Among the most common provisions are
the following:

(1) a statement of the number of pay-
ments and the dates on which such
payments will be made and imposing
a penalty for any late payments;

(2) designation of the currency in which
payments will be made and, if applic-
able, the authority by which curren-
cy conversions will be made;

a requirement that the licensee pro-
vide regular statements to the licen-

sor setting forth the method of calcu-
lating royalty payments; and
a requirement that the licensee keep
complete and accurate records of all
transactions involving the licensed
technology and that the licensee
allow the licensor or the licensor’s
independent auditor to examine such
records (usually during normal busi-
ness hours upon reasonable notice to
the licensee and limited to once or
wwice each year during the term of
the license) with the cost of such
examination being borne by the
licensee if the records indicate a sig-
nificant underpayment of royalties.!!
Due diligence. The license agreement
should impose certain performance require-
ments on the licensee for continuation of
the license. At the very minimum, the
license should contain a covenant by the
licensee to use its “best efforts” to commer-
cialize the licensed technology in a manner
agreed upon by the parties. In the case of an
exclusive license, failure to meet a particular
performance milestone might result in the
conversion of such a license to a nonexclu-
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sive one or a complete termination of the
entire license. These “milestones” might
consist of the development of a prototype of
the licensed technology by a specified date
or obtaining approval from the appropriate
regulatory authority for the manufacture
and sale of a product based on the licensed
technology. Exclusivity might also be condi-
tioned upon the licensee’s expenditure of a
minimum amount of research and develop-
ment funds or the receipt of a threshold
level of investment capital. Of course, how-
ever, the licensee should be allowed to use
reasonable business judgment and practices
to exploit the licensed technology and not
be required to meet unreasonable commer-
cial standards.

Protection of licensed technology. The
license agreement should contain provisions
which obligate both parties to cooperate to
protect the licensed technology from
infringement or, in the case of trade secrets
and technical information, misappropria-
tion by third parties. If the agreement
includes statutory technology rights
(patents, trademarks or copyrights), the pro-
cedures should be clear for establishing and
maintaining the rights in the United States
and in each foreign jurisdiction where the
licensed rights are to be commercialized. In
particular, the license agreement should
specify which party will be responsible for
filing the patent, trademark or copyright
application and paying the costs associated
with such filings.

A risk inherent in any technology-based
relationship is that the licensed technology
may be legally challenged by third parties or
there may be a need to institute an action
against infringers. In that regard, both the
licensor and the licensee usually agree to
notify the other of possible infringement of
the licensed rights and of any pending or
threatened infringement claims by third
parties. The parties normally will agree
upon which party will have the right to
institute and control any litigation, how the
costs and expenses of litigation will be allo-
cated between the parties, and how any
money judgments will be distributed.
When a third party files suit either challeng-
ing the validity of the licensed rights or
accusing the licensee and/or licensor of
infringing the third party’s intellectual prop-
erty rights, there should be a similar under-
standing regarding the defense of such an
action.

Confidentiality. The licensor will want to
insure that any trade secret information



contained in the licensed technology is
maintained as confidental by the licensce
and all authorized sublicensees. Thus, the
licensor of a trade secret will usually require
the licensee to assure that (1) internal use of
the trade secrets will be limited to those
employees with a “need to know”;(2)
employees with access to the trade secrets
will, either as a matter of contract or law, be
bound to maintain the information in con-
fidence; and (3) reasonable steps will be
taken to insure that the trade secrets are not
misappropriated by third parties.

Representations and warranties. There are
certain types of representations and war-
ranties which are relatively unique to tech-
nology license agreements. For example, the
licensee often seeks assurances that:

(1) the licensed technology does not
infringe any legal rights of third par-
ties;

(2) the licensor is the sole owner of the
licensed technology which is free and
clear of any encumbrances;

(3) the licensor is free to enter into the
license agreement and has the right,
power and authority to grant the
licensee the rights contained therein;
and

(4) the licensed technology is not invalid
or unenforceable.

The above provisions are usually the sub-
ject of intense negotiations between the
licensor and the licensee. The licensor may
be particularly resistant to an agreement to
warrant that the licensed technology is non-
infringing. However, such resistance may
depend upon the legal nature of the tech-
nology rights granted. Copyrights and trade
secrets all can be independently created
without infringing upon the rights of any
prior users. Thus, a representation covering
such licensed rights would only have to stip-
ulate that the licensor has not copied, or
otherwise obtained by improper means, the
licensed technologies and that such tech-
nologies were developed through the lawful
and independent efforts of the licensor.
Patents, however, present a riskier scenario
for the licensor. This is because a third-
party patent owner can bring a viable
infringement action even if the alleged
infringer created the technology indepen-
dently and without reference to the third
party’s work.

Product liability. A patent licensor who is
not also a manufacturer of the licensed tech-
nology is probably at minimal risk for liabil-
ity from product liability claims.12 It is nev-

ertheless prudent to require that the licensee
maintain adequate liability insurance cover-
age with respect to products manufactured
using the licensed technology. For the trade-
mark licensor, such protection should be
mandatory since control over the nature and
quality of goods sold bearing the licensed
trademark is essential to a valid trademark
license. Indeed, inadequate quality control
may result in a loss of trademark rights.13
Such quality control, however, increases the
licensee’s exposure to the risk of a direct
product liability. claim.14 The risk may be
further minimized by requiring the licensee
to indemnify the licensor against the
licensee’s negligence or failure to meet rea-
sonable standards of manufacturing and
production.

Term and termination. In all license agree-
ments, it is important to establish the antic-
ipated life of the agreement and the proce-
dures for terminating the agreement either
before or at the end of its normal term. For
a patent license, the term should generally
extend until the last of the patent rights
expire. In the case of trade secrets, the term
is typically fixed at five, ten or fifteen years
(the longer terms where patents are also
licensed). The agreement should further
state any options the licensee has either o
renew or to extend the agreement and
should specifically set forth how these
options may be exercised. The types of ter-
mination provisions common to commer-
cial transactions generally (such as the right
to terminate upon bankruptcy, insolvency
or a material breach of the agreement)
should be included in the license agreement.
In addition, both parties may have the right
to terminate or modify the agreement upon
the occurrence of certain events, such as the
licensee’s failure to commercialize the tech-
nology in the product or market area desig-
nated in the license or the licensee’s desire to
forego further expenditures necessary to
commercialize the technology.

Miscellaneous provisions. Other provisions
which are customary in commercial transac-
tions should also be included, such as gov-
erning law, dispute resolution and notices.
Additionally, because cerrain transfers of
technology may constitute an export of
technical data, a clause specifically requiring
the licensee to comply with the United
States export regulations is advisable.1

CONCLUSION
The economic risks to a licensor or
licensee of technology that are inherent in a

licensing agreement can be substantial. A
poorly drafted license may poison the
potential of a mutually beneficial and long-
term business relationship between the par-
ties. This article was intended to provide an
introduction and™ guide to technology
license agreements and, hopefully, help the
business lawyer make decisions which lessen
those risks.e
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