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NegocCios »

BUSINESS

otro ko dejard de obtener. Si uno da dos pasos adelante, ef otro ine-
xorablemente retrocederd das pasas. )

Se trata, pues, de una treta mids o menos cortés encominada o
aprovecharse del otro. Ei mas lodino leva siempre las de ganar,

Ganar-ganar

Los estrategas en cambio, conziben ia negociacion como ef arte de
corstruir el bien cornin; de explorar el termeng y comprender qué e
interesa a lo contrapaorte a corto ¥ lorgo pigzos, y de formar con
ella un equipo capaz de nterpretar el mismo hecho de manera dis-
tinta, pero persigutenio objetivos afines.

Cuando ias aspiraciones de ambas paries se oponen diametral-
mente ¥ no parece haber salida, los sstrategas saben encontrar una
solucion gue entrana un bien mas otractvo gue sus exigenaas. En
este caso, ceder permite gue fos dos salgan ganando. Eso se lloma
mnteligencia.

Na resulta facil, desde luego. Sobre la marcha salen a fiote innu-
merabies mtereses que @ veces entran en conflicto. Y el estralega
debe averiguar hasta donde puede llegar y cudl es el mnimao det
gue no le dejard pasar su contraparte.

Los estrategas, amantes de |0 paz, usan la negociocion para
transformar lgs puntos de discusion vy lo refacion; el presente y e
futuro. En cambio, para el “talachero” lo dinomica se circunscribe
al momento de sentarse o hablar: la deshga de sus imphcaciones.

Mas alld de definir cuestiones concretas e inmediataes, mporta
definir que relacion se desea y como conseguir que sea modurg,
sdiido v duradera. Que sobreviva 0 ias crisks,

ESCALA - e

the short and long terms, and of
forming a team capable of inter-
preting the same facts in differ-
ent ways but in pursuit of a com-
mon goal. )

When the nbjétt'rves of the two
sides are diametrnically opposed

and there appears 10 be no way -

aut, the strategist goes for a solu-
tion that yields the greater good.
In such cases, giving ground
means both sides come out ahead,
which can be calted intefiigence

Of course it's not easy. Numerous
special interests rear their ugly
heads along the way, often posing
onficts. And the strategist must
see how far he can go and what his
partmer’s bottom fine is

Peace-loving tvpes that they
are, strategists use negotiation to
trensform the discussion points
and relationship, always keeping
the present and future 1 mind.
For the haggler. the dynamic -1
ronfined 10 the here and now of
stung oown 3t the taple, never
mind the mphcatians,

At least as important as defin-
ing concrete and immediate ques-
tions is the need to define the
relationship sought and how 10
ensure that it be mature, solid
and lasting-able 10 withstand
crises that can develop.

When ane of the negotiators
takes the adversarial approach.
the relationship suffers If a com-
pany tr1es to put une over on 3
supplier, the latter will never trust
it again. Company reps will sit
down each year to negotiate with
a suspicious individual, who
invariably arrives with his sword
drawn. This can get old in a hurry.

When it doesn't go that way, at
least you know vour fartner wil
play it straight at crucial times
Valkswagen de México, for exam-
ple, fostered 3 congenial environ-
memt with its ynion. The firm
knaws only too well that dis-
agresments are beund 1o come
up, but the rules were designed
to work pregsely wnen the two
sides find themselvec at odds
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¢l poder de negocicaion, e entorno y los regcciones que se esperan
de la controparte.
Estrategias. Hay que detemnar qud! conviene:
* Lo fuerza. Se hostiga al otro, se le golpeteq, se le presiona...
No se cede,
* La gjobihdod. Se dialoga, se hacen congesiones, se jomenta fa
tonfianza v el espiritu de equipa.
* La evasion. Se aprovecha del pasa del tiempe. £n igs negotioo-
nes laborales, el trempo obra ingefectiblemente en contra
det empieado.
Resultades. Hay resultados concretos, tangibles (aumento de 4.7
por ciento en el salario y dos por clento en prestaciones) y socioles
(come gueda la relacion después}. De nuevo, el presente v el futuro.
El “taiuchero“ no se da cuento de que a lo lorgo importon mas ios
logres socicies. Se ufana si consigue el incremente, pero no ve mas
alla. No se pregunto gué pasara al cobo de aerto tempo... Con fre-
cuencia obtiene victorias pirricas.

boasts when he gets the mise but
never looks further down the ling
Because he doesn't consider what
will happen atter awhile, his victo-
ries often end up being Pyrrhic

How to Guarantee
Faijure
Fwe of the numerous causes
that tend to undermine negotia-
tions are’
« Attempting 10 win every
dernand. without except:an.
By its very nature 2 bilateral -
dynamic, negotiation cannot
benefit only one side
or 1t would be missing
the point entirely.

Siuiegisdy wie negoiialion I fanyform e
discistion. poinh and Tie teliontih wilh e eiher;

Coémo fracasar
Existen nuMengsas cousas por las que se puede frustror una nego-
ciacion, elegimos cinco:

« rotar de obtener todas las exigencias, sin excepcion.
Ceonsiderondo que se trata de una dingmica
biloterot por naturaleza, no cabe hablar de
negociacion cuando unicamente se heneficic
uno. Pierde su razan de ser.

* 1as posiciones Importan tanto que nadie cede m
un dpice.

+ Uno de tos dos dedica lgrgo tiempo a preporar-
se. Considerc el asunto un gran ocontecimien-
t0. Parc ei otro es un bache inevitable y reflexio-
na apenas 10 Indispenscble. No lo planea.

* No se entienden los intereses del otro, ni los vitales
ni los periferices.

* Se sobrevaiGon Ciertos puntos poco trascenden-
tes. Suelen alegarse cosos como las sigurentes:
“Se gcabo el tempo™, “Hubo excesiva introrsi-
gencic”, “Lo tomaron de forma personal”™,

+ “No tenian capacidad de decisicn™.

Consecuencias de una
negociacion injusta

Cuando se abusa del otro o el arreglo no lo satis-
face, tarde o temprono habra inconformidades y
reclomos. Lo contraparte no cejara hasta sentirse
desograviada. Decide dejar de negocior dialogon-
do v empieza 0 negeciar peleands. ¢Como? Con
hueiges. protesias, morchas... Esto provecaora que

ESCALA > JULIC

* The proposals are considered
50 Important that neither side
is willing to budge.

* One side spends a great deal
of ume getting ready,
considaring the matter of
utmest impartance, whereas
the cther sees it as a chore
that must be gotten over with,
barely gives it a thought and
makes no plans.

Netther side understands the
other’s interests, however wital
or peripheral,

Too much importance is put on
certain msignificant paings.
Reasons customarily Cited in
such cases inciude: "Time ran
out’, They were 100 Inflexible’
They took it persanally’, They
wese incapable ot making

& detision”

Conszquencas of
Unfair Negotiations
When one side takes uniair advan-
tage of the other. or the agree-
ment reached Is faulty, hard feel-
ings and complamnts will surface
soones of later. The parner who
feels wronged won't let up untll
gmends are made. He distounts
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fos procesos subsiguientes se tormen punto
menos gue imposibles. En suma, se pierde
mas de lo que se gana.

El tolento paro negociar puede traerse
enia sangre ¢ aprenderse. Si cierto gjecuti-
vo requiere negociar y no sabe hacerle,
urge capacitario con el coachmg, el mento-
nng y demés métodos no formales,

E! principal peligro de quien negocia es
creer gue, si entiende |cs peticiones y argu-
mentos de ia contraparte, le daro Ya razon.
Noda mids olejado de i verdad. Ung cosa es
enlencler v otrg, muy distinta, conceder, Si
alguien sobe qué le interesa al otro, se
hallaré en condiciones de proponerie algo
que aceptard sin lugar a dudas.

Una negociacion resulto beneficiosa
para las partes siempre que sus intereses no

- choguen entre si. Lo contrario puede inter-

pretarse como que a alguien se le dio gato
por liebre o atoie con ¢l dedo. Por suerte, el
estrolega es caopaz de articular intereses
opuestos respetanda sin Cesar a su Contro-
porte, dandole su lugar. En eso rodico el
arte de negociar @

= Marie Zavala Ojeds

&s licenciade en refaciones internacionales y
master en direccidn de empresas par et IPADE,
donde es protesor de diveccion de personal,
Ademas es consultor de empresas.

He has an undergraduate degree n imernational
relatigns and an MB, from the IPADE, whese he is a
professor of personnel management. He is also

B orporate consuitant.

{pnia colaborarion de / with the caliabaration
of Ramén Manue! Gonzalez
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dialogue & 3 means of negotiating. preferring to
pick 2 fight How? By striking, protasting, march-
ing. thus making subsequent stages totally
unfeasible. In shart, mare Is lost than gained.

A flair for negotiaung either comes raturlly of
is something youthave Tolearn if a particulat exec-
tve needs 10 negotiate but doesnt know how,
he should be trained through coathing, menteing
of some other less formal method,

The main peri} for 2 negatiatos is to believe
that simply by understanding the partner’s
demands and arguments, hell be sean as weak.
Nething could be further from the tuth. It's one
thmng to understand and quite ancther to -
cede. !f you know the other side’s Interests, you'e
n the nght position to make 2 proposal it can
accepi without reservation

Negotiations ¢an have 3 mutually beneficial
cuttome a3 Jong as the two sides 1Nterasts
don't collide head en. Otherwise, one or the athe
ef wilt be left feeling conned, &s if he's getung
the short end of the stick Fortunately, good
stategIsts are Capable of aruculating ooPOSING
interests while untlaggingly respecting their
partner and leaving him some room 10 move
Therein lias the key 1o the arl of negotating @

El Institute Panamericano de Alta
Direccidn de Empresas (IPADE) apovd
en |a realizacion de este articule.

Trie PAlE (Fanamerican Top Business
Management tnstitute) assisted with
this article.

www.ipade.mx
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Valor y precio de las ideas

Por lo comin S¢ tiene la creencia de que
las buenas ideas valen mucho, y que por
}o tanto la persona muy creativa y con
una buena imaginacién para visualizar
novedades merece ganar mucho dinero.
Sin embargo, la realidad es otra: a}la ma-
yoria de las buenas ideas no son tan bue-
nas, b) muchas de las buenas ideas tienen
valar, es decir, aportan buenas soluciones;
sin embargo, a pesar de tener buen valor,
1o tienen buen precio, y ¢) para que una
idea rinda frutes, se necesitan més recur-
sos y otras buenas ideas adicionales.

Conviene separar el concepto de valor
del concepto del precio, porque muchos
inventores, o que S creen inventores,
piensan que a las ideas de mucho valor
les corresponde un alto precio. El valor
casj siempre s¢ refiere a los beneficios
potenciales que una buena idea pudiera
ocasionar. Por ejemplo, si yo invento un
filro de agua de mode que con materiales
abunidantes comunes y cortientes, sin
necesidad de hervir el agua, se pueda pu-

_ rificar agua contaminada hasta hacerla
potable, pues es probable que ese invento
tenga un alto valor humanitario. Muy
bien, aplausos.

Pero, I idea de ese filtro, ;cudnto
vale en pesos? Para saberlo, necesitas
tratar de vender esa idea. Por esonoeslo
mismo el valor de una idea, al precio de
una idea

;Cudnto vale, en valor humanitario,
el servicio de una ambulancia que i
recoge en tu casa minutos después de que
sentiste un dolor en el pecho y piensas
que viene un infarto masivo? Pues vale
mucho y ;tiene precio en pesos? Si, clare,
Pero ese precio no tiene nada que ver con
ese valor.

S tomamos como analogia lo que
sucede en el mundo del arte, veremos que
tampoco el valor de unz obra de arte estd
ligada 2 su precio. La mayoria de los com-
positores musicales compusieron valiosas

cale gustelo que le ofrez-

obras yviyl'eron en la fristeza y todavia se
repite cony harta frecuencia que muy bue-
TS compositores apenas sobreviven.
Entonces, tenemos dos casos clisicos
en donde entra la duda de qué tanto
valen las ideas y si esas ideas estén muy
mal pagadas. En un caso tenemos a una
persona que inventa o desarrolla algo
afuera de una empresa o su idea no tiene
nada que ver con su empleo. Corno nos
queremos mucho ¥ todos nos pensamos
medio genios, tal vez esta persona piensa
que su invento vale mucho y que merece

“ser rico. Aqui no hay problema, pues o

tinico que tiene que hacer esta persona
es focar puertas y ofrecer
su invento y averiguar en
cudnto se lo pagan. Lo

mas probable es que nun-

¢an por Su invento y en
vez de aceptar algo para
ponerse a inventar otra
cosa, se quede llorando.
El otro caso tipico es
el del empleado de una
empresa que se le ocurre
una buena idea y que
todo parece que dicha
idea tiene mucho valor
para la empresa y que,
sin embargo, 1a empresa no se lo reco-
noce o le da un modesto reconocimiento.
Entonces, el que se cree gran inventor
se queda frustrado por la injusticia de la
compensacién. Yo nunca he promovido
una compensacion econdmica por las
buenas ideas que se pudieran aportar
dentro de las empresas y que tal vez
produzcan beneficios calculables ala
empresa. ; Por qué? -
Pues porgue: 2) los cAleulos de los
beneficios son errados porque e} beneficio
de algo depende de lo que haga la com-
petencia. Por lo tanto, el beneficio de las -
ideas no produce dinero en efectivo, pro-

duce sobrevivencia en tal case, i es que
1a competencia no nos arrasa con ideas
mejores que las nuestras. b) Porque con-
sidero una obligacién de tode empleado
el que utilice al mAximo su imaginacién
¥ su preparacidn-para estar produciendo
buenas ideas todo el tiempo. Pues en
caso contrario, estamos hablando de un
empleado con espiritu burocratico que no
siente la obligacién de pensar més allé de
sus funciones establecidas.

Ademnss, ¢) si existe premio en efectivo
Se comienza a dar un aislamiento de las
personas que no quieren compartr o los
inicios de sus buenas ideas, ni quieren
participar en la discusitn
de otras posihilidades,
pues en forma natural e]
#ate  posible inventor no quiere
% compartir sus ideas inci-
#5¢ pientes para 0o compertir
¢ el anhelado premio. El

= estudio yla comunicacion
3 - son la materia prima para
e 148 Duenas ideas y el dar
%% N premio por las buenas
% ideas atenta contra una

PEOI02: 1os innovadores de las
BisH AR ampresas,

Ademds: d} lo mis caro
de las buenas ideas en una empresa son
todos los antecedentes, es decir, todo el
conocimiento de la industria, de los mate-
riales, de los procesos y productos, todas
las diseusiones con proveedores y cliens
tes, todo el esfuerzo que la empresa ha
realizado para preparar a sus empleados,
entonces, pensar que las buenas ideas
salieron de Ia nada es una posicién vani-
dosa del inventor. No se le quita su mérito,
pero tampoco es la tnica causa de su
buena idea, por lo tante, merece un buen
reconocimiento no una compensacin.

El autor es escritor, pinior, i tecnologe
con doctorado en filosofia de la innovacion.
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L. INTRODUCTION

“[Unless AspenTech thinks] that our technology is superior, . . . they only want us
to create a monopoly. In this case, they will, most likely, sooner or later,

rationalize us to the ground, toasting us all, freezing our products and milking all
the customers for a while.

— CX0262 at 004 (Cesc Batlle, Hyprotech President European
Middle East and Africa Sales).

On August 6, 2003, the Commission issued its complaint (“Complaint™) against Aspen
- Technology, Inc. (“AspenTech”), alleging that AspenTech unlawfully acquired the assets of
Hyprotech, Ltd. (“Hyprotech™), a group of subsidiary compantes owned by AEA Technology, in
violation of Section 7 of the Clayton Act, 15 U.S.C. § 18, and Section 5 of the FITC Act, 15
U.S.C. § 45. At trial, Complaint Counse! will offer substantial evidence that AspenTech’s
_acquisition of Hyprotech (“the Acquisition”) violates Section 7 of the Clayton Act' because it
may substantially lessen competition in seven markets for process simulation and optimization
software.? FTC v. H.J. Heinz Co, 246 F.3d 708, 713 (D.C. Cir. 2001) (“Congress has
empowered the FTC . . . to weed out those mergers whose-effect ‘may be substantially to lessen
competition’™).

At the time of the Acquis_itiqn,Aand over a period of many years, AspenTech and
Hyprotech were each other’s ciosest competitor lin a field of only three significant competitors.
Immediately before the Acquisition, Hyprotech senior management estimated that, in a broadly
defined market for prdcess simulation software, AspenTech and Hyprotech combined held
approximately [ ] share. AspenTech’s CEO similarly estimated the company’s combined
market share at “80%+" after the Acquisition. Moreover, AspenTech’s post-merger dominance

n the broader market arguably understates the effect of the Acquisition in the narrower markets

' An acquisition that violates Section 7 of the Clayton Act also violates Section § of the FTC Act.
FTC v. PepsiCo, Inc., 477 F.2d 24, 28 n.6 (2d Cir. 1973).

? Five of these markets encompass the same set of products, which consist generally of software used
to model and simulate processes in various petrochemical and related industries. The broadest of these
five markets comprises continuous process engineering simulation software for process industries
(*continuous simulation software™). Within this market, at least four narrower markets may be defined,
consisting of sales to end-users in four particular segments of the process industries: oil and gas,
refining, chemical, and air separation. Two additional simulation software markets, batch process
engineering simulation software (“batch simulation software™) and integrated process engineering
software (“integrated engineering software”) also are likely to be adversely affected by the Acquisition.



for o1l and gas, refining, chemicals, and air separation, where customers now face a choice of
only one other supplier (SimSci-Esscor (“SimSci™), a division of Invensys}, or, as in air
separation, a merger to monopoly where there are no alternative suppliers at all. The Acquisition
also 1s likely to harm competition significantly in the already-concentrated batch simulation and
integrated engineering software markets, where AspenTecil and Hyprotech were the only two
significant competitors.

No elaborate market analysis is needed to show that the Acquisition is anticompetitive,
Indeed, the parties’ own documents, as corroborated by the parties’ customers, will conclusively
demonstrate, first, that Hyprotech was far and away AspenTech’s closest competitor, with the
two firms competing head-to-head for many cuétomem; second, that AspenTech executives fully
expected that the elimination of Hyprotech as a rival would enable AspenTech to acquire
dominance in its markets, and hence reduce price and innovation competition; and third, that a
wide range of customers and other witnesses agree that the Acquisition reduced competition
significantly in these markets, and thus is likely to lead {and, indeed, in some instances, already
has led) to higher prices and reduced innovation. '

Faced with this overwhelming evidence from its own documents, as confirmed by its own
customers, AspenTech has had no alternative but to conjure up implausible explanations and
develop post-litigation analyses that purport to show that all of this evidence simply ts wrong.
For example, the former CEO of Hyprotech, Wayne Sim, agreed during his investigational
heanng that Hyprotech’s files show “a tremendous amount of information that identifies
[AspenTech] as the number one competitor” of Hyprotech. Nonetheless, he testified that such
information was simply a motivational tool, because “we needed to identify an external
competitor.”

Mr. Sim’s explanation, defies credulity. Even assuming that his employees could be
motivated by fulminations against a supplier whom they never actually faced in the marketplace,
the effect of Mr. Sim’s strategy would be to induce Hyprotech sales employees to offer lower
prices and more favorable terms than necessary to respond to this (non-existent) competition.
Unfortunately for Mr. Sim, the evidence that head-to-head competition between AspenTech and

Hyprotech led to better price terms and enhanced innovation is overwhelming,



AspenTech must now be required to divest all of the assets it acquired from AEA
Technology, and take any other stepﬁ, including those outlined in the Complaint, necessary to
reestablish two distinct and separate, viable and competing businesses in the relevant markets.
This relief will serve to reestablish the engineering simulation business of Hyprotech as it would
have existed but for the Acquisition, !

IL STATEMENT OF FACTS

[

]

AspenTech is the largest supplier of process engineering simulation flowsheet software in
the world. Its fiscal year 2003 annual worldwide revenues were approximately $323 million.
Resp. Answer to Complaint § 2 (Sept. 2, 2003) (“Answer”). AspenTech has an estimated 1,750
-employees located around the world. AspenTech is a publicly traded company, founded in 1981
to commercialize technology developed at the Massachusetts Institute of Technology with United
States Department of Energy funding. The undertaking, known as the Advanced System for
Process Engineering Project, was originally intended to design non-linear simulation software
that could aid in the development of synthetic fuels.

Hyprotech was founded in 1976 and had revenues of $68.5 million in fiscal year 2002.
Answer § 5. The only other competitor of any significance, SimSci, was formed in 1967. On or
about May 31, 2002, Respondent acquired Hyprotech for $106.1 million. CX0653 at 063
(AspenTech 10-K, Annual Report for FY 2002); but see Answer 6.

Process industries process raw material inputs through equipment to create intermediate
or end-use products. Answer § 7. Process engineering simulation software flowsheets
mathematically model (i.e., simulate) all of the nonlinear relationships in the flow of input to,
through and from units within a process plant. CX0055 at 049. Thus, the software simulates the
complex physics of thermodynamics and the reactions of chemicals when heated or put under
pressure. The glue holding the information together is the process engineeﬁng“‘ﬂowsheet.”
CX1013 at 019 (Forrest Dep. at 72-73). These computer simulations improve engineering
design, reduce capital investment, lower the cost of inputs (including engineering), optimize
production levels, and potentially, shorten the time to market for new products. CX0654 at 004,



At the time of the Acquisition, AspenTech and Hyprotech offered integrated suites of software
products “designed specifically to promote best engineering practices and to optimize and
automate the entire innovation and engineering workflow process throughout™ the plant.
CX0863 at 001.

For approximately 20 years prior to the Acquisition, there were three significant suppliers
of process engineering software, AspenTech, Hyprotech and SimSci. By 1999, SimSci’s focus
and competitive vigor had begun to decline. CX0072 at 006-07 (“Hyprotech gained the most
market share between 1999 and 2000, . . . Simulation Sciences lost market share, as they could
novt keep pace.”). At the time of the Acquisition, AspenTech and Hyprotech sold the two most
complete sets of flowsheet engineering products demanded by continuous process and batch
process industry manufacturers.’

AspenTech and Hyi::rotcch also were the principal competitors in two other overlapping
software tools frequently bundled with the flowsheet. In particular, batch simulation software is
used in process industfies like specialty chemical or pharmaceutical production to model
processes with a specified recipe-like beginning and end point in each segment of the production
process. Integrated engineering software allows engineers to share simulation information
throughout the plant (with manufacturing processes, for example) and may allow users to
improve the efficiency of engineering workflow. 'Answer 9 13.

III. ASPENTECH’S ACQUISITION OF HYPROTECH VIOLATES SECTION 7 OF
THE CLAYTON ACT AND SECTION 5 OF THE FTC ACT

Benefits: Dominate the entire simulation market space, and reduce competitive
and pricing pressure.

— CX0203 at 004 (Willie Chan, Director Aspen Engineering Suite).

To establish a violation of Section 7 “in any line of commerce,”™ Complaint Counsel

* AspenTech’s and Hyprotech’s steady state and dynamic simulation products included in Complaint
Counsel’s continuous simmulation software markets account for the bulk of their respective engineering
software revenues.

* Section 5(a)(2) of the FTC Act gives the Commission jurisdiction “to prevent persons, partnerships,
or corporations . . . from using unfair methods of competition in or affecting commerce. . .. 15 U.S.C.
§ 45(a)(2); Kaiser Aluminum & Chem. Corp. v. FTC, 652 F.2d 1324, at 1327 n.1(7" Cir. 1981).
AspenTech has not contested the Commission’s jurisdiction and admits that it is a “for-profit corporation
{continued...)



“need only prove that the [acquisition’s] effect ‘may be substantially to lessen competition.’”
California v. American Stores Co., 495 U.S. 271, 284 (1990) (Emphasis in original) (citing 15
U.S.C. § 18). The law “does not require proof that a merger or other acquisition [will] cause
higher prices in the affected market. Indeed, “Congress used the words ‘may be substantially to
lessen competition’ . . . to indicate that its concern was with probabilities, not certainties.”
Heinz, 246 F 3d at 713 (quoting Brown Shoe Co. v. United States, 370 U.S. 294, 323 (1962)).
All that 1s necessary 1s that the merger create an appreciable danger of such consequences in the
future.” Hospital Corp. of America v. FTC, 807 F.2d 1381, 1'389 (7" Cir. 1986). Section 7 is
designed “to arrest in thelr incipiency restraints . . . in a relevant market which, as a reasonable
probability, appear at the time of suit likely to result from the acquisition. . . . The section is
violated whether or not actual restraints or monopolies, or the substantial lessening of
competition, have occurred or are intended.” United States v. E.I. du Pont de Nemours & Co.,
353 U.S. 586, 589 (1956).

While evidence of post-merger anticompetitive effects — such as price increases or output
reductions — can obviate extensive inquiry into market definition, see FTC v. Indiana Fed'n of
Dentists, 476 11.S. 447, 460-61 (1986); FTC v. Libbey Foods, Inc., 211 F.Supl.). 2d 34, 4'19
(D.D.C. 2002) (““an inquiry into market power, is but a ‘surrogate for detrimental effects.”””")
(citations omittéd), such evidence is neither required nor generally to be expected, given its
susceptibility to manipulation by the parties. United States v. General Dynamics Corp., 415 U.S.
486, 505 (1974) (“[T]he mere nonoccurrence of a substantial lessening of competition in the
interval between acquisition and trial does not mean that no substantial lessening of competition

will develop thereafier; the essential question remains whether the probability of such future

*(...continued)
organized, existing and doing business under and by virtue of the laws of the State of Delaware.”
Answer Y 1. Respondent also admits that it “is, and at all times relevant herein, has been, engaged in
commerce” as defined in Section 1 of the Clayton Act, as amended, 15 U.S.C. § 12, and is a corporation
whose business is in or affects commerce as defined in Section 4 of the Federal Trade Commission Act,
as amended, 15 U.S.C. § 44; Answer § 3. “Section 11(b) of the Clayton Act, 15 U.S.C. § 21(b),
expressly vests the Commission with jurisdiction to determine the legality of a corporate acquisition
under [Clayton] Section 7 and, if warranted, to order divestiture.” 7n re R.R. Donnelly & Sons, 120
F.T.C. 36 (1995); see also Hospital Corp., 807 F.2d at 1386.
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impact exists at the time of trial”); FTC v. Consolidated Foods Corp., 380 U.S. 592, 598 (1965)
(If “post-acquisition evidence were given conclusive wetght or allowed to overnide all
probabilities, then acquisitions would go forward willy-nilly, the parties biding their time.”);
Hospital Corp., 807 F.2d at 1384 (“Post-acquisition evidence that is subject to manipulation by
the party seeking to use it is entitled to little or no weight.”).

Where evidence of post-merger effects does exist, as in the present matter, however, it
proves the absence of constraints sufficient to prevent anticompetitive effects from the
Acquisition and “cements” Complaint Counsel’s case. Von Kalinowski, J., ANTITRUST Law & |
TRADE REGULATION (2d ed. 1996) at § 4.03[4]. As discussed below, anticompetitive effects
have already occurred in this case. But this is rare, and in the absence of sufficient evidence of
anticompetitive effects, one important determinant of the likely effect of a merger on competition
in a market is the number of significant sellers and their market shares. When a merger-
combines two firms with large market shares and results in a significant increase in concentration
and a high post-merger level of concentration, there is a legal presumption that the merger will
reduce competition through unilateral and coordinated interaction. See, e.g., Heinz, 246 F.3d at
715 (explaining that high concentration “establishes a ‘presumption’ that the merger will
substantially lessen competition); Merger Guidelines § 1.51 (mergers at high concentration levels
are “presumed” to be “likely to create or enhance market power™).

Where, as here, an acquisition greatly increases concentration in already highly
concentrated markets, Complaint Counsel has established a prima facie case. The burden of
production then shifts to the Respondent to produce evidénce that “show[s] that the market-share
statistics {give] an inaccurate account of the acquisition [’s] probable effect[] on competition” in
the relevant markets. In re B.F. Goodrich Co., 110 F.T.C. 207, 305 (1988); United States v.
Citizens & Southern Nat'l Bank, 422 U.S. 86, 120 (1975); United States v. Waste Mgmt., Inc.,
743 F.2d 976, 981 (2d Cir. 1984). “The more compelling the prima facie case, the more
evidence the defendant must present to rebut it successfully.” United States v. Baker Hughes,
Inc., 908 F.2d 981, 991 (D.C. Cir. 1990).

Although Complaint Counsel retains the ultimate burden of persuasion, in this case the

Respondent will be unable to show ease of entry or efficiencies that counter the likely



anticompetitive effects. See Kaiser Aluminum, 652 F.2d at 1341. Moreover, Complaint Counsel
will have sustained its burden if it can show likely anticompetitive effects in any of the product
markets at issue, even if they constitute a relatively small portion of the merging parties’
business. See FTC v. Food Town Stores, 539 F.2d 1339, 1345 (4th Cir. 1976); du Pont, 353 U.S.
at 594 n.13, United States v. Bethlehem Steel Corp., 168 F.Supp. 576, 595 (S D.N.Y. 1958).
Nonetheless, as discussed below, the weight of the evidence will establish that anticompetitive
effects are likely across a substantial portion of the “overlapping process simulation revenues of
the parties and wide range of customers.

Al Continuous Process Engineering Simulation Software (and Narrower Markets

Contatned Therein), Batch Process Engineering Simulation Software and
Integrated Process Engineering Software are Properly Defined Relevant Markets.

There is almost complete overlap between Hysis products and the entire AES suite
[Aspen Engineering Suite]. . .. AspenTech can become a target for an antitrust
lawsuit.

~ CX0203 at 004-05 (Willie Chan, Director Aspen Engineering Suite).

To predict whether an acquisition may substantially lessen competition or tend to create a
monopoly under Section 7 of the Clayton Act, and in the absence of actual anticompetitive
effects, the Commission and courts co_nsider (1) the relevant product and geographic markets in
which to assess the transaction; and (2) the transaction’s probable effect on competition in the
product and geographic markets. See FTC v. Swedish Match, 131 F.Supp.2d 151, 156 (D.D.C.
2000); FTC v. Staples, Inc., 970 F.Supp. 1066, 1072 (D.D.C. 1997). Thus, merger analysis
typically begins by determining the rélevant product market. FTC v. Cardinal Health, 12
F.Supp. 2d 34, 46 (D.D.C. 1998).

L The Continuous Simulation Software Product Market.

I'm pleased to announce that Hyprotech will merge with Aspen Technology ... I
know this may be a shock to many of you, as AspenTech has been our most fierce
competitors [sic], but Hyprotech and AspenTech chose one another for a variety
of reasons, including . . . our similar history in similar industry segments . . .

- CX0311 at 002 (Wayne Sim, Hyprotech Founder and CEQ).

The pivotal question in product market definition is whether an increase in price for a
product or group of products would cause enough buyers to tum to other products so as to make

the price increase unprofitable. If that question is answered in the affirmative, then the relevant



product market is broader than the product or group of products in question. See Staples, 970
F.Supp. at 1074. “In other words, when one product is a reasonable substitute for the other, it s
to be included in the same relevant product market even though the products themselves are not
the same.” Cardinal, 12 F.Supp. 2d at 46.> The Merger Guidelines incorporate this analytical
approach by generally taking as a relevant product market the smallest group of competing
products within which a “hypothetical monopolist over that group of products could profitably
impose at least a ‘small but siAgniﬁcant and nontransitory’ increase in price.” Merger Guidelines
§1.11.

There 1s substantial evidence supporting the existence of a broad continuous simulation
software market, because the Acquisition enables the merging party to increase prices (or reduce
nnovation) uniformly with respect to all of its customers. An across-the-board price increase,
however, is not necessary in order for a merger to violate Section 7. The evidence also
establishes that one or more narrower antitrust markets may be properly identified within the
broader market. See Merger Guidelines § 1.12 (ability to price discriminate warrants
consideration of additional, narrower product markets). If, as a result of the Acquisition,
AspenTech is able profitably to identify and target certain customers or groups of customers for a
price increase without other purchasers buying the product and reselling it to those customers
(that is, it is able to “price discriminate”), the Acquisition may be illegal in the narrower market,
separate and apart from the broad market. Furthermore, where the hypothetical monopolist is
able to profitably impose even greater price increases than the uniform price increase used to
define the broad product market, the merger would be anticompetitive in the broader market and

in the narrower product market or markets contained within. Here, as a result of the Acquisition,

’ “The outer boundaries of a product market are determined by the reasonable interchangeability of
use [by consumers] or the cross-elasticity of demand between the product itself and substitutes for it.”
Swedish Match, 131 F.Supp.2d at 157 (quoting Brown Shoe, 370 U.S. at 325); see Jn re Coca-Cola Co.,
117 F.T.C. 795,925 (1994). Interchangeability of use and cross-elasticity of demand concern (1) the
availability of products that are similar in character or use to the product in question and (2) the degree
to which buyers are willing to substitute one product for the other. Swedish Match, 131 F.Supp.24 at
157. The market “must be drawn narrowly to exclude any other product to which, within reasonable
variations in price, only a limited number of buyers will tumm.” Times-Picayune Publishing Co. v. United
States, 345 U.S. 594, 612 n.31 {1953).



AspenTech is hkely to be able to impose significant uniform price increases (or reduced
innovation) to all customers, with incremental anticompetitive effects imposed on as many as
four discrete categories of customers: air separation, refining, chemicals, and oil and gas.

The evidence likewise will establish cognizable antitrust product markets for batch
simulation software and integrated engineering software. AspenTech’s expert does not even
address the integrated engineering software market, and his effort to broaden the market for batch
simulation software is unpersuasive: as it seeks to include products that do not perform the same
functions, for which there is no evidence of competition with AspenTech’s and Hyprotech's
products, and which customers do not consider to be ready substitutes.

In challenging Complaint Counsel’s market definition for continuous simulation
software, AspenTech does not contend that this product market is too narrow, and that other
products should be included. Instead, AspenTech claims that a market for continuous simulation
software is too broad (indeed, AspenTech claims that even Complaint Counsel’s asserted
narrower markets, for oil and gas, refining, chemical, and air separation, are too broad), because
it contends that its products and Hyprotech’s effectively did not compete for the same customers
in any market segment prior to the Acquisition.

The evidence is decisively to the contrary. The parties’ own pre-merger perceptions, and
the experience of their customers, strongly support the conclusion that AspenTech’s and
Hyprotech’s continuous simulation software products were head-to-head competitors. Such
evidence is far more probative than AspenTech’s after-the-fact claims that all of the persons
actually mvolved in the market simply got it wrong. Rothery Storage & Van Co. v. Atlas Van
Lines, Inc., 792 F.2d 210, 219 (DiIC. Cir. 1986) (“The industry or public recognition of the
submarket as a separate economic unit matters because we assume that economic actors usually
have accurate perceptions of economic realities™); Cardinal Heaith, 12 F.Supp. 2d at 46 (quoting
FTCv. Coca-Cola Co., 641 F .Supp. 1128, 1132 (D.D.C. 1986); vacated as moot, 829 F.2d 191
(D.C. Cir. 1987)) (“[Tlhe determination of the relevant market in the end is ‘a matter of business
reality—[] of how the market is perceived by those who strive for profit in it.””).

AspenTech, Hyprotech and SimSci each began developing and selling continuous process

simulation software that targeted separate categories of process industry customers — chemicals



for AspenTech, oil and gas for Hyprotech, and refining for SimSci. All three firms targeted
engineering and construction (“E&C”) companies such as Bechtel or Fluor. While each firm
initially focused on a specific customer segmﬁent, Hyprotech and AspenTech over the years
offered successively broader sets of engineering products and increased functionality to existing.
products, ultimately secking to displace cach other and SimSci in the other firms’ traditional end-

use markets. CX0155at019 [

1.8 Customers noted

the convergence as well: |

1-

While AspenTech’s and Hyprotech’s continuous simulation software products expanded
and converged, SimSci weakened. CX1042 at 001 (BP) (investor analysis forwarded by
Hyprotech) (“Hyprotech’s rapid ascension over the past couple of years clearly propels them into
the number two position. In fact, Hyprotech gained the most market share between 1999 and
2000, capturing the number two spot from Invensys [SimSci] and gaining on AspenTech. . ..
Simulation Sciences lost market share, as they could not keep pace with the rest of the market.”).
SimSci’s loss of focus heightened the competition between AspenTech and Hyprotech, each
innovating and dropping price to take each other’s and SimSci’s customers. See infra at 24, 41.

The relevant products encompassed within the continuous simulation software market
include Aspen Plus, HYSYS and Pro/II steady state simulation software. To be conservative,
Complaint Counsel include AspenTech’s and Hyprotech’s dynamics simulation software as well

as several fringe products including Chemstations’ CHEMCAD and Bryan Research’s

¢ See also CX0038 at 052 ([

D; CX0072 at 004 (“Simulation and
optimization solutions have been around for over forty years. The traditional core markets for PSO
[Process Simulation and Optimization] are showing signs of maturity as indicated by the small number of
dominant suppliers battling for market share and profits . . . Convergence of performance, function, and
features is occurring among the various simulation and optimization tools.™).

10



TSWEET.” While customers conceivably could turn to one of the fringe products or use already
internally developed software, the limited amount of such switching and the fact that it would
impose higher costs and significant risk of business interruption on the customer ultimately make
it likely that post-acquisition price increase imposed by Respondent alone or in combination with
SimSci would be profitable.® See Libbey, 211 F.Supp. 2d at 48; Swedish Match, 131 F.Supp.2d
at 169,

Abundant evidence exists to support the continuous simulation software market.
AspenTech, Hyprotech and SimSci recognized each other as offering competitive flowsheet
software. For example, AspenTech’s final pre-acquisition SEC filing for the quarter ended
March 31, 2002 states: “Our asset optimization software competes with products of businesses
such as Hyprotech, a division of AEA Technology, and Simulation Sciences, a division of
Invensys.” CX0652 at 036. AspenTech’s first SEC filing immediately post-acquisition omits
Hyprotech, stating that its “asset optimization software competes with products of businesses
such as Simulation Sciences, a division of Invensys.” CX0650 at 007; see also CX0137 at 005
(only Hyprotech and SimSci listed in “threat” category), 010 (“Hyprotech is most significant
threat™). Notably, the business plan included in the offering memorandum sent to potential
purchasers of the Hyprotech business similarly listed only two competitors, AspenTech and
SimSci. CX0038 at 020, 048 ([

1). Similarly, SimSci competitive documents

concentrate on AspenTech and Hyprotech in its competitive analysis. CX1357 at 002 (SimSci).

" The AspenTech and Hyprotech dynamic options each require the purchase of the steady state
flowsheet. Thus, including both dynamic and steady state products in the continuous simulation software
market is both conservative and practical.

® It is not enough that a customer could turn to an alternative at some price; the question is whether
sufficient customers would switch away to make the price increase unprofitable. Where, as here, the
switch is most likely to another product in AspenTech’s offerings, the “lost” profit redounds to
AspenTech and it is able to absorb many more customer defections. Swedish Match, 131 F.Supp. 2d at
161 n.8 (price increase profitable because “the [hypothetical ] monopolist would only lose a small amount
of business in general, and of the lost amount most of it would be coming back because consumers would
be substituting one of the monopolist’s products for another.”).

1



The existence of a continuous simulation software market is further buttressed by
AspenTech and Hyprotech pricing behavior and responses to each other, and to a lesser degreé,
to SimSci. For example, when ABB Lummus, a large engineering and construction company
sought a replacement for SimSci, Hyprotech saw this as “our best shot . . . Aspen have offered
access to all of their products for one year free of charge and then half price for the subsequent
year to allow for the transition costs . . . clearly the big opportunity is to head off Aspen.”
CX0284 at 002-4. Ultimnately, AspenTech won this competition by dropping its prices. CX0270
at 002. Contemporaneous documents from both companies are replete with examples of the
vigorous competition that existed between AspenTech and Hyprotech.’

AspenTech and Hyprotech recognized and responded to each other as competitors across
a broad range of industry sectors and as each other’s closet competitor within individual
customer accounts. AspenTech and Hyprotech made business decisions on the belief that
customers would switch in response to quality adjusted price differences. For example,
Hyprotech noted in a Board of Directors report that “[bJoth Aspen and Simsci are starting to
reduce prices to maintain market share in both the software and applications market places.”

CX0041 at 002"

* In markets like the continuous software market, where contract cycles are generaily five years, there
are fewer sales opportunities each year. Thus any competition is important, especially where the
solutions are limited 10 a few players. Grumman Corp. v. LTV Corp., 665 F.2d 10, 14 (2d Cir. 1981) (to
presume that few competitive wins in thin market means no effect on the market “ignores the competitive
effect they exert simply by being available to compete™). See, e.g., CX0478 at 002 (“This leaves us
[Hyprotech] with a good opportunity to push against an Aspen corporate agreement [with Valero] and
leverage the sites currently using HYSYS . . .”"}; CX0439 at 002 (] want a reverse MFN, that is they
[Bechtel] will agree to terminate their Aspen and Simsci agreements as soon as possible .. .7); CX0441
at 003 (Hyprotech won a Saudi Aramco account by “absorb[ing] a huge Aspen attack on the account”);
CX0422 at 001 (*‘Aspen has been making sales calls with the FW/BOC [Foster Wheeler/BOC] group . . .
they have also been doing some visits with Air Products.”); CX0477 at 002 (Sunoco explaining to
Hyprotech why it did not win Sunoco’s business against AspenTech: “I can tell you without question
that Sunoco does not bid just to fulfill a bid requirement. We look at bidding as the best way for us to
make sure we are getting the best price.”).

' AspenTech similarly instructed the sales force on “[h]ow to respond to customers who are trying to
use competition to get discounts?” CX0086 at 003. A Hyprotech salesman given access to “the prices
charged by our competitors (ex Simsci and Aspen)” was surprised at the level of competition. CX0409 at
001 (T did not know that they were going so low with their prices!”™). As late as November 2001,

(continued...)
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Customers clearly acknowledge only three plausible competitors in continuous simulation
software: AspenTech, Hyprotech and SimSci. Of the three, SimSci is regarded as a weakened
competitor by many customers. For example, [ ] identifies
only AspenTech, Hyprotech and SimSci as offering continuous simulation software requested by
its customners. [ ] indicates that SimSci is unlikely to constrain AspenTech’s post-acquisition

prices. [

Because customers view AspenTech’s and Hyprotech’s products as reasonable
substitutes, the customers negotiated more favorable contracts and demanded more innovative
features from their suppliers. For example, Flint Hills Resources, an important refining
customer, wanted Hyprotech to equal-axll AspenTech discount given to one of its other refineries.
CX1440 at 002 (“I would like to see a matching discount to the software as Aspentech is -
providing. T would like to see 15% off of both the purchase price and the annual MSU.”).
Stmilarly, Rohm and Haas conducted a detailed evaluation of the AspenTech and Hyprotech
continuous process simulation flowsheet software, choosing Hyprotech on technical and cost
based criterion. See generally CX1330.

AspenTech, Hyprotech, SimSci, small niche competitors, industry analysts and customers
agree that the Acquisition eliminated intense rivalry between two long-standing continuous
simulation software suppliers to the process industries. The last few years of competition
between AspenTech and Hyprotech were especially fierce, driving each company to discount

heavily and innovate to attract customers across industries.

'%(...continued)
AspenTech summed up the state of its aggressive competition with its closest rival, “In Chemicals
Europe, AT’s stronghold, Hyprotech has caught up to AT. . .. [Hyprotech] Take over SimSci, don’t even

hide it ‘eating alive SimSci’ . ... Want our chemicals mkt. share.” CX0516 at 007. The report continues
that [

] CX0516 at 008. Meanwhile, AspenTech noted
SimSci’s decreasing significance: *“Profitability falling in every business area . . . bleeding cash flow.”

CX0516 at 010,
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2. Narrower Markets Exist Within the Continuous Stmulation Software
Market.

As discussed above, antitrust product markets are generally defined by asking whether a
hypothetical monopolist of a group of products could profitably impose a small but significant
and nontransitory price increase. Merger Guidelines § 1.11. Where the “hypothetical
monopolist can 1dentify and price differently to those buyers (‘targeted buyers’) who would not
defeat the targeted price increase by substituting to other products,” separate relevant product
markets may be delineated for different groups of buyers. Merger Guidelines § 1.12."!

Consistent with Respondent’s nsistence that markets for process simulation software are
no broader than the industry “vertical” sector of the buyer, there i1s ample evidence that narrower
markets may well coexist within the broad continuous simulation software market. Prior to the
Acqusition, the parties’ documents show each company’s belief that 1t could charge higher
prices in the end-use markets that it initially dominated. In particular, Hyprotech and ASPenTech

offered higher discounts to customers in those areas where the other was relatively strong.

CX0271 at 001 [

1
The parties’ ability to engage in such price discnimination warrants the delineation of
narrower markets. Although customization may occur through the purchase of add-on modules,
there is effectively only one basic version of HYSYS and only one basic version of Aspen-Plus.
CX1008 at 019 (Sim Dep. at 71); CX1009 at 006 (Kotzabasakis Dep. at 018). No matter who the
customer may be, it will receive the same software, with the same functionality, that any other

customer receives. In order to price discriminate, Hyprotech or AspenTech would have to be

"' In order for narrower markets to exist, the seller must believe it can charge different prices to
different customers; that different customers have varied ability to substitute the currently provided by
the sellers. Swedish Match, 131 F.Supp. 2d. at 164 (“ Another factor for consideration in determining
whether a submarket exists is industry or public recognition of the submarket as a separate economic
entity.”) (citations omitted)).
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able to prevent extensive arbitrage. The parties’ practical ability to do so is reflected, for
example, in Hyprotech’s pre-acquisition plans. To Limit arbitrage by users with more than one
type of plant (e.g., o1l and gas plus refining), for example, Hyprotech planned to break HYSYS
into separate products for o1l and gas, refining, and chemicals. The point of the excrcise was to
“segment{] our market in a manner that prohibits users from crossing over, and we can price
discriminate more effectively.” CX0742 at 001. -

a. Continuous Simulation Software for Oil and Gas Customers.

Aspen have started to attack us hard in Gas Processing and put much more
emphasis back on simulation, . . . Now would be a very good time 1o talk to your
gas processing and upstream customers to protect them from an Aspen attack and
position the forthcoming HYSYS 3.0.

- CX0508 at 003 (Andy Howell, Hyprotech Project Manager for
Oil & Gas Vertical).

Hyprotech and AspenTech recognized Hyprotech’s dominant share in continuous
simulation software licensed to the oil and gas processing sector. CX0031 at 015; CX0123 at
008; [ ]; CX0028 at 005. At the same time, AspenTech recognized in 2001 that there
was an opportunity for AspenTech to penetrate the $35 million o1l and gas market, CX0025 at
224, and enhanced its products and took steps to interface Aspen Plus with a niche oil and gas
product, TSWEET. CX0750 at 001 (Press Release “AspenTech Collaborates with BR&E To
Upgrade Eﬁginceﬁng Solutions for Refining and Gas Processing Industries”™). Hyprotech’s
response to the competitive threat from AspenTech was immediate: “We believe our friends at
Aspen are planning a ‘Flank’ attack on our gas processing customers. This is an area that we
have left somewhat unprotected for a while. The best way to counter a flank attack 1s a
preemptive counter strike.” CX0376 at 002 (“targeted at O&G market™). Although AspenTech
now denies it competed for o1l and gas customers, Hyprotech was concerned that the
AspenTech/BR&E alliance would help AspenTech to further penetrate the gas processing
industry. CX0050 at 031; CX1057 at 002. Consequently, the mere threat of AspenTech seeking
oil and gas customers evoked a strong competitive response and caused Hyprotech to expedite

the release of a new HYSYS version with enhanced capabilities. CX0014 at 039.
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The Acquisition has directly and adversely affected competition in the oil and gas market.
As discussed below, far from engaging in the innovation competition seen preTacquisition,
AspenTech has now removed Aspen Plus from oil and gas sales efforts.  See, RX-0090 at 055.
b. Continuous Simulation Software for Refining Customers.

[Can we get Conoco] over to Aspen before the {Conoco/Phillips] merger? . ..
w.r.t. Conoco and Phillips, what can we do 1o support you to exploit this open
. window to promote the Aspen cause? Obviously Phillips has made a pretty
strong commitment 1o the AES suite . . .

— (CX0212 at 003 (AspenTech Sales Person).

Given the agreement we [Hyprotech] have with Conoco, this [Conoco/Phillips
merger] should allow us to move Aspen out of Philips [sic].
—~ CX0272 at 001 (Wayne Sim).

AspenTech and Hyprotech competed with each other to take SimSci’s disaffected
customers and thus focused on the refining industry for sales growth. Each company attempted
in the years prior to the Acquisition to broaden the use of simulation tools within refineries and
innovated to gain a toe-hold against each other and SimSci, especially as SimSci lost its focus
after Invensys purchased the company in 1998." Both AspenTech and Hyprotech saw SimSci’s
lost momentum and product failures as an opportunity to steal its customers. CX0092 at 012
(“Winning the Race after SimSci’s market with AES™); CX0803 at 028 (“Aggressively market
HYSYS Process and HYSYS.Plant oil and gas production market . . . competitor (SimSci)
vulnerable.”).

To distinguish HYSYS for refinery customers from SimSci (and ultimately from HYSYS
for any other customer), Hyprotech designed a product that integrated HYSY'S and refining
reactor ‘models, HYSYS.Refinery. Hyprotech was thus able to demand a higher price from

refinery customers, even though the product’s simulation aspect was identical to HYSYS."

2 See, e.g., CX0803 at 038 (*Invensys purchase has deemphasized simulation development to focus
simulation development to focus on services solution via Foxboro™); CX0031 at 014 (“Lack of focus in

marketplace. . .. Last few releases have been failures. Financial situation looks precarious.”); CX0194
at 038 (“SimSci is loosing {sic] ground” “Battlie for market share is in Oil & Gas and Refining™);
CX0038 a1 049 | 1.

" Pre-merger, AspenTech focused its efforts on meeting Hyprotech innovation, not SimSci. See, e.g.,
(continued...)
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AspenTech responded to Hyprotech with a similar targeted offering, Rxfinery, that combined
services with Aspen Plus and AspenTech refinery reactor models. CX0183 at 023 (“Both Aspen
Plus and Aspen Rxfinery are selling in Refiming. . . . HYSYS.Refinery is our main competition
for the off-line market. They are starting to impact Aspen Plus sales.”) (Emphasis added).

Both AspenTech and Hyprotech fiercely competed on price and innovation to win
refinery customers from each other and from SimSci. CX0031 at 014 (SimSci “weakness[] —
Normally a higher price.””). The head-to-head competition for SimSci’s custorners made
AspenTech and Hyprotech continuous simulation software the next best substitute for the other.®
The competition to take SimSci’s share of market extended to price concessions and promised
innovation. A refining customer concerned with SimSci’s loss of focus and longevity had only
two realistic choices: AspenTech and Hyprotech.

C. Continuous Simulation Software for Chemical Customers.

Hyprotech is growing with a flanking strategy in AspenTech’s Chemicals Market

— CX0079 at 011 (*“Winning Business Against Hyprotech with AES 11.1").

If we can penetrate these clients fAspenTech's chemical customers] today with
our niche technology, we can create opportunities to leverage our beachhead for.
growth of HYSYS. Process and HYSYS.Plant usage in these accounts in the next 2-
3 years as these capabilities are integrated into HYSYS.

—~ CX0803 at 034 (Hyprotech Consolidated Operating Plan Americas).

(...continued)
CX0183 at 032 (improve Rxfinery’s speed and robustness, because “[v]ery important in competitive
situations (e.g. vs Hyprotech).”); CX0183 at 033 (“Create a competitor to HYSYS.Refinery. . . . This gets
us into the game for the $80MM /yr refining market.”). Post-merger, Respondent introduced RefSYS,
also demanding higher prices, even though the simulation aspect is identical to HYSYS. CX1008 at 031
(Sim Dep. at 121) (“RefSYS is a repackaging of the HYSYS technology.”). Respondent touts this
“repackaging” as an innovation and an efficiency purporiedly justifying the Acquisition.

' See, e.g., CX0013 at 033 ( :
1
CX0027 at 030-31 (AspenTech “FY02-03 Business Themes « Capture Refining Market . . . » Target
SimSci’s Refining Market and expand it”). Post-merger, AspenTech repositioned itself, no longer
marketing Aspen Plus steady-state simulation sales to refiners. CX0718 at 019 (“Aspen Petreleum —
Engineering . . . » Simulation & Optimization (HYSY8)™); CX1008 at 023 (Sim Dep. at 87) (“I have
heard instance of salespeople making that ¢Jaim.”).
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Prior to the Acquisition, Hyprotech estimated AspenTech supplied 85% of the process '
simulation software sold to chemical customeré. CX0123 at 009. AspenTech touted the “unique
application expertise” of its “Chemicals solution” and cited its “large advantage in applications
and capabilities in Chemicais™ as a reason for customers to purchase AspenTech’s chemicals
solution. CX0028 at 027 (iEmphasis in original). Hyprotech, however, also locked to bring
simulation software to the chemicals market and developed HYSYS 3.0 [

] to the chemical market. CX0013 at 020. Hyprotech’s goal was to sell customers ‘Solutions’
To Targeted Vertical Markets,” including a solution for the chemicals industry. CX0058 at 008.
Hyprotech continua'lly sought to “take away some of Aspen’s business”'by improving the
capability of its software for use in the chemical industry. CX0029 at 014.

The increased competition from Hyprotech into AspenTech’s traditional chemical
stronghold has startling similarities to AspenTech’s competition with Hyprotech for oil and gas
customers. At times, AspenTech offered discounts only to new customers or customers up for
contract renewal in its core market segment in order to protect its market share within that
segment from Hyprotech. CX0028 at 10 (responding to increased penetration of HYSYS with
“[f]lexible/lower pricing on our core products.”). Hyprotech also offered lower prices only to
certain customers by keeping {

]. CX0271 at 001. Hyprote(/:h realized that
“pricing which is appropriate for our core market of oil and gas may not be appropriate in our
non-core markets (fuel cells, chemicals, etc.).” CX0298 at 002 (Emphasis added). Thus, it is
clear that pnior to the Acquisition, AspenTech’s pricing in chemicals was constrained by
Hyprot-ech’s aggressive discounting and product innovation activity in that market.
d. Continuous Simulation Software for Air Separation Customérs.

Own . . . Air Separation marketplace.
—CX0031 at 015 (“HYSYS.Process Level I Sales Kit”).

At the time of the Acquisition, AspenTech and Hyprotech were the only active suppliers
of simulation software to the air separation industry, making this a merger to monopoly.
CX1053 at 002 (BP). Moreover, SimSci believed that supplying simulation software to air

separation customers “would be a difficult undertaking” and that SimSci lacked the “process
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expertise” and resources to enter this market. CX1339 at 002 (SimSci) (“[W]e lack the key

element here — process expertise . . . I think this would be a difficult undertaking at the

moment.””) Similar to the other narrow markets, the Acquisition eliminates the competition

previously faced by AspenTech from Hyprotech and will enable it to increase prices to air

separation customers. CX0058 at 008 (“Targeted Vertical Markets . . . * Air Separation”).
3. The Batch Simulation Software Market.

Batch simulation sofiware is used primarily in the pharmaceutical and fine chemical
process mndustries, and provides a consistent, standardized environment to develop, model and
test batch-recipe-based processes. Unlike the relatively mature continuous simulation software
markets, batch simulation is a new, growth market. Hyprotech and AspenTech each sought to
develop and take this new market and viewed each other as the only significant competitors in
the batch simulation software market. CX0008 at 008, 019 (Hyprotech describing the batch
software market as having “only ene major competitor (Aspen Technology’s Batch Plus)™);
CX0025 at 219; CX0533 at 011. AspenTech recognized Hyprotech’s aggressive competition [

] CX0799 at 006. Indeed,
after the Acquisition, AspenTech Vice President of Engineering Manolis Kotzabasakis testified
that AspenTech stopped developing BDK “Because it has a lot of overlapping functionality with
Batch Plus.” CX1009 at 026 (Kotzabasakis Dep. 99); see also CX0146 at 053; CX0105 at 003.

Further, the two companies focused almost exclusively on each other’s market position
and products durmng development of their respective batch software. Hyprotech characterized its
batch software, BDK, as the “market aggressor” competing with “market leader” Batch Plus
(AspenTech’s product). CX0008 at 019; CX0533 at 011. Hyprotech planned to improve BDK
in order to “Bury Aspen BatchPlus” and worked to expand sales of BDK at AspenTech’s
expense. CX0401 at 020. {

]. CX0008 at 027."° Similarly, AspenTech offered BatchPlus software to UOP

'* Hyprotech’s competitve strategy against AspenTech’s Batch Plus product proved successful.

( ) 15

(continued...)
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at no cost so that UOP would not license Hyprotech’s competing batch software. CX0126 at

003; { o]
AspenTech was the dominant supplier of batch simulation software. CX0078 at 003

(AspenTech estimated it controlled “90% of the dollar market share for this type of simulation

software”). [

]. Thus AspenTech’s 2002 marketing strategy stated: “Do
not give any chance to Hyprotech’s BDK.” CX0092 at 019. '
4, The Integrated Engineering Software Market.

Intcérated enginecring software allows engineers to share simulation information
throughout the plant (with manufacturing processes, for example) and may allow users to
improve the efficiency of engineering workflow. Answer § 13. There are no substitutes for
integrated engineering software in the event of a small but significant and nontransitory increase
in price. AspenTech and Hyprotech, as well as their customers, viewed AspenTech’s Zyqad
software and Hyprotech’s AXSYS software as competitive products, and as the only sigmficant
integrated process engineering products. Hyprotech described the technology: “These products
are direct competitors so obviously they will have features in common as well as some

distinguishing features.” CX0163 at 002; CX0080 at 002 (AspenTech wrote: “AXSYS 1s an

'3(...continued)
CX0640 at 001 (noting that the Bristol Meyers Squibb and Pfizer deals were partly a result of the
“dissatisfaction” with AspenTech). Hyprotech was also actively trying to displace Batch Plus with BDK
as a part of a larger deal with Rohm and Haas. See generally CX0541. Hyprotech also targeted
operating companies such as [ ] Solutia, [
] and Monsanto for ils batch products, CX0038 at 064-5; CX0640 at
001; CX0056 at 011.

*¢ A third product from Intelligen has some biotechnology application and has been successful in that
niche. Intelligen’s product has no thermodynarnic capability, however, and is an unlikely price
constraining substitute to batch processes that involve heat reactions. See, e.g., Expert Report of
Professor Robert D. Willig (April 23, 2004) (“Willig Report™) [

1. To be conservative, Complaint Counsel include Intelligen’s
product in this relevant market.
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integrated engineering database, similar in nature to Aspen Zyqad.”). Respondent’s expert
chose not to offer any expert opinion on the integrated engineering software market. See Willig
Report § 7.

Hyprotech categorized Zyqad as the “Market Leader” and “Market Aggressor” and
identified Zygad as AXSYS’s only major collaborative engineering software competitor.
CX0017 at 014, CX0533 at 014. Hyprotech developed and improved AXSYS’s capability and
functionality specifically to “Exceed Zygad’s Capabilities.” CX0017 at 018; CX0051 at 017,
Hyprotech considered AXSYS as the market “challenger” and “innovator” and determined that
AXSYS would compete against Zyqad on price. CX0017 at 013 (Stating that “Zyqad too
expensive to implement” at mid-si_ze companies and that companies had “Bad experiences with
Zyqad” based on implementation time and cost.); CX0533 at 013-14,

While AspenTech acknowledged itself as the “proven and chosen market leader,” it
recognized Hyprotech’s AXSYS as its primary competitor and conducted detailed comparisons
between the two products for the purpose of developing a sales strategy against AXSY S.
CX0080 at 003 (AspenTech discussing that Hyprotech was positioning AXSYS as a “lower
cost” alternative to Zyqad and that AXSY'S had more “out-of-the-box functionality.”); see
generally CX0163. AspenTech reported that it had observed “increased competitive account
activity in the past few months,” and in response, formalized a strategic message detailing why
Zyqgad was a better product than AXSYS, CX0080 at 002, and noted that Hyprotech was
conducting a “Strong attack on to [sic] Zyqad.” CX0516 at 007.

B. The Relevant Geographic Market is the World. »

The relevant geographic market is the “area of effective competition . . . in which the
seller operates, and to which the purchaser can practicably turn for supplies.” Tampa Elec. Co.
v. Nashville Coal Co.,365U.S. 320, 327 (1961). Respondent agrees that “the relevant
geographic market is worldwide for purposes of analyzing the effects” of this Acquisition.

Resp. Obj. and Responses to CC First Set of Interrogatories at 5 (Jan. 8, 2004).
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C. The Acquisition Gave AspenTech a Very High Share in the Relevant Markets
and Resulted in a Significant Increase in Concentration.

]
— CX0038 at 048 (Hyprotech Offering Memorandum).

Mergers that significantly increase market concentration to high concentration levels are
presumptively unlawful because the fewer the competitors and the bigger their respective
market shares, the greater the likelihood that a single firm, or a group of firms, could raise prices
above competitive levels. See Hospital Corp., 807 F.2d at 1389. After relevant r_narkets have
been delineated, the antitrust analysis of a merger proceeds to determining the market shares of
the merging firms and the level of concentration in the relevant market. “{A] merger which
significantly increases the share and concentration of firms in the relevant market is ‘so
inherently likely to lessen competition’ that it must be considered presumptively invalid and
enjoined in the absence of clear evidence to the contrary.” Cardinal, 12 F.Supp. 2d at 52
(quoting Phila. Nat'l Bank, 374 U.S. at 363).

Market concentration may be measured by combining the market shares of the largest
firms or by the Herfindahl-Hirschman Index (“HHI”). Heinz, 246 F.3d at 716; FTC v. PPG
Indus. Inc., 798 F.2d 1500, 1503 (D.C. Cir. 1986), FTC v. University Health, Inc., 938 F.2d
1206, 1211 n.12 (11" Cir. 1991) (HHI, which is calculated by summing the squares of the market
shares of all firms iﬁ the market, is “most prominent method” of measuring market
concentration); Merger Guidelines §§ 1.5, 1.51. Nonetheless, there is no requirement that
market concentration be measured by HHIs. See, e.g., United States v. Franklin Electric Co.,
Inc., 130 F.Supp 2d 1025, 1033-35 (W.D. Wisc. 2000) (HHIs never mentioned). As Judge
Chappell held in his Initial Decision in the Chicago Bﬁdéc and Iron matter, “where, as in the
instant case, the two largest competitors in thin product markets merge, the increase in market

concentration and substantial lessening of competition are merely common sense conclusions.”
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In the Matter of Chicago Bridge & Iron Company N.V., 1.9300, Initial Decision at 89 (June 12,
2003). Pror to the Acqusition, AspenTech and Hyprotech were each other’s largest and closest
competitors. With significant competition limited to AspenTech and a weakened SimSci
following the Acquisition, the “common sense conclusion™ is clear — the merger is illegal.

There is no requirement of pinpoint accuracy in the delineation of market shares or
industry concentration. See General Dynamics, 415 U.S. at 521 (dissent) (“the Government 18
not required to delineate Section 7 markets by ‘metes and bounds.””) (quoting United States v.
Pabst Brewing Co., 384 U.S. 546, 549 (1966)). There are only two public data sources that
atternpt to track market shares in the process simulation area, ARC Advisory Group and Daratech
— both market research and advisory service companies. Bolth data sources are inherently
unreliable.”” Where reliable data is lacking, the case for using the companies’ internal estimates
is compelling. The best contemporaneous pré-investigation information compiled by AspenTech
indicates that Respondent would control between [ ] percent of the continuous
simulation software market. CX0246 at 003 { ]; CX0038 at 048 [ ]; CX0296 at 002
(... defining the market — process simulation — significant 70-75% of market share.”).
AspenTech has revised its market share estimates post-FTC investigation [ ] to
approximately 67%. CX1002 at 037 (Sim IH at 144); but see CX0189 at 009 (AspenTech alone
has “more than 50% market share with our engineering solutions.”).

Although market share data are imperfect, the documentary record is consistent with
Hyprotech and AspenTech management estimates. Customers describe a pre-acquisition market
for continuous simulation software with only three competitors — AspenTech, Hyprotech and

SimSci."® Customers recognize that the Acquisition reduced the number of competitors from

"7 See, e.g.,CX1000 at 035 (Evans IH at 137); CX1002 at 035-36 (Sim IH at 137-38); [
]; CX0079 at 007 (“ARC’s Numbers are very underestimated” for
AspenTech) (Emphasis in original); CX1012 at 028 (Muller Dep. at 107) (Daratech data “not . . .
reliable. . .. [ don’t trust Daratech.”).

' See, e.g., | ]; CX1126 (Citgo),

CX1153 at 002 (Cytec); CX1156 at 001 (Cytec); CX1330 at 016 (Rohm and Haas); CX1400 at 001
{Jacobs).
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three players to two, giving AspenTech a 75-80% market share.”” More tellingly, shortly before
the Acquisition was consummated, AspenTech published on its Internet site a third-party analysis
of the Acquisition that AspenTech edited before publication: “The combination promises to
create a behemoth in process simulation. . . . Together, the two companies accounted for more
than two-thirds of the market.” CX0842 at 001; CX0168 at 003; CX0114 at 00].

In a highly concentrated market, one with HHIs over 1,800 points, any change in HHI
exceeding 50 points 1s “likely to create or énhance market power or facilitate its exercise.”
Merger Guidelines § 1.51(c). Concentration figures [

1, demonstrate a posf-;llerger HHI
of 7,048 points, with an increase of 3,360 points as a result of the Acquisition. The Acquisition
also significantly increased concentration in the narrower markets contained within the
continuous simulation software market, with post-acquisition cdncentration increasing
significantly and resulting in HHIs of greater than 4,500 points in o1l and gas and in refining,
greater than 5,000 points for chemicals, and 10,000 points (a monopoly) for air separation. See
CX0123 at 008-09. The Acquisition similarly significantly increased concentration in the batch
simulation and integrated engineering software markets, resulting in HHI estimates approaching )
monopoly levels.

Calculating HHIs with SimSci at its historic market share is likely to overstate the
competitive significance of the company. In recent years, both AspenTech and Hyprotech
recognized SimSci as a weaker competitor. CX0450 at 002 (*keep in mind 24 months from now
Proll will only be a memory”); CX0073 at 053 (“*SimSci is struggling”). SimSci also viewed
itself as a weakened competitor. CX1366 at 001 (I belicve we need to convince companies
operating in this sector that SIMSCI is a worthwhile, reliable altemative.”™). All three firms

reported that SimSci fell behind in developing and updating its continuous simulation software

¥ See, eg., [ J; CX1046 at 003 (BP) (BP response to AspenTech threat of
price increases due to “80%+" market share: “and Manolis [Kotzabasakis at AspenTech] said they didn't
have a monopoly position! | wonder what would happen if we showed this to the competition
authorities?”); CX1126 at 001 (Citgo) (As a result of the Acquisition , AspenTech “becomes the
proverbial 500 pound gorlla in the simulation market. T think their share of the steady state flow sheet
simulation market in the HPI wouid be over 80%. In dynamic simulation it would be even larger.”).
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after it was acquired by Invensys. CX0137 at 091 (*“Lack of recent investment into
application[s]”); CX0029 at 014 (“[T]hey have no product offerings to compete with
HYSYS.Refinery and HYSYS Plant. .. .”); CX 1348 at 003 (SimSci) (“Our once competitive
edge in the areas of robust, rigorous, and effective software are no longer valid.”). Hyprotech’s
offering memorandum includes several observations from customers regarding the weakening of
SimSci in recent years. CX0038 at 005 ([ ], at
049 ([ D2

Nor is it likely niche players will be able to effectively respond to AspenTech’s efforts t0
raise prices or engage in any anticompetitive conduct post-acquisition. Associating market share
to these companies for the purpose of HHI calculation for an overly-conservative market
analysis, the niche players’ significance is aiso likely overstated. Thﬁs ARC Advisory mentions
the “large number of . . . suppliers with market shares less than 2 percent . . . [including] niche
players such as Chemstations and Bryan Research & Engineering. . . . Although their solutions
are limited in scope and lack complementary products, they tend not to compete directly with the
big three.” CX0055 at 049. Chemstétions’ product, ChemCAD, according to Hyprotech,
“lack[s] the resources to compete head to head.” CX0030 at 019; CX0029 at 015 (company
lacks ré:sources); CX0137 at 005 (ChemCAD as a niche product). Hyprotech’s strategic business
‘planning documents concluded that software providers such as WinSim, BRE and Chemstations
were “minor competitors” that could sell software only to “single user shops,” and that these
companies lacked the resources necessary to develop software for larger compames. CX0029 at
015; CX0030 at 019; see also CX0103 at 022 (Chemstations, BRE and WinSim as low cost

providers).

" As will be discussed below, AspenTech and Hyprotech anticipated that it would be easier for them
to take business from SimSci as a result of SimSci’s weakened condition. CX0029 at 014, see also
CX0120 at 001-01; CX0387 at 002; CX0450 at 002-04; CX0295 at 002-03. Further, AspenTech
concluded that if SimSeci can make a comeback, it is expected to take several years. CX0103 at 022.
AspenTech’s Strategic Account Manager stated that he did not believe that SimSci has “kept up with the
technological advances in software,” that it was a ““good company going bad” because it was not
“keeping up with changing technology,” and that people at AspenTech wondered if SimSci still existed.
CX1014 at 15 (Anand Dep. at 56). Customers also viewed SimSci as a distant competitor,
notwithstanding its market share. See, e.g., Section IILE.5.
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D. The Relevant Markets are Insulated From New Entry

To rebut the presumption of likely anticompetitive effects arising from the highly
concentrated post-acquisition markets, Respondent must demonstrate that entry will be timely
(i.e., occur within two years); likely to be profitable at pre-merger prices; and sufficient to deter
the posstble anticompetitive effects of the Acquisiti;)n. “Ease of entry is the ability of other firms
to respond to collusive pricing practices by entering to compete in the market.” Cardinal, 12
F Supp. 2d at 54-55. Entry into the relevant markets adveréely atfected by this Acquisition is
unlikely because (1) the costs and time necessary to develop, validate and establish a reputation
for reliability are substantial and unrecoverable if the entry is unsuccessful, and (2) customers
will be reluctant to engage the services of a new entrant because of the potential economic loss
associated with new software.

New entry sufficient to defeat the exercise of market power is unlikely because the cost
and time for entry is prohibitive. Even Respondent’s economic expert sees “no compelling
evidence that entry sufficient to affect future license prices is likely in the foreseeable future.”
Willig Report § 55. A new entrant would need to write a substantial volume of complex
computer code, validate the new soMare, establish a reputation for reliability, and build a
distribution and support organization. For example, although deveiopment of the current
Microsoft Windows-based version of HYSYS began in 1989, it was not commercially released
until 1995. CX0142 at 003. In its current state, HYSYS includes approximately “300 man years
of effort” and “~2.0 million lines of code™ CX0142 at 008. In fact, it took both AspenTech and
Hyprotech nearly { ] years to develop a critical mass of software to fully support their
customers. CX1011 at 019 (Chan Dep. at 72-73). Additionally, according to AspenTech, the
market is not attractive for entry because, among other things, customers require integrated
offerings and require more scale than any existing niche players can bring to bear. CX0103 at
023 (“Competitive Barriers to Entry . . . Demands for complex, integrated software will make it
very difficult for a new player™).

Customers also consider supplier reputation key to purchase decisions. According to
Hyprotech, ‘Because of the nature of engineering software, users need extreme confidence in the

calculations. A new player would have a huge hurdle to overcome in establishing itself as one of
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the ‘standard’ providers of simulation software.” CX0029 at 016; CX1225 at 002 (“First and
foremost, the program must be accurate. If you can’t get good results, then a simulator serves no
purpose.”); CX1369 at 001 (SimSci) (“They **DO NOT** want to use a less expensive
alternative, because they have to put a ‘Guarantee’ on the work they do.”). The same software
design costs and reputation impediments that constrain entry also limit the likelihood of growth
by the niche players.?’ The fringe competitors, whether foreign or domestic companies, are
unlikely, any time in the near future, to replace Hyprotech as a competitor to AspenTech across a
significant number of markets and a broad range of customers. Hyprotech stated: “There are no
signs that these companies [the niche players] will be able to acquire the resources necessary to
be providers to major corporations. . . . All of these companies lack the development, marketing,
and sales resources to compete heavily with us.” CX0029 at 015.

E. The Acquisition is Likely to Substanti‘allv Lessen Competition and Result in

Anticompetitive Price Increases, Reduced Discounting, Reduced Innovation and
Less Customer Choice in the Relevant Markets.

Customers realized substantial benefits (including lower prices and more iﬁnovativc
products) from aggressive pre-merger competition between AspenTech and Hyprotech. “[OJne
factor that is *an important consideration when analyzing possible anti-competitive effects’ is
whether an acquisition ‘would result in the elimination of a particularly aggressive competitor in
a highly concentrated market.”” Libbey Foods, 211 F.Supp. 2d at 47 (quétixig Staples, 970
F.Supp. at 1083). Hyprotech was just such a competitor.?? The merger increased concentration

in numerous already highly concentrated markets, substantially increasing AspenTech’s market

' Only a few remaining companies have an internally developed and currently supported product.
See, e.g., CX0803 at 019 (15 year trend of reducing in-house technology capabilities continues™);
CX0304 at 001 (“They [Linde] also use OPTISIM, their internal simulator, but they are phasing it out™);
CX0767 at 013 (post-acquisition, AspenTech intended to displace BASF’s in-house simulator); CX1238
at 002 (in-house development by Praxair was considered too costly).

2 See, e.g., CX0028 at 009 (Hyprotech “[p]rice to *flood’ the desktop with core Hyprotech
products™), 011 (Hyprotech “Responsive to customers’ customization requests™); CX0146 at 023
{Hyprotech redesigned its software to make it easier to use; “In 80% of the cases Ease of Use is more
important then [sic] engineering capabilities and solving power.”); CX1340 at 001 (“I remember reading
an article about the disruptive technologies a while back, and thinking similarities with Hyprotech and
SIMSCL"™) (SimSci).
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share and m?king it more profitable for AspenTech to raise prices unilaterally therein. Also, a
reduction in the number of potentially significant competitors from three to two in every market
but air separation and batch simulation software increased the likelihood of substantial harm to
competition through tacit or explicit coordination between AspenTech and SimSci. With only
two firms in the relevant markets, the obstacles to reaching a consensus on the terms of
coordination, monitoring compliance, and punishing deviations are greatly diminished.
1. Effects in the Market for Continuous Simulation Software.
Goal Simply, give Aspen a swift kick (or make them bleed, whichever makes you
happier). Heck, if we're lucky, kil ‘em. :
— CX0061 at 001 (Emphasis in original) (Hyprotech Mar](eting Department).
Both companies’ business documents and day-to-day activities confirm that Hyprotech
and AspenTech were each other’s closest competitor. See, e.g., CX0092 at 011-13 (“AES 11.1
changes the tide . .. AES as a suite beats SimSci and Hyprotech . . . Derail Hyprotech’s attempts
in chemicals™); CX0070 at 002 (“How can AspenTech grow? Take market share . .. {or] Buy
market share in existing businesses — Buy competitors™) (Emphasis in original). This intense

rivalry drove prices and margins down. [

] CX0519 at 008, 013 (Emphasis in original); CX0025 at 176 (“Excessive
discounting” one 61‘ the biggest risks to AspenTech’s engineering software business).

In the years leading up to the Acquisition, competition between AspenTech and
Hyprotech broadened and intensified. First, both firms discovered that they had increased
opportunities to displace SimSci, primarily in refining applications, because SimSci was falling
behind in its product development.” Second, AspenTech was expanding its efforts to gain
refinery customers (from both SimSci and Hyprotech) while Hyprotech was expanding efforts to
sell its software to chemical industry customers, which historically had accounted for the bulk of

AspenTech’s software application revenue. Clearly, the two firms were invading each other’s

2 See, e.g., CX1348 at 003 (SimSci) (“Our [SimSci’s] customers frequently ask us about future
development and capabilities similar to our competitors [AspenTech and Hyprotech]. . .. Our once
competitive edge in the areas of robust, rigorous, and effective software are no longer vahid. Our
competitors have made major strides in these areas.”).
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traditional customer base.” But for the Acquisition, they would have continued to be fierce
competitors in continuous process software applications.”® Third, mergers between customers
created increased opportunities to compete where one customer had a relationship primarily with
AspenTech and the other with Hyprotech. These sitwations created an opportunity for one
incumbent to partially or fully displace the other. See, e.g., CX0212 at 002-04. Fourth, untl
AspenTech and Hyprotech reached a pre-acquisition agreement not to support CAPE-OPEN
standards, infra page 36, the customer demand for open software interfaces led to increasing
competition among continuous simulation software vendors.?

Competitive discounting between AspenTech and Hyprotech reached remarkable levels,
and included the provision of free software so that the customer “would not go with the
. competitor[’]s product.” CX0126 at 003.?” There is also substantial evidence of discounting that
occurred, in large part, because of competition between AspenTech and Hyprotech. See, e.g.,

CX0443 at 002-03 (Hyprotech offered large discounts as part of an effort to switch additional

* See, e.g., CX0167 at 004 (;‘We [AspenTech] are trying to penetrate the (il & Gas / Refining
market — the core of Hyprotech’s users.”); CX0038 at 049 [

1.™); CX0029 at 014 (Hyprotech sought to “take away some of Aspen’s business” by
improving the chemical capability of its software.).

* See also CX0445 at 002-03 [

]; CX0129 at 0602 (Hyprotech noted “Threats to value pricing . . . BPA [BP
America] Use SimSeci and Aspen as competition.”); CX0300 at 002-03 (Hyprotech offered 50% discount
to Toyo Engineering to win business away from SimSci and AspenTech); CX0410 at 001 (Sim instructed
sales person to “feel free to match the Aspen price” at Sincor (PAVSA)).

* CX0264 at 002 (“Operating companies have realized that there is little value in using isolated,
stand-alone tools and models. . .. The CAPE software tools supplier that is able to provide a framework
that can embed these third-party solutions will easily gain a wider market share.™); see also CX0092 at
010 (CO-LaN to “[c]reate and promote competition among vendors™),

" For example, Hyprotech observed that “both Aspen and Simsci sic] are starting to reduce prices to

maintain market share ...,” CX0041 at 002, “SimSci and Aspen are dropping prices in some situations,”
CX0383at 002, or “are having to defend their position by heavy discounting.” CX0129 at 002.
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AspenTech users to Hyprotech). Customers also sought to use knowliedge of discounts in one
transaction to exert pressure for discounts in other sales.”

Prior to the Acquisition, customers benefitted from innovation competition between
AspenTech and Hyprotech. Hyprotech’s competitive impact strengthened, forcing AspenTech to
compete more ‘vigorous]y. For example, AspenTech recognized that 1t should “re-visit our
differentiation message” because it was “‘seeing a more aggressive campaign by [Hyprotech’s]
Hysys.refinery [sic] folks.” CX0181 at 004, In November 2001, only six months prior to the
Acquisition, AspenTech assembled its views of Hyprotech’s plans to attack AspenTech and
SimSci’s traditional markets over the coming years. This analysis contemplated that there would
be further switching of SimSci customers and AspenTech chemical customers to Hyprotech,
starting in Europe. CX0516 at 007 (Hyprotech “want[s] our chemicals market share, starting
with Europe.™).

AspenTech and Hyprotech engaged in software development efforts to take customers
from each other and from SimSci, particularly in refining and chemicals. Technical competition
between AspenTech and Hyprotech increased in the three years before the merger and likely
would have led to more rapid software enhancements and lower prices absent the merger. The
loss of innovation competition between AspenTech and Hyprotech is likely to harm customers of
all types because some of the technical innovations engendered by this competition would have
likely benefitted affect all continuous simulation software customers (as well as batch simulation
and integrated engineering software customers).

The merging companies’ contemporaneous documents regarding the motivations behind,

and the likely effects arising from, an acquisition provide strong evidence on likely effects.”

* See, e.g., CX0353 at 002 (Flint Hills Resources, while evaluating Hyprotech’s software, relayed:
“Since they [the Corpus Christi refinery] have decided to go with the AspenTech software we will need
to explain why we went a different route. I can explain that you have better software (more value
returned) but I would like to see a matching discount to the software as Aspen is providing. I would like
to see 15% off of both the purchase price and the annual MSU.”).

¥ Post-acquisition evidence can be manipulated by the respondent and thus, must be viewed with
suspicion. See, e.g., General Dynamics, 415 U.S. at 504-05 (“If a demonstration that no anti competitive
effects had occurred at the time of trial or of judgment constituted a permissible defense toa § 7

(continued...)
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These statements (which were made before the government’s investigation) provide the candid

business judgment of the market participants. AspenTech Board minutes reflect that [

] CX0089 at 001.% |

1. Surprisingly, even in the face of the FTC
investigation, AspenTech evidenced an intent to increase prices in various markets post-

acqusition. CX0246 at 003 |

];** CX0108 at 001 (“The more I think about it the
more I believe we should stick to 19% SMS [service/software maintenance fee] just to-make sure
Customers can’t tell AT [AspenTech] is increasing prices.”).

Hyprotech semior management predicted the direct anticompetitive effects of the merger.

Hyprotech’s Chief Operating Officer wrote in May 2001 that the merger “will create a market

#(...continued)
divestiture suit, violators could stave off such actions merely by refraining from aggressive or
anticompetitive behavior when such a suit was threatened or pending.”) (footnote omitted); Consolidated
Foods, 380 U.S. at 598 (If “post-acquisition evidence were given conclusive weight or allowed to
override all probabilities, then acquisitions would go forward willy-nilly, the parties biding their time.,”);
Hospital Corp., 807 F.2d at 1384 (“Post-acquisition evidence that is subject to manipulation by the party
seeking to use it is entitled to little or no weight.”). However, as we hightight below, there is evidence of
post-acquisition price increases and output restriction that proves the broad continuous simulation
software market.

 See also CX0134 at 001 [

Jl[

CX0525.
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monopoly . . . Market dominance and technology lead will continue in mid-term for the
combined company . . . Conclusion: Very positive short term for the combined entity . . .
Positive mid term.” CX0273 at 002.>* Cesc Batlle, Hyprotech’s President of European, African
and Middle East Sales, similarly commented on the Acquisition to Hyprotech’s management
team: “[Unless AspenTech thinks] that our technology is superior, . . . they only want us to
create a monopoly. . . . In this case, they will, most likely, sooner or later, rationalize us to the
ground, toasting us all, freezing our products and milking all the customers for a while.”
AspenTech identified an immediate benefit of the merger was the ““[e]limination of developments
aimed at meeting the competition features.” CX0185 at (304.3'1 Similarly, Hyprotech saw a
possible acquisition of AspenTech as “tactical.” acquisition:” CX0499 at 089 (“Synergies from
a merger amount to US$40-million per year from loss of competition, rationalization of R&D
efforts.”) (Emphasis added).

~ AspenTech also targeted Hyprotech for acquisition to prevent it from being acquired by
software vendors who could use Hyprotech to expand into the continuous simulation software
market. AspenTech was worried that absent the Acquisition, Hyprotech would become an even
more vigorous competitor. For example, AspenTech declared that the Acquisition would be “‘a
blocking maneuver so that our largest competitor does not get acquired by a well-ﬁmde(.i
competitor to Aspen Tech, such as ABB, Siemens, etc. Such an acquisition . . . could seriously
jeopardize the long-term value of the AES franchise[.]” CX0207 at 002-03. Similarly, in

response to Steve Doyle and Manolis Kotzabasakis, two of AspenTech’s senior executives,

7 Salva Clave testified in his investigational hearing that the monopoly would be created *“[i]n the
process simulation in the general terms,” fsic] across the verticals of oil and gas, refining, and chemicals.
CX1003 at 037 (Clave IH at 144-45). Attempting to back-pedal from his statement, Clave (a native
Spanish speaker) eventually stated, “Probably my English was not good enough to qualify this correctly.”
CX1003 at 038 (Clave IH at 149).

¥ CX0262 at 004. Wayne Sim, Senior Vice President of Sales for AspenTech, explained that

“milking” the customers was most likely a reference to reduced innovation. CX1002 at 057 (Sim IH at’
222-23).

** AspenTech’s financial situation and the govemment’s investigation likely have diluted the
immediate price impact of the merger. The evidence of ongoing price effects are discussed infra Section
IILE.6.

32



reporting that SAP was bidding for Hyprotech, AspenTech’s Director of Mergers and
Acquisitions advised “we should bid for Hermes [Hyprotech] even if it 1s only to disturb that
process.” CX0196 at 002.** AspenTech explained to its employees: “A company may make an
acquisition for different reasons. One is certainly to fill gaps in their offerings. However,
another is to build dominance in an existing area of strength. With the Hyprotech acquisition,
AspenTech will be the premier provider of simulation, engineering, economic evaluation and
optimization solutions.” CX0310 at 002 (Emphasis added).

There 1s no question that AspenTech viewed the Acquisition as a means to eliminate
competition.’® Willie Chan, chief product architect for AspenTech’s continuous simulation
software suite, analyzed the Acquisition’s potential to allow AspenTech to: “Dominate the entire
simulation market space, and reduce competitive and pricing pressure.” CX0203 at 004. An
AspenTech Strategic Planning document dated in 2001 noted: “Customers communicate about
Pricing and are likely to find out about excessive discounts, deals with unlimited numbers of
users, and 99 year licenses if we fail to stop these practices very soon.” CX0025 at 263.

AspenTech framed the competitive challenges to their business simply, [

CX0516 at 029.
Contemporaneous expressions of customer concerns, which are present here, may also be
a good indicator of likely future impact, especially as they came from large, sophisticated

customers. For example:

¥ See also CX0516 at 030 {

]; €X0193 at 002 (“this acquisition wonld
be a unique opportunity for AspenTech’s [sic] to take contro! of its core market. In contrast, if they were
sold to ABB or Honeywell this work [sic] create a formidable competitor.”); CX0205 at 002 (“if they
[Hyprotech] are sold to Honeywell they could become a formidable competitor — do you think we could
participate in the negotiation to drive up the price to Honeywell and / or adopt other tactics that would
make the acquisition less appealing for them?”).

* AspenTech’s pre-acquisition intent is highly probative of the likely effects of the Acquisition. See
United States v. Hammermill Paper Co., 429 F.Supp. 1271, 1287 n. 48 (W.D, Pa. 1977) (“evidence
indicating the purpose of the merging parties, where available, is an aid in predicting the probable future
conduct of the parties and thus the probable effect of the merger”™).
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. BP upon hearing of Hyprotech’s potential sale: “We certainly need to try to get
some protection if [AspenTech] are the purchaser. [AspenTech] would have the
whip hand if they had all our business, and no real competitor in sight. Would
there be any scope for an appeal to the EC on competition grounds? Presumably
it is too small an issue for US anti-trust to be raised.” CX1038 at 001;*’

. According to AspenTech documents, Technip, one of the world’s ten largest E&C
firms, CX0038 at 019, “saw the AT news with horror. Their concem([s]: a
company with a monopoly[;] a potential loss of technology” CX0343 at 001;*

. DSM expressed ““[s]Jome concerns because of lack of competition as competition

generally pushes vendors to make better products.” CX0535 at 006.

Eliminating a company’s closest competitor, as happened here, ofien enhances the
prospects for unilateral anticompetitive effects — those that do not require the support of the
remaining competitors in a market. AspenTech executives and cmployees acknowledge that the
Acquisition will lead to price increases. Wayne Sim, Hyprotech founder and CEQO, now
AspenTech Senior Vice President told BP: “The only risk I see which has been brought about by
this merger is price escalation and our people are putting something on the table to help avoid
this.” CX1035 at 001. David McQuillin, then AspenTech CEO-elect told BP that that “[w]e are
going to raise prices . . .”" [ ]; €X1046.

Respondent’s employees, at least until shortly after the Commission investigation was
announced, focused on pursuing license renewal business by intimidation. BP was not the only
customer threatened with a price increase. Respondent reported that Genesis, a wholly owned

subsidiary of Technip-Coflexip, “complained that Aspen/HyproTech, now [a] monopolist, [was]

37 Respondent’s documents prove BP’s fear of AspenTech post-acquisition market power was well-
founded. |

].

% See also CX0218 at 002 (Dow wrote to AspenTech: “For Engineering Heat and Material balances,
who else are you going to recommend? Two years ago I would have highly recommended Hyprotech to
anyone who asked. Now you own them as well. There is no one else.”); CX0535 at 006 (Dow also
expressed “worries about AspenTech’s control of the market place.”).
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threatening to increase the price if he wouldn’t sign by a certain date . . . He felt he needs the
software to run his business, so he didn’t see any other option than sign, although-he does not
feel comfortable about it.” CX0339 at 002, Another AspenTech document states that members
of the Foster Wheeler account team would “steer this one forward using an eventual price
increase threat.” CX0517 at 001.%

In a merger resulting in a reduction of competitors from three to two 1n markets, as here,
and where the demand for the relevant products is relatively inelastic, increased likelthood of
anticompetitive coordination by the remaining two firms may be presumed. Even though SimSci
has some remaining market presence, it is nonetheless likely to support and profit from
AspenTech’s highly probable across-the-board prices increases (or reduced discounts). With
AspenTech the d;)minant market leader and its only competitor of any significance, SimScti has
strong incentives to follow AspenTech’s pricing, i.e., the markets under examination are more
conducive to tacit coordination post-acquisition. Further, documentary evidence suggests that
tacit coordination is possible. The threat of this type of coordinated interaction is highlighted by
examples of contacts between Hyprotech and SimSci management and between AspenTech and
Hyprotech management,*

For example, Hyprotech prepared in September 2000 an offer to reduce competition by
Hyprotech selling SimSci products or linking SimSci products to HYSYS Refinery. CX0436 at
002-03; CX0468 at-002-03 (“We need to become a technology provider to Simsci not take over
their customers, we provide them with a product which they rebrand Prolll and we continue to
compete with them.”). Hyprotech approached SimSci on several occasions regarding similar

offers, such as providing the dynamic simulation capability that SimSci lacked. CX1002 at 011-

¥ See also, CX0331 at 001 (Foster Wheeler) (*Please call URGENTLY FW Reading and advise them
* that closing a contract before June 15 and for five years may protect them from any eventual price
increase or price policy change once the merger with Aspen is finalised . . . Please let them know that we
may have our commercial department constrained by a number of companies in the same situation as
they are.”); CX0340 at 001 (SARAS); CX0347 at 002-3 (Colt Engineering); CX0348 at 001 (SNC-
Lavalin); CX0492 at 003 (Petrobras}; CX0800 at 001 [ ]

“ Respondent's expert trivializes the likelihood of coordinated effects arising from this transaction, |
]
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12 (Sim IH at 40-6). Had SimSci been more enthusiastic about entering into such an agreement,
Hyprotech planned to suggest that Hyprotech would take over product development, “gradually
cease support for Proll and substitute Hysys. . .~ As an agent for Hyprotech Simsci would have
to agree [on] accounts, pricing strategies etc.” CX0587 at 001.

Actual coordination pre-merger strongly suggests an industry conducive to coordination.
Starting in 1995, customers made efforts to establish standards for compatibility between
products of the significant continuous simulation software vendors. These efforts included
organizations such as CAPE-OPEN, Global CAPE-OPEN, and CO-LaN."" AspenTech believed
CAPE-OPEN removed “some entry barriers.” [ ]; €X0025 at 262. Pre-
acquisttion discussions between AspenTech and Hyprotech culminated in an agreement in late
2001 not to support continued open interface development through the structure favored by
CAPE-OPEN participants.”” The episode demonstrates that pre-acquisition, AspenTech and
Hyprotech could and would work together outside the public standard-setting arena. It also
demonstrates the Acquisition’s effect; AspenTech now has the option to make “CAPE-OPEN

happen in a very short period of time . . . killing CAPE-OPEN and establishing a [de]-facto new
standard, . . .” CX0466 at 002.”

“ CX0055 at 027-28. CAPE-OPEN was the original, European-funded organization to set standard
interfaces for simulation software among other types. Global CAPE-OPEN was the follow-on
organization to CAPE-OPEN. CO-LaN is the private-funded continuation for Global CAPE-OPEN,

? An e-mail exchange between Hyprotech CEQO Sim and AspenTech Senior Vice President
Kotzabasakis lays out the agreement: AspenTech told Sim that they would not join the follow-on
organization “even though we get a lot of complaints: we do not ptan to join CO-LaN as it stands
currently.” CX0426 at002. Sim replies: “We have discussed Co_lan internally and wili not join if -
Aspen maintains its stance of not joining as there is little point 1n trying to achieve a standard as a lone
vendor, please let us know if the Aspen position changes.” CX0426 at 002. AspenTech responds: “We
really apprec'iatc your taking this position and let in [sic] us know in advance. Many thanks. Our
position is the same, we will not join.” CX0426 at 001. Although Respondent says there was nothing
untoward to the exchange, Sim deleted the language: “We really appreciate your taking this position . . .
[o}ur position is the same, we will not join” from the message when he forwarded the agreement to his
staff. CX0427 at 002; CX1008 at 48 (Sim Dep. at 186).

“ It is interesting to note that Respondent is asking to make this entire subject in camera describing it
as “corporate development.”
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2. Effects in the Narrower Markets Contained Within the Continuous
Simulation Software Markets.

AspenTech and Hyprotech were active competitors in each of the narrower customer
group markets within the continuous simulation software markvet, namely oil and gas, reﬁ‘ning,
chemicals, and air separation. The other supplier in oil and gas, refining and chemicals is
SimSci, whose competitive position weakened in the years leading up to the merger. The merger
significantly increased concentration in these narrower markets, each of which has substantial
entry impediments for firms outside of the broader relevant market. For many customers,
AspenTecl; and Hyprotech were the closest competitors, and AspenTech emerged as the largest
supplier in each of these potential narrower markets. Consequently, the merger is likely to
substantially reduce competition in these narrower markets both through unilateral effects and
coordinated interaction. ‘

a. 01l and Gas Customers

Oil and gas customers benefitted from competition. For example, AspenTech and
Hyproteclh competéd for Norsk Hydro’s business based between AspenTech and Hyprotech on
functionality and price. CX0232 at 003 (“[Norsk Hydro] has everything 1n place to make
AspenTech and Hyprotech compete for providing the best service.”). AspenTech also provided
an alternative to Hyprotech at Chiyoda: “J think Chiyoda are considering introducing cither A+
or Hysys. They have a ot of work in the Oil & Gas area. We should work with them to show
the benefits of A+ ASAP over Hysys and emphasize our relationship with BRE (TSWEET).”
CX0219 at 003.

Although Hyprotech had the dominant market share in oil and gas simulation software
licenses prior to the Acquisition, AspenTech had improved its simulation software capability to
attract oil and gas processing industry customers. CX0073 at 038; CX0077 at 003; CX0750 at
001. The Acquisition eliminates the competitive vigor that caused Hyprotech to plan “a
campaign of defence [sic] to give Aspen a bloody nose.” CX0014 at 039. For example, to better
serve 01l and gas customers’ needs and in response to AspenTech, Hyprotech linked HYSY'S 3.0
with an add-on module produced by another company to give “Hyprotech customers the ability to

model the complete Gas Plant or Refinery. This is an equal if not better offering compared to
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Aspen + TSWEET.” CX0494 at 002. Hyprotech aimed to garner a “premium” for these kinds of
“vertical maket solutions.” CX0058 at 007. Now Respondent is free to segment oil and gas
customers from other customer groups: “‘By focussing [sic] on industry verticals, we have
segmented our market in a manner that prohibits users from crossing over, and we can price

discriminate more effectively.” CX0742 at 001 (Hyprotech, pre-acquisition). [

b. Downstream Refining Customers,

Customers benefitted from AspenTech and Hyprotech competition to take market share in
refining. CX0092 at 012 (“Winning the Race afier SimSci’s market with AES”); CX0803 at 030
(“Aggressive sales and services campaign to establish HYSY S.Refinery as the simulation
platform market leader . . . [SimSci] is very vulnerable”). The competition between AspenTech
and Hyprotech to take SimSci’s customers led to lower prices and increased innovation. CX0031
at 014 (SimSci “weakness” “Normally a higher price.””). For example, when Tesoro felt that it
was not getting the best deal for its simulation software, it solicited AspenTech for a bid on
Aspen Plus, Aspen Dynamics and TSWEET. CX0233 at 002 (“Hyprotech is pursuing a
corporate license with Tesoro, but so far we’ve rejected it over individual site licenses based on
total cost.””). Similarly, both AspenTech and Hyprotech sought to take all of the Phillips
(standardized on Aspen Plus) and Conoco (standardized on HYSYS) refining business from the
other when those compémies merged. See generally CX0150 (Hyprotech); CX0212 at 003
(AspenTech).

C. Chemical Customers.

Chemical customers, but for the merger, would have continued to enjoy the benefits of
aggressive competition between AspenTech and Hyprotech. See, e.g., CX0455 at 002 (“quite a
lot of people in Sasol would be pleased with a bigger share of Hyprotech products . . . finishing
with years of Aspentech ‘monopoly.”). For example, Hyprotech in a strategy session to deal
with AspenTech’s inroads into Hyprotech’s customer base, recommended: “Predatory pricing of
HYSYS (with electrolytes) in the Bulk Chemicals market.” CX0063 at 005. After the

Acquisition, AspenTech’s planning documents expressly outlined a narrow market strategy
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where it sold customers “Business Process Suites for vertical industries.” CX0718 at 012.
HYSYS would serve as the simulation and optimization engine behind “Aspen Petroleum,”
while Aspen Plus’s “vertical focus” would be in the chemicals vertical. CX0718 at 019; CX(848
at 003. AspenTech has already repositioned Aspen Plus as its only offering for chemical industry

simulation. {

]+
d. Air Separation Customers.

AspenTech can now raise prices discriminate to air separation companies because it no
longer faces competition from Hyprotech, its only competitor to air separation companies.
CX0028 at 10 (AspenTech noting that they were facing “growing HYSY'S usage in all of our
markets, e.g., 85 users at Linde™). Pre-merger, for example, Hyprotech noted that Air Products,
even after standardizing on AspenTech simulation products, “left the door open” to Hyprotech
“in an effort to hedge against sole supplier 1ssues.” CX0386 at 002. Because only AspenTech
and Hyprotech supplied continuous simulation software with the necessary tool-set for air
separation, the ability to price discriminate to these customers was only limited by the customers’
ability to “arbitrage” by using a broader competitor set for the air processing companies’ E&C
business. Now that AspenTech controls both possible continuous simulation software products,
customers’ ability to arbitrage is largely if not totally lost. Thus, after the acquisition, several air
separation companies realized that they no longer had any alternative to AspenTech for

continuous simulation software and raised concerns about decreased competition.*
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** CX0392 at 003 (“There is a lot of concern at [Praxair] right now about Aspen having monopoly
pricing power.”); CX0535 at 007 (Air Products expressed “concern about lack of competition™); CX0535
at 035 (For Linde, “pricing still a concern. Perceived lack of competition is a topic that is present.”).
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3. Effects in the Market for Batch Simulation Software.

Prior to the acquisition, AspenTech and Hyprotech were the only two significant
suppliers in the emerging market for batch simulation software. AspenTech was the leader in the
market and recognized Hyprotech as its only challenger. As a result, both companies-were
actively developing better batch simulation software and engaging in aggressive sales activities
in trying to win over the market. See Section ILA.3. Customers clearly benefitted from this
competition by receiving more innovative products at lower prices. Post-acquisition, AspenTech
concluded that either Batch Plus or BDK would be able to [ ] CX0102
at 006. With ownership of both product lines, however, AspenTech no longer needs to compete
with Hyprotech to produce a competitively priced, innovative product to capture the market.
Instead, AspenTech has put Hyprotech’s BDK into “maintenance mode”, ceasing to actively
innovate and market the product because of its overlap in functionality with Batch Plus. CX1009
at 022, 026 (Kotzabasakis Dep. 82, 98); [ ]- -
Consequently, the combination of AspenTech and Hyprotech has eliminated the pre-merger
competition that resulted in lower prices, enhanced products and reduced actual customer choice
in the market for Batch simulation software.

4. Effects in the Market for Integrated Engineering Software.

AspenTech has already placed AXSYS in “maintenance mode,” meaning that it is neither
actively innovated nor sold. | ]J; CX1009 at 022 (Kotzabasakis
Dep. at 82-3); [ ]. Prior to the Acquisition, AspenTech and
Hyprotech competed in the market for integrated engineering software and AspenTech’é
contemporancous business documents show that AspenTech and Hyprotec‘h viewed each other as
the only competition in this market. The incumbent (AspenTech) and the challenger (Hyprotech)
both were actively developing and selling their software to gain market share in a developing
product market. See Section III.A.4. As a result, customers benefitted by receiving greater
innovation at lower prices. With the integrated engineering products of AspenTech and
Hyprotech under one roof, it eliminated competition and customer choice for integrated

engineering software.
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As early as the first attempt to buy Hyprotech in 2001, AspenTech planned to [

] in the event of an acquisition of Hyprotech. CX0194 at 054. Soon after the acquisition
occurred, AspenTech recommended | 7 ]

. CX0156 at 003 ([

] CX0695
at 001.
5. SimSci Is Unlikely to Constrain AspenTech Pricing in Any Market.

About SIMSCI I agree with you on the two possible approaches, and 1 fully agree
that we don't need to go down the price war road. Right vision is the way o go.
We are playing on [sic] a different league here.
—~ CX0295 at 002 (Cesc Batlle, Hyprotech President European
Middle East and Africa Sales).

Post-acquisition, SimSci is a weak second in engineering simulation software *® Pre-
acquisition, SimSci “acknowledge[d] Hyprotech in 2nd position after AspenTech. They
acknowledge as well that they need to ‘regain’ market share. They acknowledge that
Hyprotech’s and AspenTech’s products are far more superior. They see that the times when . . .
their science and technology was the best has gone. The [sic] recognise [sic] that both Hyprotech
and Aspen science and engineering technology are at the same level or superior in the [sic]
SimSci’s core markets.” CX0360 at 001. SimSci, suffering from years of market share erosion
due to its failure to follow AspenTech’s and Hyprotech’s commitments to technical innovation

and product development, is unable to competitively constrain AspenTech on pricing or potential
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innovation decreases. Hyprotech succinctly dismissed SimSci’s impact on the combined
AspenTech and Hyprotech: “On the subject of clients buying SIMSCI because of the dominant
position of ‘New Aspen’ I have two thoughts: We can destroy SIMSCI if we compete with them
on price . . . My preferred strategy is to say that we don’t view SIMSCI as a competitor.”
CX0295 at 002.

Consistent with Hyprotech’s pre-acquisition offers to SimSci (CX0436; CX0468 at 002-
3, CX0587 at 001), AspenTech might simply allow SimSct to retain its existing customer base,
ignoring the company, as suggested by Cesc Batlle immediately prior to the merger. CX0295 at
002 (“About SIMSCI . . . I fully agree that we don't need to go down the price warroad. . . . We
are playing on [sic] a different league here.”).

Customers may decide to support SimSci with some business to “represent at least a
modicum of competition for AspenTech.” | ]. Nonetheless, this would be a

higher cost option 1f SimSci’s technology is behind that of AspenTech a{nd Hyprotech. [

D Similarly,[ ]

one of Respondent’s witnesses, described the competitive landscape: [

]'48

6. The Acqusition Has Already Resulted in Anticompetitive Effects.
Complaint Counsel are not required to demonstrate that the Acquisition has already led to
actual anticompetitive conduct or post-acquisition price increases to sustain a Section 7 challenge

to this Acquisition. Hospital Corp., 807 F.2d at 1389. Nonetheless, proof of actual

"J[

]
“ See also CX1126 a1 002 (Citgo); CX1156 at 001 (Cytec); CX1330 at 016 (Rohm and Haas).
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anticompetitive effects is sufficient to establish that the Acquisition 1s likely to lessen
competition. General Dynamics, 415 1.5, at 505, n.13 (“[Plost merger evidence showing a
lessening of competition may constitute an ‘incipiency’ on which to base a divestiture suit . , ),
FTCv. Toys “R” Us Inc., 221 F.3d 924, 937 (7™ Cir. 2000). Nonetheless, as predicted by
Respondent in contemporaneous pre-acquisition business documents and substantiated by
cconomic theory, the elimination of AspenTech’s closest competitor already has resulted in likely
anticompetitive effects.

One might expect that a company 1s unlikely to engage in illegal behavior while under
mmvestigation. Indeed there is evidence that AspenTech employees specifically attempted to delay
such behavior in the short term. Because AspenTech knew of the many customer concerns over
the exercise of monopoly power, especially prevalent just after the announcement of the
Acquisition, AspenTech has tried to hide such behavior. For example, an AspenTech document
post-merger notes: “We don’t want the perception we would be increasing our prices . .. SMS
increase from 19% to 20% moderate.” CX0108 at 020. Another document indicates that
management specifically forbade post-merger fee changes or mentioning fee changes to
customers without the approval of management. CX0151 at 002.*

The announcement of the Acquisition caused Hyprotech and AspenTech employees to
question the prices of competing offers from Hyprotech and AspenTech that were still pending at
some customers. After the merger, the combined firm’s sales personnel were directed to
“coordinat[e] closely to make sure that the customer doesn’t use our offers against each other to
minimize the $8.” CX0243 at 002. “Obviously, if we finally leave the two options on the table,
we should make a point of the strategy to win the projects, to ban discounts from any of the two

sides, such that we don’t diminish the company’s $5.” CX0244 at 003. Absent the merger, the

* Efforts to avoid the appearance of post-merger anticompetitive effects during the FTC investigation
of the merger have extended beyond pricing issues. For example, in April 2003, AspenTech staff
questioned whether software development decisions should be modified because of the FTC
investigation. CX0688 at 010, [

] CX0604 at 001.
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customer likely would have benefitted through price discounts or other concessions that
AspenTech and Hyprotech would have offered in competition with each other.™
A focus of AspenTech’s post-merger pricing policy was to [

] CX0184 at 015 (Emphasis in original}. AspenTech’s approach to discounting
shifted afier the merger. “We implemented discipline in the organization. We adopted the
Hyprotech discounting process, which is a well-disciplined process.” CX1008 at 049-50 (Sim
Dep. at 193-94). SimSci documents also report that AspenTech likely increased the prices for
Hyprotech products after the merger.”’ One such document states: “Significant pricing change
for Hyprotech clients ~ 100-300% increases reported by clients.” CX1342 at 007 (SimSci). This
is consistent with the experience of one small refiner, NCRA, which faced a 218% price increase
by the sixth year of a renewal contract offer. CX1230. o

As discussed above, AspenTech used the threat of post-acquisition price increases to get
customers to sign early renewal contracts. See supra page 34. There 1s no way to determine just
how many of these threats were delivered and how many were successful. The evidence does
show, however, that Respondent used a new licensing mechanism (“token licensing™) to offer
customers the “benefit” of licensing both companies’ products, but only with the expectation of

raising prices down the road. See, e.g., CX0628 at 001 [

AspenTéch planned to have customers [

°® For example, discussing the Phillips Petroleum contract, Hyprotech noted “[t]he consequence of
not acting [pre-acquisition] could result in a complete re-negotiation of an ASPEN contract with Phillips.
I would not envision that this would be completed at more favourable [sic] pricing for Phillips Petroleum
Company.” CX0496 at 010.

*1 CX1335 at 002 (SimSci) (“I would note that Hyprotech was always lower priced than [AspenTech]
and us . . . [t]hat lower pricing is being removed by” AspenTech.); CX1347 at 004 (SimSci)
{(“Hyprotech’s increased pricing™), 007 (“With the acquisition by Aspen, . . . Aspen management is
forcing increases in net prices for the Hyprotech prices.”); CX1342 at 005 (SimSci) (Hyprotech *[u]sed
to be low price alternative, now part of [AspenTech] higher pricing.”).
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AspenTech increased prices for continuous simulation software by applying whichever of
the two companies’ pricing was higher. For example, Respondent planned to apply AspenTech’s
standard pricing for on-site Hyprotech training programs in December 2002. This increase was
greater than the difference in list prices because “under the old Hyprotech model this training was
often given away as a sales incentive to drive license revenue.,” CX0197 at 002. Similarly,

documents as recent as [

]- RX-0182 at 023; CX0214 at 035-36. AspenTech also proposed [
1. CX0214 at 022 ([
D.

There is ample evidence of actual or likely price increases post-acquisition. For example:

. Repsol: “Raising MSU to Repsol {or any other customer) can be done and doesn’t have
repercussions anywhere ¢lse. Let’s move ahead.” CX0325 at 001 (6/13/02);

. Kvaerner: “Their existing deals have been hugely discounted — between 50% and 90%
discount. What we propose 1s the removatl of this discount and a token mechanism to
dictate the number of licenses available.” CX0334 at 001. Salva Clave, Chief Operating
Officer at Hyprotech wrote: “If they don’t want to sign now . . . they can wait and face
the new company after [the acquisition] . . . Let’s NOT give a discount.” CX0329 at 00]
(5/17/02); :

. [
]

. SNC-Lavalin: “I [a representative of SNC-Lavalin] hereby acknowledge having received
verbal notice that as of June 1¥ 2002 our maintenance and support fee (MSU) will be
increased . . . in about 28 months, you unilaterally increased our MSU by a factor of 3.1.
This was done without our consent and without providing us with any additional value.”

CX0348 at 001; CX0349 (5/31/02);

. [ ]: After the merger, AspenTech notified [ ] that the price for its
annual maintenance contract on its existing 20-year license for HYSYS.Process would
increase by 79%. CX0493 at 002, 005 (10/1/02);

.. [
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. NCRA: Proposed software package price increased by 63% in year one following the
merger and by 218% in year six following the merger. CX1230 (NCRA) (10/21/02).

F. AspenTech Cannot Meet its Burden of Establishing that‘the Acquisition Will
Enhance Competition by Producing Cognizable Efficiencies.

The Commission considers appropriate efficiencies in evaluating a merger’s likely
competitive effect. Merger Guidelines § 4.0. Efficiencies must be merger-specific and
cognizable. Merger-specific efficiencies are those “likely to be accomplished with the proposed
merger and unlikely to be accomplished in the absence of either the proposed merger or another
[practical] means having comparable anticompetitive effects.” Id. § 4.0. Cognizable efficiencies
are those that have “been verified and do not arise from anticompetitive reductions in output or
service.” Id. “[Gliven the high concentration levels, the court must undertake a rigorous analysis
of the kinds of efficiencies being urged by the parties in order to ensure that those ‘efficiencics’
represent more than mere speculation and promises about post-merger behavior.” Heinz, 246
F.3d at 721. Moreover, “[elfficiencies almost never justify a merger to monopoly or near-
monopoly.” Merger Guidelines § 4.0.

Respondent flatly denied the allegations contained in the Complaint, and never offered
any comprehensive efficiency claim. See generally Answer. Based on its expert report,
Respondent’s purported efficiencies appear to fall into three broad categories: headcount
reductions, rea] estate savings, and new product development. The evidence will show that the
claimed efficiencies are not likely to benefit consumers, are speculative,” and can be achieved
through means with fewer anticompetitive effects than the Acquisition. Therefore, efficiencies
are not a defense to the anticompetitive effects likely to result from the Acquisition. See

Cardinal, 12 F Supp. 2d at 62.

52 Speculative claims are not countenanced. Merger Guidelines § 4.0, AspenTech identified as one
of its “Risk Factors” in SEC filings that “[w]e have experienced in the past, and may experience again in
the future, problems integrating the operations of a newly acquired company with our own operations.”
See, e.g., CX0652 at 038. Similarly, AspenTech identified one of the “Characteristics of Successful
Acquisitions” as “Liitle Product Overlap,” sugpesting any efficiencies here are unlikely, not just
speculative. CX0528 at 009.
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Respondent’s purported cost savings cannot be credited for at least two reasons.™ First,
they will not overcome the injury to competition resulting from the Acquisition. The Acquisition
1s a near merger to monopoly in numerous relevant markets in which substantial unilateral
anticompetitive effects are likely. Without Hyprotech’s competitive rivalry, the forces that have
driven price cdmpetition and spurred innovation are impermissibly diminished. lost. See United
States v. United Tote, Inc., 768 F.Supp. 1064, 1084-85 (D. Del. 1991) (rejecting efficiency
defense in merger to duopoly; efficiencies insufficient to outweigh loss of competition since
“even if the merger resulted in efficiency gains, there are no guarantees that these savings would
be passed on to the consuming public.”); Merger Guidelines § 4.0.

Second, Respondent must also show that the efficiencies are specific to the Acquisition.
Respondent’s efficiency claims fail because any of the cost savings they attribute to the
acquisition could have equally been achieved by cost cutting measures that do not adversely
affect competition. Although mergers “have the potential to generate significant efficiencies,”
the Guidelines specifically caution against efficiencies “such as those relating to research and
development, . . . generally less susceptible to verification and may be the result of
anticompetitive output reductions.” Merger Guidelines § 4.0; see also FTC v. Coca-Cola Co.,
641 F.Supp. 1128, 1141 (D.D.C. 1986); vacated as moot, 829 F.2d 191 (D.C. Cir. 1987)
(efficiencies, insofar as they benefit customers, were to be “developed by dominant concerns
using their brains, not their money by buying out troubling competitors.”).

G. Divestiture and Other Relief Are Needed to Restore Competition That Would
Have Occurred But For the Illegal Acquisition.

The purpose of an antitrust remedy is to restore competition. The Commission has “wide
discretion’; in its choice of remedy, see Atlantic Refining Co. v. FTC, 381 U.S. 357, 376 (1965),
with all doubts resolved in the government’s favor. United States v. E.I du Pont de Nemours &
Co., 366 U.S. 316, 334 (1961). For violations of Section 7 of the Clayton Act, divestiture is
favored — it “is simple, relatively easy to administer, and sure.” /d. at 329-31. Divestiture of

assets and intellectual property beyond what was acquired is appropriate if necessary to put the

* Respondent’s efficiency claims alse cannot be credited where the purported cost savings comes
from reductions in competition, e.g., no longer innovating against one other or reducing the sales force.
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new competitor “in the same relative competitive position” as the acquired firm when it was
independent, Utah Public Serv. Comm v. El Paso thum! Gas Co., 395 U.S. 464, 470 (1969)
(Emphasis added).

The appropriate remedy to AspenTech’s illegal Acquisition is divestiture of a free-
standing business that will replace the relative competitive position of Hyprotech but for the
merger. Such a divestiture would include Hyprotech and all related assets and intellectual
property (as constituted at the time of divestiture) necessary to restore competition lost as the
time of the acquisition and that likely would have developed absent the acquisition. A divestiture
of Hyprotech (rather than a clone of the combined AspenTech/Hyprotech engineering products)
is feasible and preferable. The most signiﬁ‘cant AspenTech and Hyprotech pre-acquisition
products in the relevant markets have been maintained and supported (and in some instances,
improved) since the Acquisition. Divestiture is preferable because 1t creates an independent
competitor rather than a licensee of an existing firm.

Certain minimum elements are needed for an effective divestiture. For exampie, the
acquirer should be offered exclusive nghts to the former Hyprotech intellectual propefty and a
perpetual, non-exclusive right to all post-merger improvements of such products. This is
necessary to ensure that the divested business is viable and to preserve incentives to improve the
Hyprotech products post-divestiture.™ The divestiture must also include the customer contracts
(license and maintenance) for former Hyprotech products since these customers and revenue
streams are needed to make the new company viable. Also, the remedy may need to include for a
transition period a requirement that AspenTech maintain existing interfaces. Otherwise,
AspenTech could threaten the viability of the divested business by diminishing its ability to bring
the acquired software up to the current ‘commercial standards that Hyprotech likely would have

attained but for the Acquisition,

** For any Hyprotech product that was discontinued or not updated post-acquisition, the acquirer
should receive a choice between the AspenTech intetlectual property sufficient to update the Hyprotech
product or a perpetual, no-cost license to use and further develop the AspenTech product (as it exists at
the time of divestiture) that replaced the discontinued or outdated Hyprotech product. The acquirer
would then be free to enhance, further develop and introduce a viable replacement for the discontinued
Hyprotech product if there is demand for the product.
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To ensure the new Hyprotech will be a viable competitor, additional provisions may be
needed to allow the acquirer to recruit and hire existing AspenTech employees, particularly
former Hyprotech managers and AspenTech employees who have been working on customer
service, quality control, sales, software updates, and software improvements.®® In addition, the
divestiture order should also allow customers of pre-merger AspenTech products to switch to the
acquirer without financial penalty or disincentives during a specified transition period. This
includes eliminating restrictions or disincentives to terminate or rescind contracts between
AspenTech and customers wishing to switch to the acquirer. All payments received by
AspenTech for long-term licenses for divested products should be treated as pre-paid
consideration and returned to customers wishing to switch.

Additionally, in order to prevent additional risk of coordinated interaction between
AspenTech, the acquirer and $imSci, correspondence or meetings between AspenTech, the
acquirer and SimSci should not be aliowed without prior notice to the FTC. Further, no
AspenTech discussions or offers of co-marketing, joint ventures or mergers should take place
involving any of the above-mentioned firms without the ijrior approval of the FTC. Finally,
AspenTech should be required to cease and desist from any horizontal agreements with

competitors to prevent or deter standards-setting organizations from adopting standards that

benefit consumers.

%% This is especially necessary because AspenTech has purged its sales and engineering staff and thus
potentially reserved the best engineers and sales force for itself.
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IV.  CONCLUSION

[Tlhereis a substantial probability that the FTC will prevail in its challenge to
our acquisition of Hyprotech.

- Aspen Technology, Inc. SEC 10Q filing for the quarter cnded December
31,2003 at 10.

AspenTech’s acquisition of Hyprotech may substantially lessen competition or tend to
create a monopoly in violation of Section 7 of the Clayton Act and Section 5 of the FTC Act.
Remedying these violations by restoring the level of competition that would have occurred but
for the illegal Acquisition requires that AspenTech (1) divest all of the acquired Hyprotech assets
and intellectual property, all newly developed intellectual property related to the Hyprotech assets
and intellectual property and any other intellectual property necessary to remedy the halt of
product development and product withdrawal from the market that occurred; (2) allow customers
to rescind existing contracts and allow employees freely to join the acquirer of the divested
business; and (3) adhere to reasonable constraints and reporting requirements on communications
and horizontal agreements with competitors.

Respectfully submitted,

s/

Peter Richman
Vadim M. Brusser
Lesh C. Esposito
Dennis F. Johnson
Mary N. Lehner
Charlotte Manning

Counsel Supporting the Complaint
Bureau of Competition

Federal Trade Commission
Washington, D.C.

Dated: May 5, 2004

50



CERTIFICATE OF SERVICE

1, Evelyn J. Boynton, hereby certify that I caused a copy of the public version of the
attached Complaint Counsel’s Unopposed Application Motion for the Issuance of Subpoenas Ad
Testificandum to be delivered this day:

By hand delivery:

Hon. Stephen J. McGuire

Chief Administrative Law Judge
Federal Trade Commission
Room H-112

600 Pennsylvania Ave., NW.
Washington, D.C. 20580

By electronic mail and by hand delivery:

Donald S. Clark, Secretary

Federal Trade Commission

600 Pennsylvania Ave., NW, Rm. H-159
Washington, D.C. 20580

By electronic mail and by first class mail to:

Mark W. Nelson

George S. Cary

Cleary, Gottlieb, Steen & Hamulton
2000 Pennsylvania Ave.,, N'W.
Washington, D.C. 20006
mnelson(@cgsh.com
geary@cgsh.com

Is/

Evelyn J. Boynton
Merger Analyst
Federal Trade Commission

Dated: May 13, 2004



021 0153
UNITED STATES OF AMERICA
BEFORE FEDERAL TRADE COMMISSION

COMMISSIONERS: Timothy J. Muris, Chairman
Mozelle W. Thompson
Orson Swindle
Themas B. Leary
Pamela Jones Harbour

)
In the Matter of )
) Docket No. 9310
ASPEN TECHNOLOGY, INC. ) :
)
COMPLAINT

The Federal Trade Commission (“Commission”), having reason to believe that Aspen
Technology, Inc. (“AspenTech™), a corporation subject to the jurisdiction of the Commission,
acquired Hyprotech Ltd., (“Hyprotech™), in violation of Section 5 of the Federal Trade
Commission Act, as amended, 15 U.S.C. § 45 and Section 7 of the Clayton Act, as amended, 15
U.S.C. § 18; and that a proceeding by the Commission in respect thereof would be in the public
interest, hereby issues its complaint, stating its charges as follows:

I. Respondent AspenTech

1. - Respondent AspenTech is a for-profit corporation organized, existing and doing business
under and by virtue of the laws of the State of Delaware, with its principal place of
business located at Ten Canal Park, Cambridge, Massachusetts 02141.

2. AspenTech is a developer and worldwide supplier of manufacturing, engineering, and
supply chain simulation computer software, including non-linear process engineering
simulation software used by the refining, oil & gas, petrochemical, specialty chemical, air
separation, pharmaceutical, fine chemical and other process manufacturing industries and
by engineering and construction companies to support those industries. AspenTech has
long offered steady state and dynamic process engineering simulation software under the
Aspen Plus trade name and a suite of complementary products within its Aspen
Engineering Suite. In fiscal year 2002, AspenTech reported an $83.5 million loss on
revenues of over $320 million. )

3. Respondent AspenTech is, and at all times relevant herein has been, engaged in
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commerce as defined in Section 1 of the Clayton Act, as amended, 15 U.S.C. § 12, and is
a corporation whose business is in or affects commerce as defined in Section 4 of the
Federal Trade Commission Act, as amended, 15 U.S.C. § 44.

II. The Acquisition of Hyprotech

Prior to the acquisition by Respondent, Hyprotech was a wholly-owned operating
division of AEA Technology plc., a corporation organized, existing and doing business
under and by virtue of the laws of the United Kingdom. Hyprotech was headquartered in
Calgary, Canada, with offices in the United States and other parts of the world.

Since its founding in 1976, Hyprotech had been a developer and worldwide supplier of

- manufacturing, engineering and supply chain simulation computer software, including
nonlinear process engineering simulation software used by the refining, oil & gas,
petrochemical, specialty chemical, air separation, pharmaceutical, fine chemnical and
other process manufacturing industries and by engineering and construction companies to
support those industries. Hyprotech offered steady state and dynamic process
engineering simulation software under the HYSYS trade name and a suite of
complementary products within its HYSYS engineering suite of products. In fiscal year
2002, Hyprotech had revenues of approximately $68.5 million.

On or about May 31, 2002, Respondent acquired Hyprotech for approximately $106
million (“the Acquisition”). The transaction was not reportable under the Hart-Scott-
Rodino Act.

III. Trade and Commerce

Process industries are those in which a chemical continuous or batch process is used to
produce intermediate or finished consumer products. Continuous process industries
include hydrocarbon, chemical and air separation industries. Batch process industries
include the pharmaceutical and fine chemical industries.

Flowsheet simulation software, using non-linear variables, mathematically models a
process, creating a virtual plant on a personal computer. Flowsheet programs are the
backbone of process simulation and optimization software. The flowsheet, using
established chemical engineering properties or “1* Principles,” accurately predicts what
happens in a process unit or system. Through a graphical interface, the flowsheet allows
its user to take into account the process units in a plant, the dynamics between units and
the chemistry of the processed materials. Such computer simulations improve
engineering design, reduce capital investment, lower the cost of inputs and optimize
production ievels and potentially shorten the time to market for new products.

There are two fundamental types of flowsheets: steady-state and dynamic. Steady-state
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flowsheets model a process at one point in time; they are snapshots of a plant operating at
its intended optimum. Aspen Plus (AspenTech), HYSYS.Process (Hyprotech) and Pro/Il
(Simulatton Sciences (SimSci)) are the most widely used steady-state flowsheets to
mode! continuous process industries. In dynamic simulation, the flowsheet models the
same variables as the steady state simulation, adding the ability to measure the effect of
changes over time. A flowsheet with dynamic capabilities can model start-ups,
shutdowns, upsets and changes that occur in a continuous process over time. Aspen Plus
with Aspen Dynamics and HYSYS with the dynamic option are the two leading dynamic
simulators for continuous process industries. Both Aspen Dynamics and the HYSYS

dynamic option require customers to purchase the steady-state flowsheet to access the
dynamic.

Flowsheets are designed to rigorously represent the processes that they simulate. The
mathematic rigor necessary to model reactions and interactions in the process industries
makes these programs very slow to solve any given question. For this reason, they have
Hmited utility in solving plant-wide optimization exercises. Prior to the Acquisition,
next-generation flowsheet solutions — non-linear simulators that can solve whole plant
optimization questions in an economically reasonable time-frame — were in commercial
release and on-going development by Hyprotech and AspenTech.

Batch process simulation is the modeling of processes that entail a single production run
with a finite beginning and end. With a batch process, a manufacturer combines a set of
ingredients in a single piece of equipment that performs multiple tasks to arrive at a
finished substance. Baich process differs from continuous process in that continuous
process experiences an ongoing flow of inputs and outputs. Batch flowsheet simulation
software is essentially continuous flowsheet simulation tailored expressly for batch
processes. Batch process software is particularly suited to pharmaceutical and fine
chemical production. Prior to the Acquisition, BatchPlus from AspenTech was the
leading batch simulator ahead of the BaSYS suite from Hyprotech.

Many customers of flowsheet simulation software have operations in roultiple process
industries and therefore license software for more than one industry. For example, many -
engineering and construction companies design both hydrocarbon process plants and
chemical plants. Those companies license flowsheet software for both industries. Other
engineering and construction companies may be engaged in only one discrete industry
and thus license flowsheet sofiware for only that industry. For example, some
engineering and construction companies are involved solely in air separation and license
flowsheet software for only that industry. However, there are large, vertically integrated
companies that license software that is used in all parts of hydrocarbon and chemical
processes. Whether they license software for application to many process industries or
one specialized industry, there are still only three companies that license the necessary
software: AspenTech, Hyprotech and SimSci. .

Integrated engineering software gathers information generated from process engineering



14.

15.

software and allows users to store, update and retrieve data depending on their needs.
The software allows for the more efficient use of process engineering tools. Prior to the
Acquisition, AspenTech’s Zyqad was the leading application for these uses and
Hyprotech’s integrated engineering product, AXSYS, was in development and ready for
release to commitied buyers.

Pnior 1o the Acquisition, competition between AspenTech and Hyprotech to develop,
license and support continuous and batch process engineering simulation flowsheet
software and integrated engineering software was direct and vigorous and helped to hold
down prices and to promote product innovation.

IV. Relevant Product Markets

Relevant product markets in which to assess the likely effects of the Acquisition are:

a. continuous process engineering simulation flowsheet software for process
industries,
b. continuous process engineering simulation flowsheet software for upstream oil

and gas process industries;

c. continuous process engineering simulation flowsheet software for downstream
refining process industnies;

d. continuous process engineering simulation flowsheet software for chemical
process industries;

€. continuous process engineering simulation flowsheet software for air separation
process industries;

f. batch process engineering simulation flowsheet software for process industries;
and
g. Integrated engineering software for process industries.



16.

17.

18.

19.

20.

21.

22,

23.

V. Relevant Geographic Market

The relevant geographic market in which to assess the likely effects of the Acquisition in
each of the relevant product markets is the world.

V1. Concentration
Each of the relevant product markets is highly concentrated.
Prior to the Acquisition, AspenTech and Hyprotech were direct and actual competitors in
the development, license and support of continuous and batch process engineering

simulation flowsheet software in each of the relevant product markets. AspenTech and
Hyprotech competed with each other on price and service, and competed through

" innovation to provide software that would enhance the efficiency and performance of

customers’ process plants.

The Acquisition combined the two most significant and closest competitors providing
continuous process engineering simulation flowsheet software. AspenTech documents
admit a share post-acquisition between 67% and 80% of the continuous process
flowsheet market. The Acquisition may create a worldwide dominant firm in continuous
process engineering simulation flowsheet software,

The Acquisition combined the two most significant and closest competitors providing
continuous process engineering simulation flowsheet software to upstream oil and gas
process industries. The Acquisition may create a worldwide dominant firm in continuous
process engineering simulation flowsheet software for upstream oil and gas process
industries,

The Acquisition combined the two most significant and closest competitors providing
continuous process engineering simulation flowsheet software to downstream refining
process industries. The Acquisition may create a worldwide dominant firm in continuous
process engineering simulation flowsheet software for downstream refining process
industries.

The Acquisition combined the two most significant and closest competitors providing
continuous process engineering simulation flowsheet software to chemical process
industries. The Acquisition may create a worldwide dominant firm in continuous process
engineering simulation flowsheet software for chemical process industries.

The Acquisition combined the two most significant and closest competitors providing
continuous process engineering simulation flowsheet software to air separation process
industries. The Acquisition may create a worldwide dominant firm in continuous process
engineering simulation flowsheet software for air separation process industries.



24,

25.

26.

27.

28.

29.

The Acquisition combined the two largest and closest competitors providing batch
process engineenng simulation flowsheet software. The Acquisition may create a
worldwide dominant firm in batch process engineering simulation flowsheet software.

Prior to the Acquisition, AspenTech and Hyprotech were direct and actual competitors in
the development, license and support of integrated engineering software for process
industries. AspenTech and Hyprotech competed with each other on price and service,
and competed through innovation to provide software that would enhance the efficiency
and performance of customers’ process plants.

The Acquisition combined the two firms providing integrated engineering software for
process industries. The Acquisition may create a worldwide dominant firm in integrated
engineering software for process industries.

At the time of the Acquisition, Respondent, Hyprotech and SimSci were the only
providers of a substantial, if not complete, set of features and capabilities in process
engineering simulation software. SimSci had been losing market share to Hyprotech and
AspenTech since the mid-1990s.

VII. Conditions of Entry

Entry into the licensing, sale, development and enhancement of the relevant product
markets would not be timely, hikely or sufficient in its magnitude, character and scope to
deter or counteract anticompetitive effects of the Acquisition. Customers consider
supplier reputation key to purchase decisions in each of the relevant markets. Customers
are reluctant to engage the services of a new entrant because of the potential economic
loss associated with simulation software bugs and potential loss of legacy data. Entry 1s
difficult because of the substantial cost and time needed to develop, validate and establish
a reputation for reliability.

VIII. Anticompetitive Effects of the Acquisition

The Acquisition may substantially lessen competition in the following ways, among
others:

a. it eliminates actual, direct and substantial competition between AspenTech and
Hyprotech, which both had the ability and incentive to compete, and before the
acquisitions did compete, on price and product development and enhancements;

b. it increases the level of concentration in the relevant markets;

c. it eliminates price competition between AspenTech and Hyprotech and may lead
to reduced price competition, leading to increased prices;



30.

31.

32.

it eliminates innovation competition between AspenTech and Hyprotech and may
lead to reduced innovation competition, withholding or delaying product
development and enhancements;

it enhances AspenTech’s power to raise prices above a competitive level;

it may give AspenTech market power in the relevant markets;

it may allow AspenTech unilaterally to exercise market power in the relevant
markets, through the combination of AspenTech and Hyprotech, the two closest

competitors on price and innovation;

it prevents other suppliers of process engineering or supply chain software from
acquiring Hyprotech and increasing competition; and

it creates a single entity that could undermine the ability of open standard setting
organizations to decrease barriers to entry, thereby limiting inmovation and third-

party entry to provide niche applications except with AspenTech approval.

IX. Violation Charged

The allegations contained in paragraphs 1 through 29 are repeated and realleged as
though fully set forth here.

The effect of the Acquisition may be substantially to lessen competition or tend to create
a monopoly in violation of Section 7 of the Clayton Act, as amended, 15 U.S.C. § 18, and
Section 5 of the FTC Act, as amended, 15 U.S.C. § 45.

Respondent’s acquisition of Hyprotech will continue to cause, absent the relief described
in the attached Notice of Contemplated Relief, the anticompetitive effects identified

NOTICE

Proceedings on the charges asserted against you in this complaint will be held before an

Administrative Law Judge (“ALJ”) of the Federal Trade Commission, under Part 3 of the
Commission’s Rules of Practice, 16 C.F.R. § 3.1 et seq. A copy of Part 3 of the Rules is
enclosed with this complaint.

You may file an answer to this complaint. Any such aniswer must be filed within 20 days

after service of the complaint on you. If you contest the complaint’s allegations of fact, your
answer must concisely state the facts constituting each ground of defense, and must specifically
admit, deny, explain, or disclaim knowledge of each fact alleged in the complaint. You will be
deemed to have admitted any allegations of the complaint that you do not so answer.



If you elect not to contest the allegations of fact set forth in the complaint, your answer
shall state that you admit all of the material allegations to be true. Such an answer shall
constitute a waiver of hearings as to the facts alleged in the complaint and, together with the
complaint, will provide a record basis on which the ALJ will file an initial decision containing
appropnate findings and conclusions and an appropriate order disposing of the proceeding. Such
an answer may, however, reserve the right to submit proposed findings and conclusions and the

right to appeal the initial decision to the Commission under Section 3.52 of the Commission’s
Rules of Practice.

If you do not answer within the specified time, you waive your right to appear and
contest the allegations of the complaint. The ALJ is then authorized, without further notice 1o
you, to find that the facts are as alleged in the complaint and to enter an initial decision and a
cease and desist order.

The ALJ will schedule an initial prehearing scheduling conference to be heid not later
than 14 days after the last answer is filed by any party named as a respondent in the complaint.
Unless otherwise directed by the ALJ, the scheduling conference and further proceedings will
take place at the Federal Trade Commission, 600 Pennsylvania Avenue, N.W., Washington, D.C.
20580. Rule 3.21(a) requires a meeting of the parties’ counsel as early as practicable before the
prehearing scheduling conference, and Rule 3.31(b) obligates counsel for each party, within §
days of receiving a respondent’s answer, to make certain intial disclosures without awaiting a
formal discovery request.

A hearing on the complaint will begin on November 6, 2003, in Room 532, or such other
date as determined by the ALJ. At the hearing, you will have the right to contest the allegations
of the complaint and to show cause why a cease and desist order should not be entered against
you.

NOTICE OF CONTEMPLATED RELIEF

Should the Commission conclude from the record developed in any adjudicative
proceedings in this matter that the acquisition challenged in this proceeding violates Section 7 of
the Clayton Act, as amended, or Section 5 of the Federal Trade Commission Act, as amended,
the Commission may order such relief against respondent as is supported by the record and is
necessary and appropriate. Such relief may include, but 1s not limited to, an order to:

1. Cease and desist from any action to effect the acquisition or contmued holding by
AspenTech of any assets or businesses of Hyprotech.

2. Rescind the acquisition.

3. Reestablish two distinct and separate, viable and corripeting businesses, one of which
’ shall be divested by AspenTech to a buyer acceptable to the Commission, engaged in the
design, license and continued development and support of all of the lines of commerce



alleged in the complaint, including but not limited to:

a. divesting all Hyprotech software, inteliectual property, contract rights, and other
assets for the operation of such business, including but not limited to all
Hyprotech applications, features, enhancements, and library functions for all
operating systems and computer platforms, source code, object libraries,
executable programs, model development, test problems, test results,
development support software, trade secrets, trademarks, patents, know-how,
interfaces with complementary software, APIs, manuals, guides, reports, and
other documentation;

b. divesting, replacing and reconstituting all research and development,
improvements to existing products and new products developed by AspenTech or
Hyprotech, and such other businesses as necessary to ensure each of their
viability and competitiveness 1n the lines of commerce alleged in the complaint
and each possessed;

c. reconstituting and divesting customer contracts; and

d. facilitating the acquirers’ recruitinent of Respondent’s employees, including but
not limited to providing employee hists, personnel files, opportunities to interview
and negotiate with the acquirers, eliminating any restriction on or disincentives to
accepting employment with the acquirers, and providing incentives for such
employees to accept employment with the acquirers,

Destroy any copies of Hyprotech intellectual property, including source code and
executable code.

Prohibit the use of any Hyprotech competitive or technologic‘al information gained since
the Acquisition.

Cease and desist from any horizontal agreements with competitors to prevent or deter
standard setting organizations from adopting standards to benefit consumers of products
covered under the appropriate standards; provided that no relief shall require the
competing companies to participate in any standard setting activity.

For a defined period, not restrict, preclude or influence a supplier of complementary
software or services from dealing with the acquirers or the acquirers’ products.

Provide such other or additional relief as is necessary to ensure the creation of one or
more viable, competitive independent entities to compete against AspenTech in the
manufacture and sale of relevant products with features and capabilities at least equal to
those offered by Hyprotech prior to the Acquisition.



9. Require AspenTech to provide the Commission with notice in advance of the acquisition
of the assets or securities of, or any other combination with, any person engaged in the
manufacture or sale of any relevant product.

WHEREFORE, THE PREMISES CONSIDERED, the Federal Trade Commission on this
sixth day of August, 2003, issues its complaint against said Respondent.

By the Commission, Commissioner Harbour not participating.

Donald S. Clark
Secretary
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UNITED STATES OF AMERICA
BEFORE FEDERAL TRADE COMMISSION

COMMISSIONERS: Deborah Platt Majoras, Chairman
Orson Swindle
Thomas B. Leary
Pamela Jones Harbour
Jon Leibowitz

In the Matter of Docket No. 9310
ASPEN TECHNOLOGY, INC.,

: DECISION AND ORDER
a corporation,

[Public Record Version]

The Federal Trade Commission (“Commission’) having heretofore issued its complaint
charging Aspen Technology, Inc. (“Respondent™), with violations of Section 5 of the Federal
Trade Commission Act, as amended, and Section 7 of the Clayton Act, as amended, and
Respondent having been served with a copy of that complaint, together with a notice of
contemplated relief, and Respondent having answered the complaint denying said charges but
admutting the jurisdictional allegations set forth therein; and

The Respondent, its attorneys, and counsel for the Commission having thereafter
executed an agreement containing a consent order, an admission by the Respondent of all the
Jjunisdictional facts set forth in the complaint, a statement that the signing of said agreement is for
settlement purposes only and does not constitute an admission by Respondent that the law has
been violated as alleged in such complaint, or that the facts as alleged in such complaint, other
than jurisdictional facts, are true and watvers and other provisions as required by the
Commission’s Rules; and

The Secretary of the Commuission having thereafter withdrawn the matter from
adjudication in accordance with § 3.25(c) of its Rules; and

The Commission having thereafter considered the matter and having thereupon accepted
the executed consent agreement and placed such agreement on the public record for a period of
thirty (30) days, now in conformity with the procedure prescribed in § 3.25(f) of its Rules, the
Commmission hereby makes the following jurisdictional findings and enters the following Order:



Aspen Technology, Inc., is a corporation organized, existing and doing business under
and by virtue of the laws of the State of Delaware, with its principal place of business
located at Ten Canal Park, Cambridge, Massachusetts 02141.

The Federal Trade Commission has jurisdiction of the subject matter of this proceeding
and of the Respondent, and the proceeding is in the public interest.

ORDER

L.

IT IS ORDERED that, as used in this Order, the following definitions shall apply:

A

“AspenTech” or “Respondent” means Aspen Technology, Inc., its directors,
officers, employees, agents, representatives, predecessors, successors, and
assigns; its joint ventures, subsidiaries, divisions, groups and affiliates controlled
by Aspen Technology, Inc., and the respective directors, officers, employees,
agents, representatives, successors, and assigns of each.

“Acquisition” means Respondent’s acquisition of Hyprotech on or about May 31,
2002.

“AEA Partnership Agreement” means the AXSYS.Integrity Development
Partnership Agreement, dated July 26, 2001, between AEA Technology ple, and
Respondent under which AEA Technology plc, licenses Integrity Modules, as
defined therein, to Respondent.

- “AXSYS” means AXSYS collaborative engineering Software and other products

for collaborative engineering and knowledge management for plant engineering
and design automation inchuding but not limited to AXSYS.Engine,
AXSYS.Process, AXSYS.Integrity, AXSYS.Server, and PlantSchema and the
associated Interfaces.

“AXSYS Assets” means the following:

1. all of Respondent’s interests in and rights to all Software and other
products (including all development work in process for existing and
proposed or terminated products) comprising the AXSYS collaborative
engineering and knowledge management software solution for plant
engineering and design automation, including but not limited to:

a. AXSYS Engine, AXSYS.Process, AXSYS.Integrity,
AXSYS.Server, and PlantSchema; and
b. all associated Interfaces, including but not limited to process,



sizing, and costing interfaces;

all inventories (including but not limited to all inventories of finished
AXSYS products and all development work) of the AXSYS Business, and

the computer equipment listed in Schedule 1.2 of the Bentley Purchase
Agreement;

a copy of all books, records, and financial files relating to the AXSYS
Business;

all rights to all licenses, license agreements, and customer contracts
described in Section 4,10 of the Disclosure Statement of the Bentley
Purchase Agreement, including the AEA Partnership Agreement;

all Owned Intellectual Property Rights used solely in the operation of
AXSYS Business;

a non-exclusive right to all Owned Intellectual Property Rights used both
in AXSYS and in other of Respondent’s Software and other products;

rights to all Licensed Intellectual Property Rights necessary to the
operation of the AXSYS Business; provided, however, that, after
divestiture to the Commission-approved Acquirer, Respondent shall not be
responsible for payment of any fees or charges associated with the
Commission-approved Acquirer’s use of the Licensed Intellectual
Property;

for material relating solely to the AXSYS Business, all marketing and
sales materials used anywhere in the world, including but not limited to all
advertising materials, traimng materials (including all electronic files of
training materials), sales materials (including product data, price lists, and
mailing lists), promotional and marketing materials, marketing
information, educational materials, competitor information (including
research data, market intelligence reports, and statistical programs),
customer information (including customer sales information, customer
lists, customer files, customer contact information, and customer support
log data bases), sales forecasting models, Website content, and advertising
and display materials, provided, however, that Respondent may retain a
copy of such material to the extent necessary for tax, accounting, or legal
purposes, including as required by applicable laws and regulations; and



9. for material relating both to the AXSYS Business and to other of
Respondent’s businesses, a copy of all marketing and sales materials used
anywhere 1n the world to the extent such materials relate to the AXSYS
Business, including but not limited to all advertising materials, training
materials (including all electronic files of training matenials}, sales
materials (including product data, price lists, and mailing lists),
promotional and marketing materials, marketing information, educational
matenals, competitor information (including research data, market
intelligence reports, and statistical programs), customer information
(including customer sales information, customer lists, customer files,
customer contact information, and customer support log data bases), sales
forecasting models, Website content, and advertising and display
materials.

*AXSYS Assets” shall not inciude:
1. items listed in Schedule 1.3 of the Bentley Purchase Agreement;

2. except to the extent used solely in the AXSYS Business, business names,
registered and unregistered trademarks, service marks, trade names, logos,
Internet domain names, and corporate names and applications,
registrations and renewals related thereto (or portions thereof), and
assoctated goodwill;

3. rights to third-party Intellectual Property that the Commission-approved
Acquirer either has or obtains independent of its acquisition of the
AXSYS Assets;

4. any other of Respondent’s products that Interface with AXSY'S; and

5. contracts for support and maintenance services with customers who have
not consented, or because of contractual constraints cannot consent, to the
assignment of the contract to the Commission-approved Acquirer;
provided, however, that if the Commission-approved Acquirer provides
maintenance relating to AXSYS to these customers, then Respondent shall
transfer all such maintenance payments due pursuant to the contracts to
the Comrmussion-approved Acquirer.

“AXSYS Business” means the business of researching, developing, designing,
marketing, selling, licensing, providing, maintaining, servicing, supportmg,
improving, enhancing, and updating AXSYS.



“Bentley” means Bentley Systems, Incorporated, a corporation organized,
existing, and doing business under and by virtue of the laws of the State of
Delaware, with its offices and principal place of business locatcd at 685 Stockton
Drive, Exton, PA, 19341,

“Bentley Purchase Agreement” means the Asset Purchase Agreement by and
among Bentley Systems, Incorporated, and Respondent, dated May 22, 2004, and
includes all schedules, exhibits, and ancillary agreements, attached as
Confidential Appendix B.

“CAPE-OPEN Standards,” “CAPE-OPEN Thermo and Units Standards,” and
“CAPE-OPEN Thermo Standard” mean the uniform standards for mnterfacing
process modeling software components developed specifically for the design and
operation of chemical processes developed by CAPE-OPEN, currently operating
as the CAPE-OPEN Laboratories Network (“CO-LaN"), a Standard-Setting
Organization in the process simulation and optimization industry,

“Commission’ means the Federal Trade Commission.

“Commission-approved Acquirer” means (1) any acquirer of the Engineering
Software Assets approved by the Commission pursuant to Paragraphs I1. or VI, of
this Order, or (2) any acquirer of the AXSYS Assets approved by the Commission
pursuant to Paragraphs [II. or VI. of this Order, including Bentley.

“Defect” means a material error in programming logic or documentation in the
Hyprotech Process Engineering Simulation Software attributable to Respondent
that prevents the performance of a principal computing function as set forth in
Respondent’s published specifications for the Hyprotech Process Engineering
Simulation Software.

“Delivered Intellectual Property” means Intellectual Property relating to the
Hyprotech Process Engineering Simulation Software that is transferred pursuant
to this Order, in the form such software is delivered by Respondent to the
Commuission-approved Acquirer of the Engineering Software Assets as of the date
of delivery (without modification of any kind by any Person other than
Respondent).

“Divestiture Agreement” means any agreement or agreements approved by the
Commission pursuant to which Respondent or a trustee divests assets as required
by this Order.

“Engineering Software Assets” means OTS Assets and Hyprotech Process
Engineering Simulation Software Assets,



“Hyprotech” means Hyprotech, Ltd., which, prior to May 31, 2002, was a wholly-
owned operating division of AEA Technology plc, a corporation organized,
existing, and doing business under and by virtue of the laws of the United
Kingdom and, subsequent to the Acquisition, became a wholly-owned subsidiary
of Respondent, and includes all subsidiaries.

“Hyprotech Process Engineering Simulation Software” means the Hyprotech
family of products, which includes the products and interfaces sold or licensed
under the HYSYS name and the related batch process development, conceptual
engineering, heat exchanger and hydraulics software identified in Appendix A(1),
but shall not include the products identified in Appendix A(2).

“Hyprotech Process Engineering Simulation Software Assets” means the
following:

1. all of Respondent’s interests in and rights to all Software and other
products (including all development work in process for existing and
proposed or terminated products) comprising Hyprotech Process
Engineering Simulation Software;

2. all Owned Intellectual Property Rights used solely in the operation of the
. Hyprotech Process Engineering Simulation Software Business;

3. a non-exclusive right to all Owned Intellectual Property Rights used both
in Hyprotech Process Engineering Simulation Software and other of
Respondent’s Software and other products;

4. rights to all Licensed Intellectual Property Rights relating to Software
embedded in Hyprotech Process Engineering Simulation Software;
provided, however, that, after divestiture to the Commission-approved
Aquirer, Respondent shall not be responsible for payment of any fees or
charges associated with the Commission-approved Acquirer’s use of the
Licensed Intellectual Property;

5. a license to use trademarks owned by Respondent to the Hyprotech
Process Engineering Simulation Software products for a period of one
(1) year from the date of divestiture of the Hyprotech Process Engineering
. Simulation Software Assets;

6. a copy of all marketing and sales materials used anywhere in the world to
the extent such materials relate to the Hyprotech Process Engineering
Simulation Software Business, including but not limited to all advertising
materials, training materials (including all ¢lectronic files of training
materials), sales materials, promotional and marketing materials,
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marketing information, educational materials, Website content, and
advertising and display matenals; and

a list of all Hyprotech Process Engineering Simulation Software customers
as of the date of the Acquisition and, if different, as of the date of
divestiture of the Hyprotech Process Engineering Simulation Software
Assets, including the name and address of the customer; the name of a
contact person, and his or her mailing address, e-mail address, and
telephone number; the products licensed or serviced; and the termination
date of the customer’s contract.

“Hyprotech Process Engineering Simulation Software Assets” shall not include:

1.

any business names, registered and unregistered trademarks, service
marks, trade names, logos, Internet domain names, and corporate names
and applications, registrations and renewals related thereto (or portions
thereof), and associated goodwill,

any other of Respondent’s products that Interface with Hyprotech Process
Engineering Simulation Software;

rights to third-party Intellectual Property that the Commission-approved
Acquirer cither has or obtains independent of its acquisition of the
Hyprotech Process Engineering Simulation Software Assets; and

materials related to the pricing or discounting of Hyprotech Process
Engineering Simulation Software, including but not limited to pricing or
discount lists, plans, policies, practices, forecasts, strategies, or analyses.

“Hyprotech Process Engineering Simulation Software Business” means the
business of researching, developing, designing, marketing, selling, licensing,
providing, maintaining, supporting, improving, and updating Hyprotech Process
Engineering Simulation Software.

“Intellectual Property” means all of the following throughout the world:

1.

all patents, patent applications and patent disclosures and utility models,
together with all re-issuances, continuations, continuations-in-part,
revisions, extensions, and re-examinations thereof;

copyrightable works, copyrights and applications, registrations and
renewals related thereto;

know-how, trade secrets, improvements, designs, techniques, and



Processes,

4. business names, registered and unregistered trademarks, service marks,
trade names, logos, Internet domain names, and corporate names and
applications, registrations and renewals related thereto (or portions
thereof), and associated goodwill; and

5. all other inteliectual property rights of a proprietary nature, including but
not limited to derivative rights.

“Interface” means (1) (as a noun) the language and codes that two independent
Software applications use to communicate with each other and with the hardware;
and (2) (as a verb) to connect with or interact with by means of the language and
codes that two independent Software applications use to communicate with each
other and with the hardware.

“Licensed Intellectual Property Rights” means all of Respondent’s sublicensable
interests in and rights to Intellectual Property that is licensed to Respondent by
any third person pursuant to an agreement under which Respondent has the right
to grant a sublicense to a Commission-approved Acquirer.

“New Product” means any product, technology, innovation, or module that is not
available from Respondent as part of its standard support and maintenance
agreements.

“OTS Assets” means the following:

I all of Respondent’s interests in and rights to all Software and other
products (including all development work in process for existing and
proposed or terminated products) and associated Interfaces identified in
Appendix A(3);

2. all inventories (including but not limited to all inventories of finished
products and all development work relating to the products 1dentified in
Appendix A(3)) of the OTS Business, and the equipment and other
tangible personal property necessary to the operation of the OTS Business;

3. a copy of all books, records, and financial files relating to the OTS
Business;

4. all customer contracts relating solely to the OTS Business;

5. subcontracted rights to perform and receive payment for all operator

training services and Software (and only to the extent such rights to



10.

perform and receive payments are for operator training services and
Software) included in customer contracts that also include rights to
perform and receive payment for other of Respondent’s Software or other
products;

all Owned Intellectual Property Rights used solely in the operation of the
OTS Business;

a non-exclusive right to all Owned Intellectual Property Rights used both
in the Software and other products described in Paragraph [.X.1 and in
other of Respondent’s Software and other products;

rights to all Licensed Inteliectual Property Rights necessary to the
operation of the OTS Business; provided, however, that, after divestiture
to the Commission-approved Acquirer, Respondent shall not be
responsible for payment of any fees or charges associated with the
Commussion-approved Acquirer’s use of the Licensed Intellectual
Property;

for material relating solely to the OTS Business, all marketing and sales
materials used anywhere in the world, including but not limited to all
advertising materials, training materials (including all electronic files of
training materials), sales materials (including product data, price lists, and
mailing lists), promotional and marketing materials, marketing
information, educational materials, competitor information {(including
research data, market intelligence reports, and statistical programs),
customer information (including customer sales information, customer
lists, customer files, customer contact information, and customer support
log data bases), sales forecasting models, Website content, and advertising
and display materials; provided, however, that Respondent may retain a
copy of such material to the extent necessary for tax, accounting, or legal
purposes, including as required by applicable laws and regulations; and

for material relating both to the OTS Business and to other of
Respondent’s businesses, a copy of all marketing and sales materials used
anywhere in the world to the extent such materials relate to the OTS
Business, including but not limited to all advertising materials, training
materials (including all electronic files of training materials), sales:
materials (including product data, price lists, and mailing lists),
promotional and marketing materials, marketing information, educational
materials, competitor information (including research data, market
intelligence reports, and statistical programs), customer information
(including customer sales information, customer lists, customer files,
customer contact information, and customer support log data bases), sales



BB.

CC.

forecasting models, Website content, and advertising and display
materials.

“OTS Assets” shall not include:

1. rights to third-party Intellectual Property that the Commission-approved
Acquirer either has or obtains independent of its acquisttion of the OTS
Assets;

2. any of Respondent’s other products that Interface with the Software and

other products described in Paragraph 1.X.1.; and

3. except to the extent used solely in the OTS Business, business names,
registered and unregistered trademarks, service marks, trade names, logos,
Internet domain names, and corporate names and applications,
registrations and renewals related thereto (or portions thereof), and
associated goodwill.

“OTS Business” means Respondent’s business of researching, developing,

- designing, marketing, licensing, selling, providing, maintaining, servicing,

supporting, improving, enhancing, and updating software and providing services
to the extent used for the development and implementation of a computer system
connected to a real or emulated distributed control system that simulates by use of
dynamic simulation models the performance and reactions of a designated process
plant for the training of process plant operators.

“Owned Intellectual Property Rights™ means all of Respondent’s interests in and
rights to Intellectual Property that is owned by Respondent.

“Person” means any natural person, partnership, corporation, company,
association, trust, joint venture or other business or legal entity, including any
governmental agency.

“Release” means the following: (1) new versions of a Software product and

related documentation with new features and/or significant enhancements or
(2) revisions to a version of a Software product and related documentation with
changes and/or Defect corrections, which, in each case, AspenTech makes
generally available to its customers as part of its standard support and
maintenance services without any separate charge. “Release” shall not include
“New Product.”

“Software” means any type of computer code, including but not limited to, source

code, object code, executable programs, software scripts, modules, add-ons,
patches, bug fixes, library functions, object libraries, test programs, testing and

10



DD.

EE.

FF.

GG.

quality control information (including lists of known bugs), test results, regression
test software, enhancements, customization, development tools, development
environments, and proprietary programnung languages.

“Specified Proceedings” means the following:

1. the arbitration proceeding pending in London before Philip Naughton, or
his successor, between KBC Advanced Technologies plec and KBC
Advanced Technologies, Inc., on the one hand, and AEA Technology ple,
Hyprotech, Ltd., and Hyprotech, Inc., on the other hand, for which an
award was issued on or about April 22, 2004; and

2. any governmental proceedings, and any orders or judgments issued in
connection with the above proceeding, relating to or arising out of such
arbitration, including without limitation the Interlocutory Order signed
and filed on or about May 7, 2004 in the matter captioned KBC Advanced
Technologies plc and KBC Advanced Technologies, Inc. v. AEA
Technology plc, Hyprotech, Ltd., and Hyprotech, Inc. pending before the
District Court of Harris County, Texas, Cause No. 2002-44783.

“Standard-Setting Organization” means any formal group, organization,
association, membership or stock corporation, or other entity that, through
voluntary participation of interested or affected parties, is engaged in the
development, promulgation, promotion or monitoring of product or process
standards for the process simulation and optimization industry, or any segment
thereof, anywhere in the world.

“Third-party Developer” means an entity, other than Respondent, the

" Commission-approved Acquirer of the AXSYS Assets, or their respective

customers, that is engaged in the development of Software for process industries.

“Zygad” means the AspenTech software that integrates front-end engineering
processes with the management of process data-and knowledge.
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II.

IT IS FURTHER ORi)ERED that:

A

Respondent shall either:

l. (a) divest the Engineering Software Assets, absolutely and in good faith,
and at no minimum price, only to an acquirer that receives the prior
approval of the Commission and only in a manner that receives the prior
approval of the Commission, no later than ninety (90) days after this Order
becomes {inal; and (b) submit to the Commission, pursuant to Rule 2.41(f)
of the Commission’s Rules of Practice, a complete application (including
an executed purchase agreement) for approval of the divestiture required
by Paragraph 1., no later than five (5) days after this Order becomes final,

or

2. if Respondent has not submitted to the Commission a complete
application in compliance with Paragraph I1.A.1. above, divest the
Engineering Software Assets, absolutely and in good faith, and at no
minimum price, no later than sixty (60) days after this Order becomes
final, only to an acquirer that receives the prior approval of the
Commission and only in a manner that receives the prior approval of the
Commission;

provided, however, that Respondent shall have a right to obtain from the
Commission-approved Acquirer: (1) for any purpose, a perpetual, world-wide,
royalty-free right to prepare derivative works of, modify, enhance, improve,
maintain, support, make, have made, use, develop, reproduce, demonstrate,
promote, sell, offer to sell, distribute, transmit, and import Hyprotech Process
Engineering Simulation Software products (in source code form, object code
form, executable code form, or any other applicable form) and all Owned
Intellectual Property used solely in the operation of the Hyprotech Process
Engineenng Simulation Software Business; and (2) for any purpose other than the
OTS Business, a perpetual, world-wide, royalty-free right to prepare denvative
works of, modify, enhance, improve, maintain, support, make, have made, use,
develop, reproduce, demonstrate, promote, sell, offer to sell, distribute, transmat,
and import MUSIC and OTISS (in source code form, object code form,
executable code form, or any other applicable form).

Any Divestiture Agreement between Respondent and the Commission-approved

Acquirer shall be deemed incorporated into this Order, and any failure by
Respondent to comply with any term of such Divestiture Agreement shall
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constitute a failure to comply with this Order.

Prior to the date of divestiture of the Engineering Software Assets to the
Comnussion-approved Acquirer, Respondent shall secure all consents, approvals,
and waivers from all Persons (other than Respondent or the Commission-
approved Acquirer) that are necessary for the divestiture of the Engineering
Software Assets to the Commussion-approved Acquirer or for the continued use,
development, designing, enhancement, improvement, production, licensing, sale,
marketing, distribution, or servicing of the Engineering Software Assets by the
Commussion-approved Acquirer. In the event that Respondent is unable to satisfy
all conditions necessary to divest any intangible asset as contemplated in this
Order, Respondents shall: (1) with respect to permits, licenses, or other rights
granted by governmental authorities (other than patents), provide such assistance
as the Commission-approved Acquirer may reasonably request in the
Commission-approved Acquirer’s efforts to obtain comparable permits, licenses
or rights, and (2) with respect to all other intangible assets, including but not
limited to Software, Intellectual Property (including patents), or contractual
nghts, substitute functionally equivalent assets or arrangements, subject to the
approval of the Commission.

Respondent shall:

1. for two (2) years following the date of divestiture of the Engineering
Software Assets, at no additional cost to the Commission-approved
Acquirer of the Engineering Software Assets, provide the Commission-
approved Acquirer with all Releases (in source, object, and executable
code form and including all related documentation) for Respondent’s
Hyprotech Process Engineering Simulation Software. Respondent shall
ship Releases in source, object, and executable code form to the
Commission-approved Acquirer of the Engineering Software Assets on or
before the same date as Respondent ships such Releases to Respondent’s
manufacturing vendor for mass production of such Releases; provided,
however, that, notwithstanding the above, Respondent shall provide any
Releases, the sole purpose of which is to correct Defects, to the
Commission-approved Acquirer of the Engineering Software Assets on or
before the same date that such Releases are provided to Respondent’s
customers; and

2. no later than fourteen (14) days after the end of the two-year period
described in Paragraph I1.D.1, deliver to the Commission-approved
Acquirer of the Engineering Software Assets a copy of the Releases for
Respondent’s Hyprotech Process Engineering Simulation Software in
source, object, and executable code form that are under development by
Respondent as such Releases exist on the second anniversary of the date
of divestiture of the Engineering Software Assets.
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E. For two (2) years following the date of divestiture of the Engineering Software
Assets, Respondent shall provide to the Commission-approved Acquirer of the
Engineering Software Assets, upon reasonable notice and at reasonable times and
levels, personnel, information, assistance, advice or training relating to Hyprotech
Process Engineering Simulation Software as necessary or appropriate to
effectuate the purposes of this Order. Respondent shall not charge the
Commission-approved Acquirer of the Engineering Software Assets more than
Respondent’s own direct, out-of-pocket expenses of labor and travel in providing
such services, not including overhead or administrative expenses.

F. Respondent shall, for a period of two (2) years from the date of divestiture of the
Engineering Software Assets:

1. allow any customer who uses Hyprotech Process Engineering Simulation
Software, without penalty, to:

a. modify its current agreements with Respondent to allow for
renewal of annual software maintenance and support with respect
to less than the complete range of products covered by the current
agreements and to allocate fees for the products remaimng in the
agreement on a pro rata basis, to enable such customer to deal with
the Commission-approved Acquirer; and

b. obtain additional copies of Software from the Commission-
approved Acquirer of the Engincering Software Assets without
effecting a termination of an existing license agreement or
maintenance and support services agreement with Respondent with
respect to Software licensed by Respondent; provided, however,
that Respondent shall not be under any obligation to provide
maintenance and support services with respect to software licensed
to customers by the Commission-approved Acquirer.

2. remove any license impediment or grant any requisite intellectual property
rights to allow the Commuission-approved Acquirer of the Engineering
Software Assets:

a. to provide software maintenance and support services for Software
that has been installed by Respondent; and/or

b. upon expiration of the customer’s license agreement with
Respondent, to grant new licenses to the Hyprotech Process
Engineering Simulation Software installed on its computers
without requiring the deletion and re-installation of such Software.
G. Respondent shall, within fourteen (14) days after the date of the divestiture of the
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Hyprotech Process Engineering Simulation Software Assets:

1. provide notice cither by electronic mail or by first class mail to all of
Respondent’s customers of Hyprotech Process Engineering Simulation
Software of their rights as set forth in this Paragraph 11.; such notice to the
Hyprotech Process Engineering Simulation Software Customers shall be
made by means of a letter in the form of Appendix C to this Order; and

2. and for a penod of six (6) months from the date of posting, post a notice,
prominently displayed in the top portion of Respondent’s home page of its
web site, immediately below any header information, that provides a link
to the complete copy of the complaint and Order in this matter in Adobe
Portable Document Format.

Respondent shall indemnify the Commission-approved Acquirer of the
Engineering Software Assets in respect of, and hold the Commission-approved
Acquirer of the Engineering Software Assets harmless against, any and all
liabilities, monetary damages, fines, fees, penalties, costs, and expenses incurred
or suffered by the Commission-approved Acquirer of the Engineering Software
Assets from any claims, liabilities, or obligations relating to or arising out of the
Specified Proceedings, including any claims that would restrict, or attempt to
restrict, the use of the Engineering Software Assets.

In the event that the use of the Delivered Intellectual Property by the
Commission-approved Acquirer is held in the Specified Proceedings to infringe
any intellectual property rights of a party to the Specified Proceedings (or
constitute the misappropriation of a trade secret of a party to the Specified
Proceedings) and the use of such Delivered Intellectual Property is enjoined, or
Respondent or the Commission-approved Acquirer of the Engineering Software
Assets reasonably believes that it is likely to be found to infringe or constitute a
misappropriation or likely to be enjoined, then Respondent shall, at 1ts sole cost
and expense, either (at the option of Respondent):

1. procure from a party to the Specified Proceedings the nght for the
Commission-approved Acquirer of the Engineering Software Assets {(and
its then-existing, and any future, licensees) to (or to continue 10) design,
sell, offer for sale, manufacture, reproduce, distribute, develop, modify,
create derivative works of, display, perform, import, export, and use the
Delivered Intellectual Property,

2. modify such Delivered Intellectual Property so that it becomes non-
infringing or no longer constitutes a misappropriation or otherwise falls
outside the subject matter of the Specified Proceedings, without affecting
the basic functionality of such Delivered Intellectual Property; or
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replace the applicable Delivered Inteliectual Property with a new item that
does not infringe or constitute a misappropriation or otherwise falls
outside the subject matter of the Specified Proceedings, and that 1s
functionally equivalent to the applicable Delivered Intellectual Property.

Notwithstanding anything to the contrary in Paragraphs II.H. and 11.1,,
Respondent shall have no obligation or liability under Paragraphs I1.H. or I1.1. for
any claim of infringement arising from:

1.

any combination of the Delivered Intellectual Property with any other
product or technology not supplied by Respondent, where such
infringement would not have occurred but for such combination,;

the adaptation or modification of the Delivered Intellectual Property by

-any Person other than a Person employed by Respondent at the time of the

adaptation of modification, where such infringement would not have
occurred but for such adaptation or modification,

the use of the Delivered Intellectual Property in an application for which it
was not designed or intended, where such infringement would not have
occurred but for such use; or '

a claim based on intellectual property rights (other than the Delivered
Intellectual Property) owned by the Commission-approved Acquirer of the
Engineering Software Assets or any of its Affiliates.

The purpose of the divestiture of the Engineering Software Assets is to allow the
Commission-approved Acquirer to engage in the continued development and
licensing of Hyprotech Process Engineering Simulation Software and to remedy
the lessening of competition as alleged in the Commission’s complaint in the
markets for: (1) continuous process engineering simulation flowsheet software
for process industries and smaller markets contained therein, and (2) batch
process engineering simulation flowsheet software for process industries.
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HI.

IT IS FURTHER ORDERED that: '

A.

Respondent shall divest the AXSYS Assets to Bentley, absolutely and in good
faith, no later than ten (10) days after the Commission places the Agreement
Containing Consent Order on the public record (but no earlier than the day after
the Commission places the Agreement Containing Consent Order on the public
record), pursuant to and in accordance with the Bentley Purchase Agreement
(which agreement shall not vary or contradict, or be construed to vary or
contradict, the terms of this Order, it being understood that nothing in this Order
shall be construed to reduce any rights or benefits of Bentley pursuant to the
Bentley Purchase Agreement or to reduce any obligations of Respondent under
such agreement).

If, at the time the Commission determines to make this Order final, the
Commission notifies Respondent in writing that Bentley is not an acceptable
purchaser of the AXSYS Assets.or that the manner in which the divestiture was

accomplished is not acceptable, then, after receipt of such written notification,
Respondent shall:

1. immediately notify Bentley of the notice received from the Commission;

2. effect a termination of the Divestiture Agreement, a rescission of the
acquisition, and a transfer of the AXSYS Assets no later than ten (10)
business days from the date of receipt of the Commission’s notice; and

3. divest the AXSYS Assets, absolutely and in good faith at no minimum
price, to an acquirer that receives the prior approval of the Commission
and in a manner that receives the prior approval of the Commission no
later than six (6) months from the date of receipt of the Commission’s
notice.

Unless the Commission rejects it pursuant to Paragraph I11.B., the Bentley
Purchase Agreement, attached as Confidential Appendix B and made a part of this
Order, shall be incorporated by reference into this Order, and failure by
Respondent to comply with any term of the Bentley Purchase Agreement (or
other Divestiture Agreement, as applicable} shall constitute a failure to comply
with this Order.

Prior to the date of divestiture of the AXSYS Assets to the Commission-approved
Acquirer, Respondent shall secure all consents, approvals, and waivers from all
Parties (other than Respondent or the Commission-approved Acquirer) that are
necessary for the divestiture of the AXSYS Assets to the Commission-approved
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Acquirer or for the continued use, development, enhancement, improvernent,
production, sale, marketing, distribution, or servicing of the AXSYS Assets by
the Commission-approved Acquirer. In the event that Respondent is unable to
satisfy all conditions necessary to divest any intangible asset, Respondents shall:
(1) with respect to permits, licenses, or other rights granted by governmental
authorities (other than patents), provide such assistance as the Commission-
approved Acquirer may reasonably request in the Comumission-approved
Acquirer’s efforts to obtain comparable permits, licenses or rights, and (2) with
respect to all other intangible assets, inciuding but not limited to Software,
Intellectual Property (including patents), or contractual nghts, substitute
functionally equivalent assets or arrangements, subject to the approval of the
Commussion.

For a period of five (5) years from the date of divestiture of the AXSYS Assets,
Respondent shall provide to the Commission-approved Acquirer of the AXSYS
Assets access to all Releases (and all related data and documentation) of
Respondent’s products (including Respondent’s process simulators) that Interface
with any AXSYS product, at least as early as, and on at least as favorable terms
as, offered by Respondent to any Third-party Developer.

Respondent shall provide to the Commission-approved Acciuirer of the AXSYS
Assets support on all Interfaces to Respondent’s products relating to the AXSYS
products on the following terms:

1. for a period of two (2) years following the date of divestiture of the
AXSYS Assets to the Commission-approved Acquirer, at no cost; and

2. thereafter, for a period of not less than the maximum duration of any term
license assumed by the Commission-approved Acquirer, on at least as
favorable terms as offered by Respondent to any Third-party Developer.

Respondent shall, within fourteen (14) days after the date of the divestiture of the
AXSYS Assets, provide notice either by electronic mail or by first class mail to
all customers of Respondent with license rights to AXSYS or Zyqad by means of
a letter in the form of Appendix D to this Order. Respondents shall attach to or
enclose in that notice a complete copy of the complaint and Order in this matter.

The purpose of the divestiture is to ensure the continued use and development of
the AXSYS Assets in the same business in which the AXSYS Assets were used
prior to the acquisition by Respondent and to remedy the lessening of competition
alleged in the Commission’s complaint in the market for integrated engineering
software for process industries.
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Iv.

IT IS FURTHER ORDERED that, for a period of five (5) years from the date of
divestiture of the Engineering Software Assets:

A. Respondent shall maintain technical standards with respect to Respondent’s
Hyprotech Process Engineering Simulation Software to provide:

1. compatibility of HYSYS cases so that HYSY'S cases created with Version
3.2 of HYSYS will be compatible with all additional and subsequent
versions of HYSY'S released by Respondent; and

2. support for:
a. version 1.0 of the CAPE-OPEN Thermo and Units Standards;
b. upgrading HYSYS to CAPE-OPEN Thermo Standard 1.1;

c. new versions of the CAPE-OPEN Thermo and Units Standards as
new versions become availabie; and

d. new CAPE-OPEN Standards on Math solvers and Reactors.
. B. Respondent shall publish, and make available on an unrestricted basis:

1. all Interfaces for HYSYS and Aspen Plus, completely and accurately, no
later than ten (10) days after the date of divestiture of the Hyprotech
Process Engineering Simulation Software Assets for Interfaces in
existence as of the date of divestiture of the Hyprotech Process
Engineering Simulation Software Assets; and

2. thereafter, any new Interfaces for HYSYS and Aspen Plus, completely and
accurately, no later than ten (10) days after Respondent distributes
Releases of HYSYS and Aspen Plus.

C. Respondent shall provide support for all published Interfaces in the same manner
and on terms comparable to those that, as of the date this Order becomes final,
Respondent offers to third parties, including but not limited to cooperating with
Third-party Developers to resolve any questions, issues, or problems that arise in
connection with any published Interface.

D. Respondent shall not enter into or enforce any agreement with any competitor that

has the purpose of impeding or obstructing the conduct or organizational structure
of any Standard-Setting Organization, which agreement has not been explicitly
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disclosed to the members of that Standard-Setting Organization, and that is
inconsistent with the purpose of Paragraphs [1L.K. and I11.H. of this Order.

V.

IT IS FURTHER ORDERED that:

A,

Respondent shall, not later than ten (10) days after execution of the Divestiture
Agreement:

1.

provide to the Commission-approved Acquirers a list of all non-clerical
employees of the AXSYS Business, the OTS Business, or Hyprotech, as
applicable, who were employed by Respondent as of the date of execution
of the Divestiture Agreement or who were employed by Respondent any
time within the three {3) years prior to the date this Order becomes final;

to the extent permissible under applicable laws, and for a period of six (6)
months from the date of divestiture of the AXSYS Assets or the
Engineering Software Assets, as applicable, allow each Commission-
approved Acquirer to inspect the personnel {iles and other documentation
relating to such employees; and

and for a period of six (6) months from the date of divestiture of the
AXSYS Assets or the Engineering Software Assets, as applicable, provide
an opportunity for each Commission-approved Acquirer:

a. to meet personally, and outside the presence or hearing of any
employee or agent of Respondent, with any one or more of the
employees of the AXSYS Business, the OTS Business, or
Hyprotech, as applicable; and

b. to make offers of employment to any one or more of these
employees.

For a period of six (6) months from the date of divestiture of the AXSYS Assets
or the Engineering Software Assets, as applicable:

1.

Respondent shall not interfere with the employment by a Commission-
approved Acquirer of any employee of the AXSYS Business, the OTS
Business, or Hyprotech;

Respondent shall not offer any incentive to employees of the AXSYS
Business, the OTS Business, or Hyprotech to decline employment with a
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Commission-approved Acquirer or to accept other employment with
Respondent; and

3. Respondent shall remove any impediments that may deter employees of
the AXSYS Business, the OTS Business, or Hyprotech from accepting
employment with a Commission-approved Acquirer or that may interfere
with the ability of such employee to accept employment with a
Commission-approved Acquirer, including but not limited to waiving any
confidentiality or non-compete provisions of employment or other
contracts with Respondent that would affect the ability of those
mdividuals to be employed by a Commission-approved Acquirer.

C. Respondent shall continue all employee benefits, including regularly scheduled
raises, bonuses, and vesting of pension benefits (as permitted by law), offered by
Respondent to employees of the AXSYS Business, the OTS Business, or
Hyprotech until, for the employees of the AXSYS Business, the date of the
divestiture of the AXSY'S Assets; and, for the employees of the OTS Business
and Hyprotech, until the date of the divestiture of the Engincering Software
Assets.

D. Respondent shall not, for two (2) years following the date of the divestiture of the
-AXSYS Assets and the Engineering Software Assets, directly or indirectly,

solicit, induce, or attempt to solicit or induce any employees of Respondent who
have accepted offers of employment with a Commission-approved Acquirer to
terminate their employment relationship with the Commission-approved Acquirer
unless such individual is no longer employed by the Commission-approved
Acquirer; provided, however, it is not a violation of this provision if:
(1) Respondent advertises for employees in newspapers, trade publications or
other media not targeted specifically at the employees, or (2) Respondent hires
employees who apply for employment with Respondent, as long as such
employees were not solicited by Respondent in violation of this Paragraph.

VI.
IT IS FURTHER ORDERED that:

A If Respondent has not divested, absolutely and in good faith and with the
Commission's prior approval, the Engineering Software Assets within the time
and in the manner required by Paragraph I1.A. of this Order, or the AXSYS
Assets within the time and in the manner required by Paragraphs HI.A. or IIL.B. of
this Order, the Commission may appoint a trustee to accomplish either or both
divestitures, at no minimum price. In the event that the Commission or the
Attorney General brings an action pursuant to Section 5(/) of the Federal Trade
Commission Act, 15 U.S.C. § 45(J), or any other statute enforced by the
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Commission, Respondent shall consent to the appointment of a trustee in such
action. Neither the appointment of a trustee nor a decision not to appoint a trustee
under this Paragraph shall preclude the Commission or the Attorney General from
seeking civil penalties or any other relief available to it, including a court-
appointed trustee, pursuant to Section 5(/) of the Federal Trade Commussion Act,
or any other statute enforced by the Commmssion, for any failure by Respondent to
comply with this Order.

If a trustee is appointed by the Comrmuission or a court pursuant to Paragraph
VI A. of this Order, Respondent shall consent to the following terms and
conditions regarding the trustee's powers, duties, authority, and responsibilities:

1.

The Commission shall select the trustee, subject to the consent of
Respondent, which consent shall not be unreasonably withheld. The
trustee shall be a person with experience and expertise in acquisitions and
divestitures. If Respondent has not opposed, in writing, including the
reasons for opposing, the selection of any proposed trustee within ten (10)
days after receipt of written notice by the staff of the Commission to
Respondent of the identity of any proposed trustee, Respondent shall be
deemed to have consented to the selection of the proposed trustee.

Subject to the prior approval of the Comrmission, the trustee shall have the
exclusive power and authority to divest the AXSYS Assets and/or the
Engineering Software Assets.

Within ten (10) days after appointment of the trustee, Respondent shall
execute a trust agreement that, subject to the prior approval of the
Commission, transfers to the trustee all rights and powers necessary to
permit the trustee to effect either or both of the divestitures required by
this Order.

The trustee shall have twelve (12) months from the date the Commission
approves the trust agreement described in Paragraph VI.B.3. to
accomplish either or both of the divestitures. If, however, at the end of the
twelve-month period, the trustee has submitted a plan of divestiture or
believes that divestiture can be achieved within a reasonable time, the
divestiture period may be extended by the Commission, provided,
however, the Comumission may extend the period for no more than two (2}
additional periods of twelve (12) months each.

The trustee shall have full and complete access to the personnel, books,
records, and facilities related to the AXSYS Assets or the Engineering
Software Assets or to any other relevant information, as the trustee may
request. Respondent shall develop such financial or other information as
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such trustee may reasonably request and shall cooperate with the trustee.
Respondent shall take no action to interfere with or impede the trustee's
accomplishment of either or both of the divestitures. Any delays in
divestiture caused by Respondent shall extend the time for divestiture
under this Paragraph in an amount equal to the delay, as determuned by the
Commussion.

The trustee shall use his or her best efforts to negotiate the most favorable
price and terms available in each contract that is submitted to the
Commission, subject to Respondent’s absolute and unconditional
obligation to divest expeditiously at no minimum price. Either or both of
the divestitures shall be made only in a manner that receives the prior
approval of the Commission, and only to an acquirer that receives the
prior approval of the Commission. Provided, however, that in connection
with a particular divestiture, if the trustee receives bona fide offers from
more than one acquiring entity, and if the Commission determines to
approve more than one such acquiring entity and to allow the Respondent
to choose from among them, then the trustee shall divest such assets to the
acquiring entity or entities selected by Respondent from among those
approved by the Commussion; provided further, however, that Respondent
shall select such entity within five (5) days of receiving notification of the
Commission’s approval.

The trustee shall serve, without bond or other security, at the cost and
expense of Respondent, on such reasonable and customary terms and
conditions as the Commission may set. The trustee shall have the
authority to employ, at the cost and expense of Respondent, such
consultants, accountants, attorneys, investment bankers, business brokers,
appraisers, and other representatives and assistants as are necessary to
carry out the trustee's duties and responsibilities. The trustee shall account
for all monies derived from the divestiture and all expenses incurred.
Afier approval by the Commission of the account of the trustee, including
fees for his or her services, all remaining monies shall be paid at the
direction of Respondent, and the trustee's power shall be terminated. The
trustee's compensation shall be based at least in significant part on a
commission arrangement contingent on the trustee's divesting the AXSYS
Assets or the Engineering Software Assets.

Respondent shall indemnify the trustee and hold the trustee harmless
against any losses, claims, damages, liabilities, or expenses arising out of,
or in connection with, the performance of the trustee's duties, including all
reasonable fees of counsel and other expenses incurred in connection with
the preparation for or defense of any claim, whether or not resulting in any
hability, except to the extent that such losses, claims, damages, liabilities,
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or expenses result from misfeasance, gross negligence, willful or wanton
acts, or bad faith by the trustee.

9. If the trustee ceases to act or fails to act diligently, a substitute trustee
shall be appointed in the same manner as provided in Paragraph VI.A. of
this Order.

10. The Commission may on its own initiative or at the request of the trustee

issue such additional orders or directions as may be necessary or
appropnate to accomplish the divestiture required by this Order.

. 11, The trustee shall have no obligation or authority to operate or maintain the

AXSYS Assets or the Engineering Software Assets.
12. The trustee shall report in writing to the Commuission every thirty (30)
days concerning the trustee's efforts to accomplish the divestitures

required by this Order.

VIL

IT IS FURTHER ORDERED that, until the divestitures of the AXSYS Assets and of
the Engineering Software Assets are completed, Respondent shall not cause, and will use
commercially reasonable efforts to avoid, the wasting, deterioration, or loss of the AXSYS
Assets or the Engineering Software Assets, nor shall Respondent sell, transfer, or encumber the
AXSYS Assets or the Engineering Software Assets.

VIII.

IT IS FURTHER ORDERED that:

A,

Within thirty (30) days after the date this Order becomes final, and every sixty
(60) days thereafter until Respondent has complied with its obligations pursuant
to Paragraphs IL.A, I1.C, I1.G., IIL.A,, IIL.B., lII.D,, I1.G.,, VA, V.B, V.C, VI,
and VII. of this Order, and at such other times as the Commission may require,
Respondent shall file a verified written report with the Commission setting forth
in detail the manner and form in which it has complied and is complying with the
above-listed paragraphs of this Order.

Within thirty (30) days after the date this Order becomes final, and, if later, within
thirty (30) days after each divestiture required by Paragraphs I1. and III. are
completed, and then annually for two (2) years after each divestiture required by
Paragraphs I1. and III. are completed, Respondent shall file a verified written
report with the Commission setting forth in detail the manner and form in which it
has complied and is complying with Paragraphs IL.D., ILE., ILF., [ILF. and V.D.,
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Within thirty (30) days after the date this Order becomes final, one year from the
date this Order becomes final, and then annually for four (4) years thereafier,
Respondent shall file a verified written report with the Commission setting forth
in detail the manner and form in which it has complied and is complying with
Paragraphs I1.H., IL1. IL.J, I1L.E., and IV.A.-D.

IX.

IT IS FURTHER ORDERED that Respondent shall notify the Commission at least
thirty (30) days prior to any proposed (1) dissolution of the Respondent, (2) acquisition, merger
or consolidation of Respondent, or (3) any other change in the Respondent that may affect

compliance obligations arising out of this Order, including but not limited to assignment or the
creation or dissolution of substdiaries.

X.

IT IS FURTHER ORDERED that, for the purpose of determining or securing

compliance with this Order, upon written request, Respondent shall permit any duly authorized
representative of the Commission:

A.

Access, during office hours and in the presence of counsel, to all facilities and”
access to inspect and copy all books, ledgers, accounts, correspondence,
memoranda and other records and documents in the possession or under the
control of Respondent relating to any matters contained in this Order; and

Upon five (5} days’ notice to Respondent and without restraint or interference
from it, to interview officers, directors, employees, independent contractors, or

agents of Respondent, who may have counsel present, relating to any matters
contained in this Order.
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XI1I.
IT IS FURTHER ORDERED that this Order shall terminate on Becember 20, 2014.
By the Commission, Commissioner Harbour not participating.
Donald S. Clark
Secretary

SEAL:
ISSUED: December 20, 2004
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Appendix A(1)

Hyprotech Process Engineering Simulation Software

HYSYS

HYSYS Dynamics Option
MASSBAL

HYSYS Amines Interface

HYSYS for Ammoenia Plants Interface
HYSYS Upstream Interface
HYSYS OLGA Transient Interface
HYSYS OLGAS 3-Phase Interface
HYSYS OLGAS Interface
HYSYS OLI Interface

PIPESIM Interface

HYSYS PIPESYS Interface
HYSYS RTO Offline Interface
HYSYS RTO Online Interface
HYSYS Synetix Reactor Models Interface
HYSYS Synetix Reactor Models DYCAT Interface
COMThermo

BDK

Hyprotech Explorer

Hyprotech Server

DISTIL

HX- Net

ACOL

APLE

FIHR

FRAN

MUSE

PIPE

PPDS Package Interface
TASC-Thermal
TASC-Mechanical

ProFES 2P Erosion Option
ProFES 2P Tran

ProFES 2P Wax Option

ProFES 3P Tran

ProFES Tranflo



Appendix A(2)
Excluded Hyprotech Process Engineering Simulation Software

HYSYS Upstream Steady-State Option
HYSYS Upstream Dynamics Option
SULSIM

HYPROPII

BatchCAD

HYSYS Pipesim Net Option
HYSYS UREA++ Option
FLARENET

TICP

Harwell Math Library

Proconex SX006

A-2



Operator Training Software

OTISS

MUSIC

AMCL Translator - Desktop
Bailey Infi90 Link

CIMIQO Link

CL Tracer

Column Builder
CONCERT

CONTRALTO

CPGEN

Cplink

CrEdit Macros

Cslink

Custom Hard Panel Links
Datatracker

Deltcomd

diffpara

DMC Ref File Generator
Dmeccomd

Engineering Spreadsheet
FSC Unplot

FSIMlink

Generic JEC 1131 system handling
History Extraction Spreadsheet
Honutils

idef/ odef

Imcomd

IssueMonitonng

jpdef

mdef

O/1/Flink

Olgacomd

PCON

pdef

PMCL Translator

Potential Control Checkout Toolset
Proconex SX003

Proserve

Recomd

Remlink

Appendix A(3)

Steady State Report Generation Spreadsheet
Stream Checker Spreadsheet

T3 TDC Emulation

TDC Builder

TDC3000 Functions

Tdcomd

Triconlmp

Visio Graphics Generation Kit
VPC-Honeywell - AMCL add on
VPC-Honeywell TDC3000 Web update system
Web enablement of Melody tools
Xeng

Xstation

Yocomd-HP

Yocomd-NT

ZOE

Alarm Manager

Automated Training Exercises
Command Channel

CS3000 offline tools

DDLGen

deltaV DCS Link

EB Parser

EB Viewer

Hygreen Instructor Station
Hylinker

IS tester

Performance Evaluation and Record Keeping
Proconex SX003 Interface
Siemens Interface

Simulation Coordinator
Simulation Server

SX003 driver

T3 Emulation Link

Trend

Yokogawa CS Link

Yokogawa CS offline tools
Yokogawa CS3000 Interface
ATUKOPCSERVER
MOORCOMD

A-3



RTAP OPCCOMD |
Softex HTL serialpan
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Appendix B - Confidential
Bentley Purchase Agreement

[Redacted From Public Record Version, But Incorporated By Reference]



Appendix C
[Aspen Technology, Inc. letterhead]
[date]
[Name of customer]
Attention: [name of contact person at customer]
[Address of contact person at customer)
[telephone number of contact person]

Dear [contact person]:

This letter is to inform you that, pursuant to an order of the Federal Trade Commussion
(“FTC™), Aspen Technology, Inc. (“*AspenTech”) is required to notify certain customers that it
has divested its operator training simulator business and rights to Hyprotech Ltd.’s
(“Hyprotech™) process engineering software to {insert name of Commission-approved Acquirer).

The FTC order is part of a settlement between AspenTech and the FTC resolving the
FTC’s action challenging AspenTech’s acquisition of Hyprotech. Under the settlement,
AspenTech has the right to obtain a license back from [insert name of Commission-approved
Acquirer] and to continue selling and developing all of its existing engineering software
products, including those acquired in its acquisition of Hyprotech (with the exception of AXSYS
and certain operator training products).

The order requires AspenTech, for a period of two years from [date of divestiture], to
allow customers of Hyprotech process engineering simulation software to choose without
penalty to maintain their current agreements for annual software maintenance and support with
AspenTech or to pursue similar agreements with [insert name of Commission-approved
Acquirer]. The order also provides for customers to be able to obtain additional copies of
Hyprotech process engineering software from [insert name of Commission-approved Acquirer]
without affecting current license agreements with AspenTech. AspenTech is further required to
maintain certain published and open interface standards with respect to HYSYS, Aspen Plus and
certain CAPE-OPEN standards. '

A link to [copy of] the Federal Trade Commission’s complaint and final order in this
matter may be found at www.aspentech.com [is attached].

Sincerely,

Dawvid L. McQuillin
President and Chief Executive Officer
Aspen Technology, Inc.



Appendix D
[Aspen Technology, Inc. letterhead]

[date]

[Name of customer]

Attention: [name of contact person at customer]
[Address of contact person at customer]
[telephone number of contact person]

Dear [contact person]:

This letter is to inform you that, pursuant to an order of the Federal Trade Commission,
Aspen Technology, Inc. (“AspenTech™), is required to notify all AspenTech customers with
license rights to use AXSYS or Zygad that it has divested its assets relating to AspenTech’s
AXSYS business to Bentley Systems, Incorporated, and that, as of [insert date], Bentley will
provide all license, development and services relating to AXSYS, unless otherwise
subcontracted.

A link to [copy of] the Federal Trade Commission’s complaint and final order in this
matter may be found at www.aspentech.com [is attached]. '

Sincerely,

David L. McQuillin
President and Chief Executive Officer
Aspen Technology, Inc.



LOS AVENTUREROS

Capital emprendedor

El

Entre 2001 y 2003, un tomnado dej6 a América Latina prac-
ticamente vacia de capitahstas aventureros. Los venture capital.
aquellos financistas dispuestos a invertir en pequefas empre-
sas recién creadas, transformados en Pop Stars durante los 90,
se hicieron humo tras la explosién de 1a burbuja puntocom. El
efecto fue claro: mientras que en 1998 se invirtiercn US$ 3.700
millones en capital de nesgo y private equity en América Latina,
en 2003 esa cifra sélo llegd a US$ 400 millones.

Pero hoy se ven sonrisas. El afio pasado los fondos levan-
tados por la industria de venture capital (VC) y private equity
(PE) enfocados a2 América Latina legaron a US$ 1.000 miilo-
nes, segun un estudio de Venture Equity Latin America {Vela),
de EE.UU. "La regién vuelve nuevamenie al mapa de los in-
. versionistas”, dice Judv Kuan, de Vela. No es 1a tinica: “E}
mercado vuelve a tomar el rumbo y unos USS 1.000 miliones

serdn recauvdados en 2005”, dice Christina Kappaz, directora
ejecutiva en Chicago de la Asociacién de Capital de Riesgo de
las Américas (Lavca) Las razones no son s6lo la recuperacidn
de los mercados financieros latinoamericanos. También se debe
a 1a exjstencia de reglas més acordes con la industria. empre-
sas a precios atractivos y mejores condiciones para establecer
estrategias de salida capaces de generar buenos retomos para
€stos inversionistas,

Pero 0jo: no crea que los VC de hoy serdn tan dilapidadores
como los de aver. Los de ahora son mds realistas. Y es que en los
diez primeros anos de la industna del capita! de riesgo en la re-
g16n, han debido aprender tecciones a 12 fuerza. “En Aménica La-
tina. invertir en compaiiias nacientes generd retomos negativos™,
dice José Miguel Musalem, presidente ejecutivo y fundador del
fondo chileno Proa, en Santiage. Por eso, los gestores de fondos

-~

...ENTRAN POCOS
Destino de Private Equity (PE)/
Venture Capital {(VC)
PROMEDIO CENTROAMERICA 3%
1983-2004

OTROS 5%

COLOMBLA 3%
CHILE 3%
~ menco

Fuente: Verture REGIONAL 15% 0% -

\

Distibucion de los fondos recaudados
por pais en 2004, como ;

% def total
OTROS 2%

REGIONAL 4%

CHILE 6%

ARGENTINA 7%

(’
Axxon Group, Brasil \

LAS MiL RAZONES DE BRASH

“EL CAPITAL de riesgo despents™, dice Nick Wollak,
director socio de Axxon Group, entidad apoyada por el grupo
francés Natexis. Con oficinas en Rio de Janeiro y Sao Paulo,
su fondo invierte entre US$ S y LSS 15 millones en siurt-ups
brasilefios. Es también optimista sobre |a estrategia de salida.
“Las empresas brasilefias tienen hoy grandes posibilidades de

Pegasus, Argentina
MARCANDO LA PAUTA

PEGASUS, experta en el private equity en Argentina, también
pone hoy atencién a emprendedores con ano potencial de
crecimiento. La companfa busca proveer el “estabdn per-
 cido” en el espectro de inversiones latinoamericanas, dis
poniendo hasta de US$ 10 miliones por ronda de financia-
miento, Su salida: el mercado financiero o a través de sus

Qtl‘ compradas por jugadores estratégicos™, sefiala Wollak. )

Lrelau:iones. con jugadores en el mercado intemo ¢ externo, J




dedicados al rubro han debido confundirse con sus colegas del
private equity, una especialidad dedicada a invertir en empresas
mds maduras que los ¥YC, pero en potencial de crecimiento “El
fesgo implicito en Latinoamérica explica que los limites entre
ambos negocios sean confusos”, dice Kappaz, de Lavea.

Ademds hay un reenfoque. “Hay un retomo a los origenes,
a las indusirias tradicionales de la regi6n™, sefiala Arturo Saval,
socio director del mexicano Nexxus Capital. Para los VC hoy
la tecnologia es sélo un active més v sus principales apuestas
van a |a agroindustria, la construccidn, las manufacturas, el
turismo y metalurgia.

Tampoco crea que es para todos. Brasil y México. que aca-
pararon €l 81% de los montos levantados en la regién en 2004,
y en menor medida Chile y Argentina, serdn los privilegiados.
En e resto de los paises. Ja presencia de los VC es nula. La

Ombu, Argentina:
tL SOBREVIVIENTE f

ALGUNOS dicen que toda inver-
sién que se hace hoy en Argentina
es de riesgo. No obstanie, sbio que- !
| da un inversionista de riesgo pro-
piamente 1z} y activo en Argentina.
Se trata de Ombu, fondo creado
en 2003 y basado en Buenos Ar-

RESUGITA

LOS AVENTUREROS

razén es simple: 1a estrategia de salida. La debilidad de los mer-
cados financieros latinos hace dificil apostar a2 una 1PO como
mecanismo para liquidar una inversion. Ante eso, la venla a una
empresa internacional surge como el camino més apropiado.
“Lamentablemente, las empresas internacionales sélo ponen
sus 0jOs en €50s cuatro paises”, dice Mario Malia, de Advent
Internauional,

Salvo un par de excepciones. la regidn andina y Centroamé-
nica han buscado altermativas en otros fondos. La Corporacién
Andina de Fomento ha hecho serios esfuerzos de fomentar el
pequeito emprendimiento, al 1gual que Fondo Multilateral de
Inversiones del BID, el que ha invertido unos US$ 170 millones
en el desarrollo de la industnia de capital de riesgo en América
Central. Asi que es cierto: estdn de vuella. Pero esta vez no
espere regalos,

Moneda Asset Management, Chile
TODAVIA NO TRN RRRIESGADOS

AFORTUNADAMENTE para Moneda Asset Management,
Chile es uno de los pecos que reciben algo del capital

de la region. Pero con prerrogativas, pues ya se aprendid
que invertir en empresas nacientes era un mal negocio,
“Hoy se buscan companfas que puedan salr al mercado

o venderse en un periodo de tres afos”, dice José Miguel
Musalem, “En Chile sdlo crecen guienes invierten en com-

T —

res. “Hay mucha necesidad de in-
yeccidn de capital”, dice Alberto
Sassan. su director. "Aunque los
inversionistas cambnaron de cardc-
ter, si hay proyectos viables”. En un
mercado donde tas pymes no tienen
acceso al sistema financiero y cero
ayuda estalal, aumenta ia necesi-
dad de capitalistas. Pero ojo: nada
se regala. “Se buscan negocios con
proyecciones regionales, como
en ¢l sector agroindustrial™, dice.
*Nuestra 1abor es entregar ¢ sopor-
te financiero y administrabvo™.

N
]
)
]

r

g pafilas consolidadas, y no en el riesgo”. Y eso que el pals tiene una regiamenta-
§ cion clara, lo que no sucede en otros paises. Por lo mismo, el gran desafio de la
industria —en Chile y et resto ce la regidn- es demostrar que los inversionistas

si pueden obtener rentabshdades. “Cuando el mercado vea que 1os retornos son
@enos, los fondos buscaran empresas mas Nesgosas”.

J
r A

GP Investimentos, Brasil .
JUGADOR EXPERIMENTADO

LA BRASILEFA GP Invesurmentos es uno de los mas tradcionales fondos de Brasl).
Y sigue creciendo. “Estames por levantar un nuevo fondo en los mercados externos

kde US$ 300 milones para mvertir en Brasi!™, dice Fersen Lambranho, socio de GP y.
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Advent Intermational, rug_'i'(m:ll ' ' B
SOLO BRASIL, MEXICO Y ARGENTINA

U535 500 milicnes pard la region. “Desce 2004
€@ un mAcade apetie de extranerns por l'e-
gal o laregion v elle ex0Ca la creanion del tercer
fengo™, gice Acveni es une 02 195 Doces fon-
dos gue hanlogrado rentalikaaces posirvas o
astos 10 afos de ewstencia de fa industng en
Amenca Lannha  COomo? 5S¢ buscan empresas
con p'anes de Repoeios clares. Duena gerencia 'y
nosbidades de crecimeente a con) plaze’ :

ER LAS oficmas regrondles c2 Advent Inlematitr
nal se respirg eptimisme, Con sedes en Néxico.
argeruna y Brast svertra unes USS 350
llones en 138 proxnnns meses en empresas de
estos tres paises TEste es e tercer for dy ce
Advent e Latncamenca v CoIMerzara a aperar
a medados ge 20057, oire Mario Malta, ds
ddvent en Sao Paule Lz mul
CC gos tondps —en 1208y 2002- reca

NACIoNAL ya Coln
Lanco

Newsus Capital, Mésico
CON SALIDA

CON ARGENTINA
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CRP Companhia de Participagoes. Brasil
A LAS INDUSTRIAS TRADICIONALES

CREPCOMPANHTA de PansopagOes ov una de fas ma-
vates empresas de endos de capriat de desoo de Biasal
Yoesieprimnta CElmercade suelve 2 estar activa”, deee
Dalton Schmine Je. su zerenie de s ernomes guien sabwe
gue L seenologia es soloun activiomids v hov brillan das
corpainas de agsobtisaess, el seon mctadtrmen v aeroes-
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(,\Iun'uriv.\ Mentures, Colombia
EL ANDINO SOLITARIO - .

CIRD DESARROLLO e tp »dusing Asi Oescnibg al me:Cane de Tapliak ge nesgo en
Colombie Juan Diego Fajardo repre sentante ds Mercunegs Ventures, Jdmico tondo de
2sla natuialeza e ¢l pais. Las razones son simples: escasces Incentvos por parte del
pobrerne v IEEI50000 pOCs CHa “Aun no se logra que el EStade entregue exenciores
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kdm'cv VBT CRDILS 8N el oo plazo. Perc ¢l estd dispuesto a nvertr .
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Negotiating Complex Llcensmg

Agreements

BY WESTON ANSON” ¥

INTRODUCTION

In this overview of licensing
negotiations we will address three
areas: In Part One of the article, our
focus is on the art and artistry, the
issues and interests, the options
and opportunities, and the alter-
natives and end-games that occur
in a complex licensing negotiation.
In Part Two, we briefly review op-
portunities to extend a licensing
program during the renegotiation
process. Part Three is a case history
of a complex negotiation.

PART I—THE PROCESS AND
ART OF NEGOTIATION

art One is applicable to all
Plicensing negotiations (and

most other negotiations, in
fact). The second part is aimed at
existing licensors and licensees—
those with both mature and grow-
ing programs in renegotiation—and
is meant to stimulate some creative
thinking on the part of program
managers as they face a new nego-
tiation with a key licensee We also
deal with the single most impor-
tant concept for any negotiation:
the BATNA—best alternative to a
negotiated agreement. Finally, we
conclude with a brief case history of
two large companies negotiating a
new license in the food industry.
The Process and Art of
Negotiation

There are a variety of viewpoints

written on negotiating a license, but
the most important element may be
sensitivity towards the other side
and its positions. In this section
we look at some considerations
and techniques for managing the
negotiating process and bringing
it to a successful conclusion. Much
of this is based on our own experi-
ence over the last two and one-half

les Nouvelles

decades, as we have engaged in Li-
cense renegotiations for trademarks,
technolories, brands, copyrights and
software; and have engaged in those
negotiations in North America, Asia,
Europe and Latin America.

We in the licensing business often
think that the problems of negoti-
ating are unique, particularly the
problemns of coming to a fair and suc-
cessful agreement. Licensing people
all agree that the hicensing business
is very interesting and very different,
and in some ways is unique mn the
service that it sells. However, we are
certair thit the negotiation process

that one goes through in licensing,
.while complex, is not unique.

Whether the issue is a successful .

negotiation of a merger or acquisi-
tion deal, a reorganization under
Chapter 11, a personal appearance
contract, or a major licensing agree-

‘ment, there are great similarities in

the process. The essence of the nego-
tiang process is basically the same,
the core motivations of the parties
are the same, the types of self-interest
can be categorized into a few groups,
and common negohating techniques
can be made effective across all types
of negotiations.

What is a Successful
Negotiation?

In an ideal world, a successful
negotiation is one where both par-
bes get everything they want. This,
however, never happens. Each li-
cense agreement that 1s negotiated
calls for givebacks and takeaways
on the part of ezch party. A success-
ful negotiatior then is one in'which
each party feels that on balance their
goals and interests have at least been
advanced through joint decision and
joint action on the negotiations. Even
if those goals have not been fully

met, each party must feel that they
have attained a meaningful portion
of their goals.

Perhaps the best way to define a
successful negotiation is as a means
to advance the full set of your own
interests through joint decisions and
actions of the two parties in the ne-
gotiation. The key is to understand
your own interests and those of the
other party, and then to identify
alternatives that will address both
sets of concerns. In addition, it is
important to understand what is
happening away from the negotiat-
ing table. While the facts and issues
being negotiated face to face.at the
table appear to be of paramount
importance, oftentimes the behind-
the-scenes plans, processes, posi-
tions and postures can be equally
important as internal in-fighting
and /or jockeying for position-may
be taking place behind closed doors,
on one side of the table.

Identify, Assess and Prioritize
Interests of Both Parties

Success in negotiating an agree-
ment is to understand completely
the interests of your own team and
those of the other negotiating team,
We not only need to understand
what those interests are, we have to
assess them and then prioritize them
as a reality check. However, under-
standing the key interests of the other
side is, if anything, more important
to a successful negotiation.

*Weston Anson is Charrman of CON-
SORSM, an intellectual asset consulting
firm specializing in trademark, patent and
copyright licensing, valuations, and ex-
pert testimony. The firm is headquartered
in La Jolla, California, and has offices in
New York and London.
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There are both tangible and intan-
gible interests on the table, some vis-
_ible and some invisible. The tangble
interests are obvious and include
such things as a longer term, more
frequent renewals, broader product
definition, a higher royalty rate or
greater guarantee of royalties. Per-
haps better advertising allowances
or other marketing considerations
come into play. On the other hand,
the intangible interests, while less
obvious, may be equally important.
They can include reducing tensions
between the two parties, building a
relationship of mutual trust with an
established licensee, ensuring that
the licensor’s reputation is main-
tained at the highest level, and help-
ing to see that there is a friendly, if
not cordial relationship between the
two parties as they move through the
negotiations into implementation.
Each of these intangibles can have
as much bearing on the negotiating
process as the tangible and specific
financial interests and goals.

Itis important to understand that-
when negotiating, the interests of
your side are both objective and
subjective. There are objective stan-
dards such as an absolute rovalty
percentage below which you will
not go. On the other hand, a subjec-
tive interest might be a requirement
for a creative commitment to the
licensing program by the licensee
that is more difficult to measure and
negotiate. It is also important not to
allow the hard or tangible issues to
drive out these critical soft issues.
For example, objective negotiating
goals in terms of dollars or ime can-
not totally push out considerations
such as reputation, quality, creativity
and emotional commitment.

Interests drive specific issues and
positions. Each party in a2 negotiation
has specific interests and these form
the bases that drive the negotiating
process. If one can distinguish core
interests from specific issues or posi-
tions then one has taken the fust step
toward ensuring that an effecidve”
negotiation can follow. Too often,
one of the negotiating parties will
focus solely on a specific issue such
as maximizing percentage royalty
rates. In fact, what the overall inter-
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est may represent is a need to maxi-
mize early cash flow as opposed to
the specific issue of high-end royalty
rates. Recognizing this key interest
can then lead to many different solu-
tions to address it.

It is important that the parties at
the table be able to identify the im-
portant differences in their interests.
In other words, if one party has a key

- interest to keep early cash flow to a

minimum and the other party can
recognize this, then they are well on
their way to addressing the underly-
ing issue of royalties, advances and
guarantees to satisfy that interest.
The key concept is interests versus
issues: Identifying the underlying
interests and reconciling the various
issues that flow from then.

Negotiation is a Means to an
End—The Concept of BATNA

Otten, the process of negotiating
appears to become the end in and
of itself. In fact, we believe that in
the licensing industry parties often
allow the negotiahons themselves to
become the object. Too often people
lose sight of the fact that negotiat-
ing is a means to solve problems for
both licensor and licensee. When in
negotiations, ask yourself a question:

“wWhetis My BATNA? BATNA means -

The Best Alternative To A Negotiated
Agreement. Ask vourself: [f we can't
negotiate an agreement here, what
are my alternatives? Dol have alter-
native licensees? Are there product

e

P

lines I can add to existing contracts?
Can | wait a year to introduce this
product line? Can I contract and
manufacture it myself, or perhaps
import it?

The BATNA becomes the mini-
mum threshold that the negotiated
deal must exceed in order for it to
be acceptable. With the concept of
BATNA in mind while negotiating,
you realize that there are a range of
possible agreements. BATN A allows
you to focus on the key alternatives,
and when necessary, actually change
the game; instead of negotiating a li-
cense agreement, for example, con-
sider bringing in more partners on
your side. Or, away from the table,
find a way to diffuse or spread
the risk, or enlist others in a joirt
venture. Considering any of these
alternatives gives a new view of the
negotiating process. Remember that
moves and changes away from the
negotiating table can improve your
BATNA.

Assuming that you understand
your alternatives, and have iden-
tified the best of those, then it
becomes time to look at the other
side’s alternatives. The more one
can identify feasible and viable al-
ternatives for the licensee or other
party facing you across from the
negotiating table, the better one
can understand the maximum ad-
vantage to be gained at the table. In
other words, if the party on the other
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_side of the table has relatively few
_ alternatives then your negotiating
position becomes much stronger:
If on the other hand their BATNA

has a high degree of attractiveness, ’

it will mean that the relative incli-
nation to negotiate more favorable
terms will decline, as the other side
iocks at the possibility of moving to
that best alternative. *

Their Problem is Part of Your
Problem: The Art of Concession
Management

One of the most important con-
cepts to bring to the table when
negotiating a license agreement is
to understand that the opposing
side’s problem really becomes yours
if you are going to have a successful
negotiation. You must put vourself
in their shoes. Far too often I have
heard the statement made in a nego-
tiation, “Well, that's their problem.
| am not going to worry about it.”
In fact, that problem becomes both
your problem and theirs, because
if you can’t help them solve their
problem, they cannot sclve yours.
Consequently, it 1s important to the
* greatest extent possible, to under-
stand the other side’s egos, needs,
pressures, marketing strategy, and
internal organization. The classic
error we most often see in negota-
tions is for one side to focus on its
own position without understand-
ing the position or problems of the
other side.

The best illustration of an ef-
fective way to handle the issue of
“their problem is your problem™ is
found often in Japanese negotiations
and contracts. Oftentimes when the
Japanese negotiate a complex agree-
ment that spans multiple years
with multiple permutations, they
put in a paragraph known as the
Otawara clause (there are other de-
scriptive terms for this clause). The
so-called Otawara clause addresses
the following issue: Should relative
conditions between the two parties

that are negotiating thé agreement .

change substantiaily, then that
party which has accrued greater
power than the other has a com-
mitment to renegotiate and make
things fair. While this is a common
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approach and philosophy in Japan,
itis a virtually unknown concept in
‘American negotiating.

*Someone once described nego-
tiation to me as: “The art of letting
them have theirr own way. To our
advantage.” We agree. It fully im-
plies that making their problems
part of your problem brings you
to successful conclusion. The es-
sentia] task becomes to get them to
see their problem in your terms. In
other words, get them to focus on
their problem and encourage them
to do so, but within the context of
your terms, conditions, mobility,
and altermatives. Each side tries to
optimally advance their own inter-
ests, which {hopefully) then leads
to agreement. However, in order
to reach that agreement, the art of
concession management comes into
play. Make the licensee see that your
need or problem is their opportunity
to advance their own economic and
other business interests.

The art of concession manage-
ment is straightforward. It is the
ability, while negotiating, to play
key elements against each other:
Time versus dollars, now versus lat-
er, lower royalty rates versus higher
minimums, and exposure versus

obscurity. Sometimes, however,
concession management becomes
the end play in a negotiation and,

unfortunately, too many people see
it as the process of negotiation itself.
Concession management is simply
the means that one uses during the
negotiation to get to an agreement
that best addresses the most impor-
tantissues. Concession management
is an art form in many negotiations.
Summarizing The Art of
Negotiation

Let's return to our original ques-
tion: What is a successful negotia-
tion? It is that negotiation that best
advances the interests of both parties
through joint decisions and actions.
The key first step 1s for each party to
identify, assess, and prioritize their
full set of rangible and intangible
interests. Once the parties under-
stand their real interests, they can
then move on to the specific issues
and positions that each needs to ad-

dress. It is important not to let the
hard issues drive out the critical soft

issues that can be equally important,

over time. Remember too, that ne-
gotiations are a means to an end,
not an end in and of themselves. In
negotiating, both parties” BATNA
must always be kept firmly in mind.
If there is no BATNA for one party,
the rules of the game change.

Most importantly, remember that
their problem is part of your prob-
lem. Understand what their needs
and pressures are, and do not make
the classic error of thinking that “It’s
their problem, they have to sclve
it.” Part of the process is the art of
concession management, and effec-
tively using some of the techniques
we have described here.

PART II—OPPORTUNITIES
TO EXTEND A LICENSING
PROGRAM IN THE RENE-
GOTIATING PROCESS

In this brief article we take a.mo-
ment to identify ways to best extend
the life of a successful licensing
program. In today’s constantly
changing society, and in a licensing
industry faced with increasing com-
pression and competition, the_.abil-
ity to hold licensees and renegotiate
successful agreements with them
becomes increasingly important. In
the face of the pressures within the
licensing industry (and within con-
sumer goods in general), the rising
importance of successful renegotia-
tion cannot be overestimated.

Time is the enemy of most licens-
ing programs. With more rapid tech-
nology change, shorter and quicker
preduct introductions, shorter retail
lead times, smaller retail orders,
shorter attention spans among con-
sumers, the faster pace of societal
change, and greater licensing com-
petition, one must continuously
adapt-—and adapt more rapidly:
As a general rule, the life span of a
licensing program is continually go-
ing to shrink, with few exceptions.
The average licensing program cycle
time is substantially shorter today
than it was 10 or 20 years ago.

When a corporation is trying to
revitalize and extend its licensing
program it is important to brain-
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storm, identifying and discussing

alternative ideas and concepts prior

to entering a critical negotiation.
Conceptually, the management
team starts with a broad scope so
that many ideas will be considered
and discussed. From this pomnt, it is
important to narrow the scope so the
strategy will be focused.

Alternative Negotiating Strate-
gies and Techniques

There have been many books
written on the negotiating process.
This brief article is intended to be
a helpful guide when negotiating
license agreements, whether for
trademarks, technology, character
licenses, celebrities, patents or mu-
sic rights. Some of the negotiating
techniques to be aware of include
the following:

* Bulwarism - Bulware, the infa-
mous GE Labor Relations Manager,
is the father of this technique, based
on the principle that the first offer
given is the best and only offer that
will be given. However, a more real-
istic way to look at it is the refusal to
bargain in good faith. Clearly, itisa
bankrupt technique, and one that is
rarely successful although it is still
seen occasionally in negotiations..

* The unbundled approach to ne-
gotiating a license agreement is one
that we often use. In this approach
we break the agreement into two
or three sections; each is treated as
a separate piece. When the sepa-
rate piece is fully negotiated, then
the next piece of the agreement is
brought to the table. While the ad-
vantages of the technique are that
it breaks down the negotiations
into more manageable pieces, it can
artificially separate integral parts of
a single negotiation.

* The components of value ap-
proach to negotiating a license
agreement is a technique that we
helped pioneer in licensing. The
underlying principle states that in
any negetiation there are three, five,
or ten primary items that have o be
negotiated. These items can include
the term, royalty rates, guarantees,
separate fees for product design, ad-
vertising, etc. This approach is use-
ful when there is a hybrid agreement
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to be negotiated; one that involves
perhaps a trademark, a technical
process, copyright and/or patent

(See Part I11)

* The final technique we always
use is' Nothing is agreed upon until
everything is agreed upon. In other
words, as one goes through the ne-
gotiation process, addressing specif-
ic issues, the two parties may agree
{for example) on minimum annual
financial guarantees. However, later
in the negotiating process that agree-
ment on minimum guarantees may
have to be readjusted in order to get
agreement on other issues such as
length of the contract or number of
product categories involved.

There are, of course, cther nego-
tiating techniques or postures that
we often see. Among those is “the
unique market syndrome,” and “the
sky is falling” doomsday technique.
In the first case, “the unique market
syndrome,” the position is basically
the following: You can’t work this
market without us. The one party
takes the position that they are the
only alternative in the negotiation
and that the other side should rec-
ognize this immediately. This is'a
form of brinkmanship (although it
is also often a form of hubris). The
second, "the sky is falling tech-
nique,” is seen quite often. In this
scenario, typically put forward by

. the licensee, the blackest possible

picture is painted—this technique
is based on the hope that by paint-
ing such a black picture, the other
party at the negotiating table will
immediately lower its sights and
becomne more flexible in its negotia-
tions. There are permutations and
combinations of all these techniques
and combinations that can be used
in any negotiation.

In sum, the licensing industry has
become more complex over the last
decade, and has gone through a pe-
riod of consolidation, retrenchment
and decline. As a consequence, the
negotiating process is more impor-
tant today than ii ever has been. As
one sits down to renegotiate with
existing licensees or to bring a new k-
censee together in a negotiation, each
party must be far more critical and
concise in assessing their interests,

issues and realistic solutions—the
process of negotiating a license
agreement is not becoming simpler,

it is becoming more complex.

Creative Re-negotiation

In the face of these facts, then, the
most critical issue facing a licensing
manager is how to extend a success-
ful but mature program. However,
a mature program doesn't mean a
stagnant or static program. The fol-
lowing outlines some suggestions
on how to renegotiate and extend a
mature, successful program so that it
remains viable—and profitable.

* Add new licensing elements
(sub-brands, new technology, etc}).

* Try co-branding or co-licensing.

» Extend licensee product lines
with new designs, logos, etc.

* Modify existing terms and restric-
tions. In other words, if you need to
be flexible, do so.

* Add parallel licensees. If you
have a retail licensee, add a direct-
mail licensee. If you have a mass-
market licensee, find a specialty
market licensee.

* Modity the definition of your -
licensee’s product lines.

* Extend retail distribution up,
down or sideways, go up the chain,
down the chain or expand sideways
with direct marketing.

» Modify pricing strategies and
price points,

* Begin working with the licens-
ee’s distribution channel and retail-
ers. Involve them in timing, product
selection and off-peak promotions.

* Expand geographically. Go to
China. Go to Europe. Export.

* Reduce dependence of the pro-
gram on its core vehicie. If the core
vehicle is a patent or single logo
element, find ways to make the pro-
gram live beyond its lifespan.

* Encourage sub-licensing. At
the beginning of the program, you
may not want much sub-licensing,
but when vou are in the fourth, fifth -
or tenth year, you may want a lot of
sub-licensing.

* Help your licensees when they
get into trouble. If they have poor
products, help them dispose of them.
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Maturity does not have to mean

tagnation. Remember, in licensing
and in the consumer marketplace,
the only constant is change. The
final thought is to remember that
the licensee always has a BATNA
(Best alternative to a negotiated
agreement). Therefore, an analysis
of their alternatives, their interests,
their issues, their needs and their
positions is of paramount impor-
tance prior to beginning the rene-
gotiating process. If this analysis is
undertaken by a licensor in advance,
then the chance of renegotiating

and extending a mature program _

increases dramatically.

PART III—HYBRID LICENS-
ING: A CASE HISTORY

We were involved as consultant
and advisor in a complex licensing
deal between two multinational food
companies. The deal would affect
both companies’ basic business for
perhaps the next 50 years.

Company A, our client, is a pub-

licly traded manufacturer and mar- .

keter of consumer and commerciai
food products. Well known for its
corporate name and brand, along
with other trademarks and brands
it controls, it is also respected for its
consumer marketing abilities in a
highly competitive environment.

Company B is a very strong pub-
licly traded multinational focused
on consumer foods. The parent
company has several strong divi-
- sions and this deal involved its
snack foods operations. The divi-
sion is well known and thoroughly
respected for its ability to deliver, to
distribute and to merchandise in tens
of thousands of outlets.

This complex deal had five key
elements: use of the trademark and
brand name, production and tech-
nology know-how, manufacturing
capabilities, physical distribution
and delivery,-and finally,-merchan-
dising and marketing of product.
These five core elements were then
divided into two distinct agree-
ments and two sets of negotiations.
The first agreement covered the
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manufacturing elements including
plant construction, testing, product
development, etc. It also covered
the basic elements of marketing,
merchandising and distribution,
The second agreement, the licens-
ing agreement, covered the use of
the brand name and of packaging
and other production technology,
all provided by Company A.

There was substantially more than
simply a trademark and patent in-
volved: First, the marketing bundle

of rights along with the brand name .

and trademark. Second, the technical
intangibles licensed in the technol-
ogy section of the agreement.
(See Table 1)
General Background

The two companies had mutually
identified a product category that
was ripe for a new competitor. The
category had been in existence for
several decades and was dominated
by a handful of competitors who
were strapped by high production
and distribution costs combined
with low efficiencies. Consequently,
Company B saw an opportunity to
build a market quickly that offered
annual sales volume between $300
million and $1.5 billion. However,
they lacked the product know-how
and suitable brand franchise which
Company A had.

There was a good marketing
match- Company A does an effec-
tive job of consumer ad vertising and
promotion and is superb at pulling
product through the distribution
channel via consumer advertising
and promotion. Company B, on the

other hand, is superb at pushing
product through multiple channels
via merchandising and pricing.
Jointly, therefore, they would decide
on and control effective trade and
consumer marketing programs. Fi-
nally, there was good use of Compa-
ny A's general product technology.
However, it meant that in addition to
negotiating the manufacturing,and
distribution deal, it was necessary
to put together a license agreement
to cover the trademark and brand
_name, along with the technology.

We were hired to help our client
review some of its alternatives,
including the possibility of having
a joint venture with Company-B, a
pure licensing agreement, siriply
private labeling and packaging for
them, or a combination of the above.
In the final analysis, we believed that
a combination deal of manufactur-
ing agreement and licensing agree-
ment was best. Company A agreed.
We used the set of key factors that
helps predict success in a licensing
environment like this. As shown in
Table 2 there are 10 key factors we
considered in this licensing deal. The
match appeared to be exceptionally
good in this case.

Company A had broad goals or
primary issues they needed fulfilled
from this licensing agreement. The
first was to generate incremental
income from all of the assets em-

- ployed"in the license agreerment,”

both trademark assets and technol-
ogy assets. The second key interest
was to broaden their consumer and
trade franchise, increasing distribu-
tion and production while, third,
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ensuring that their image was not
‘cheapened or damaged.

" Company B had four interests
that were clear to us. First, and most
important, was to better utilize its dis-
tribution capabilities. The second was
to spread distribution costs over prod-
uct lines. Third, was to launch a new
product line that it could not make.
The fourth and final interest was maxj-
mum cash flow and income.

The issues, which are secondary
to the key interests, also differed for
the two companies. The key issues
for Company A were:

* Potential damage to the name.

* The danger of a short-term
arrangement.

* The loss of proprietary technology.

* The need for market-based
royalty rates.

* Annual royalty guarantees.

*» Effective escape clauses.

For Company B, the issues indluded:

* Use of unique technology.

* That new products were con-
tinuously developed.

* That the costs of promotion and
royalties remained manageable.

* That this not be a short-term affair

* That the total cash paid to its part-
ner not be excessive in any given year.

* Effective escape clauses.

Finally, there was a key difference
in overall corporate philosophy,
operating style and management.
Company A is a production and
marketing-driven company. Com-
pany B is distribution driven and has
a distribution mentality. Those two
diverse points of view and corporate
strategies had to be reconciled in the
license agreement, at the juncture
where sales and distribution inter-
cept manufacturing and marketing.
With these key thoughts in mind we
moved to establish a framework for
negotiating the deal.

Negotiating a Framework for
the Deal

We identified as many comparable
-licensing transactions as were appro-
priate, and determined that a royalty
rate for use of the brand name and
other marketing intangibles would
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be between 2.0% and 6.0%. We
then undertook a similar exercise
for food technology licensing and
determined the royalty rates were
somewhere between 0.5% and 5.0%.

After further research, we provid-
ed Company A guidance as to trade-
mark royalty rates and technology
royalty rates. We suggested royalty
step-ups with price increases and
royalty rates with volume discounts.
We helped establish minimum sales
levels and minimum royalties. We
recommended proportionate pric-
ing formulas, and addressed the is-
sue of branded product sales versus
unbranded product sales. We also
created a framework of approvals
over marketing, packaging, label-
ing, etc. And, finally, we provided to
each company a number of unique
escape mechanisms or exit clauses
that could be exerdised in five-year
intervals—with a substantial fiscal
penalty should the escape-clause
mechanism be exercised.

By reducing the key terms and

conditions of the proposed license
agreement to a common deal memo,
we were able to help Company A
and Company B reach an agreement
on the following:

* Term and renewals

¢ Royalty rate scales

¢ Options

¢ Minimum sales clauses

¢ Minimum royalty clauses
¢ Test market details

* Channels of distribution
s Product definition

In essence, by reducing the nego-
tiating process to address the key
interests and issues, we were able
to condense the wanted result into
a one-page deal memo, from which
a full-fledged license agreement was
structured. ’
Conclusions

What conclusions do we draw
from this long but ultimately suc-
cessful process? First, that complex
issues can be resolved and unified
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via a licensing agreement. Second,
.that trademarks and technology

* can be marned in one deal. Third,
" this combination or hybrid deal wil}
play an ever-larger role in the future
of corporate licensing and corporate
transactions in general. Finally,
when negotiating, get the parties
to separate their key interests from
the more minor i15sues. And, make
sure.that each party understands
its BATNA.
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A Guide To Licensing
Biotechnology -

BY KATRINA BILLS®

A discussion of the merits of licensing,
structure and elements of a licence, how
royalties are calculated and the 1ssues
to be considered in drafting and nego-
tiation a licence agreement. Tlus article
Dbased upon an essay which won the LES
ANZ Prize. '

1 Introduction

iotechnology by definition is
B the use of biological processes

to solve problems or make
useful products.’Since the 1970’s
our understanding of biology has
expanded significantly. We now talk
about biotechnology as “a collection
of technologies that capitalise on
the attributes of cells, such as their
manufacturing capabilities, and put
biological molecules, such as DNA
and proteins to work for us.”™

In 2001 in Australia there were
an estimated 190 biotechnology
companies and 460 related bio-
technology companies generating
combined estimated revenue of
$1 billion.* Whilst publicly listed
biotechnology companies spent ap-
proximately $112 million on R&D,
an average of $3.2 million private
biotechnology companies spent
51 million on R&D.* For the same
period, biotechnology represented
approximately 9% of the total gov-
ernment expenditure on R&D?

In 2001 the Federal Government
allocated $20 million to the Biotech-

1. BIO 2003, “Editor’s and Reporter's Guide
2003-2004: Biotechnology A New Link to
Hope,” available: wunr b arg/fer/BiotechGuide.
pdf Accessed. 4/11/03, pt.

2. Ibid. ;

3. Freehills, Emst & Young, 2001, Australion
Biotechnology Report 2001, Paragon Printers,
Australasia, Canberra, p7.

4. Tbid., p10.

5.Td., p11.

June 2004

nology Innovation Fund which aims
to increase the rate of commerciali-
sation of Australian biotechnology
veniures. If an organisation meets
the programs eligibility cnteria BIF
will fund up to 50% of the costs of es-
tablishing proof of concept to a maxi-
mum individual grant of $250,000 ¢
In parallel all state governments
have zetup assistance programs for
biotechnology companies who are at
proof of concept stage.

But why are the governments so
keen to support this industry? The
United States Department of Com-
merce recently completed a survey
of more than 3,000 firms engaged in
biotechnology-related areas, they
reported that”

* They employ more than 1.1 mil-
lion people;

* Have total annual net sales of
US58567 billion, operating income
of US5100.5 billion, capital expen-
ditures of US$29.5 billion and R&D
expenditures of US%$41.6 billion;

*.Have 33,131 pending patent ap-
plications for biotechnology prod-
ucts or processes and 23,992 current
portfolio biotechnology patents;

* Growth for biotechnology net
sales of just over 10%;

6. “Biotechnology Innovation Fund,” avail-
able wuw.biotechnolegy gov.au and www.
ausindustry gov.au, accessed: 5/11/03.

7. Department of Commerce, Oct 2003, “A
Survey of the Use of Biotechnology in US,
Industry,” available. uwu technology goo/
reporis/Brotechnology/CD120e_0310 pdf, ac-
cessed: 5/11/03, p ix-ni

8, BIO 2003, “Editor's and Reporter's Guide
2003-20M4. Biotechnology A Hew Link to
Hope,” available wuww bio.org/fer/Biolech
Guude.pdf, accessed: 4/11/03, p9

9. Gevurtz FA, Fall 2000, “Symposium:
Biotechnology and the Law: Biotechnology:
Business Organusation Issues,” Unmersity of
the Pacific McGeorge Law Retaew, 32, p238.

¢ They are investing about twice
as much in their biotechnology-
related lines of business as in their
businesses as a whole;

¢ Biotechnology related R&D
expenditure represents approxi-
mately 10% of total R&D expendi-
ture US.A.

In short, biotechnology business
is big business and is rapidly grow-
ing; the possibility of increased
employment, turnover, profit and
taxes is very real. The promise of
a cure looming for many diseases
which plague humankind is also a
powerfu] incentive. More than 325
million people worldwide have al-
ready been helped by more than 155
biotechnology drugs and vaccines
approved in the U.S* whilst more
than 370 biotech drug products and
vaccines are currently in clinical tri-
als in the U.S.

However, organisations need as-
sistance to move from unprofitable
to being profitable, and that assis-
tance is in commercialising their
research. Many R&D organisations
do not have the skills, finance or time
to commercialise their research. Bio-
technology firms also have a need
for large investments of funds whilst
not being able to offer a return on
that investment for many years,’ if
at all.

Why? Because biotechnology
companies are essentially selling
unproven technology, often with-
out an identifiable use or market.

*Katrina Bills is a lawyer with Clarke &
Kann in Brisbane, Queensland, Australia;
and is the LES Australia & New Zealand
Prize winner for the Queensland Univer-
sity of Technology 2003.
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Even if there.is a known use and

market, it will still take many years,

to receive approval for the product
then produce it in sufficient quant-
ties and quality for the end consurmner
and provide a return on investment.
Added to this is a high-risk of unpre-
dictable catastrophic Hability'® and
particularly in the area of human
health whether the use of technol-
ogy is “moral.”

This paper is to discuss the most
common commercialisation meth-
od in the biotechnology industry,
licence agreements’ and offer
some advice on the factors to be
considered in drafting and negoti-
ating a licence agreement. Firstly,
it discusses the merits of licensing
then the structure and elements of
the agreement and finally provides
an explanation on how royalties and
other payments are calculated.

2 Why License?

A license is, according to Oxford
Compactdictionary, “a permit from
an authority to own or use some-
thing, do a particular thing, or carry
on a trade.” A licence agreement
may also co-exist with other types
of agreements such as to purchase
equipment, transfer employees,
provision of training or subsequent
technical assistance or to supply cer-
tain products or materials."?

Licensing did not gain favour as a
commercialisation method until the
1970s in western economies even
though it was used very effectively
by Japan to rebuild its industry,
develop dominance in a number
of fields including consumer elec-
tronics and modemise its chemical
and pharmaceutical industries after
World War 11.% Today, licensing is the
most common method of cormmer-
cialisation in biotechnology.' Robert
Goldscheider attributes' the rise in

10 Toad.

11. Medius Associations, 3 Oct 2001, “Roy-
alty Rates: Current Issues and Trends,”
available hitp://pharmehcensing.com/ffeatures/
disp/1002119137_3bbb1fe183dfe, accessed:
30/09/03.

12 Razpgaitis, R., Veluation & Pricing of Technol-
ogv-Based Intellectual Property, John Wiley &
Sons Inc., New Jersey, 2003
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the vse of licensing agreements to
four factors:

1. Ssronger patent protection;

2. Emergence of information tech-
nology (enabling the sharing, record-
ing and analysing of information);

3 Internationalisation of the mar-
ket place; and

4. The transient nature of many
workforces {has lead to an increased
focus on knowledge management).

Accompanving this is an in-
creased understanding of the value
of intellectual property (IP} and the
importance of realising a return on
their investment. Within the bio-
technology industry this is often
achieved by licensing their patents.
Many biotechnology companies do
not plan 10 commercialise patents
themselves. Instead they are sim-
ply interested in creating IP. Other
comparues recognise that they do
not have the skills, resources or
expertise to successfully commer-
cialise or can only do soin a specific
geographic area or field of use.

Licensing patents to other organi-

sations (licensing out} is a mocha-

rism whuch creates a revenue stream
which will support further R&D ef-
forts.'t It also allows them to retain
control over the use of the patent”
whiist contracting with someone
who has the expertise to commer-
cialise the technology,"” ultimately
providing a better retum than if they
attempted to do it themselves. The
licensee in return obtains products or
technology which would have been
more expensive and less efficient to
develop in-house.”

13. Goldscheider. Robert, ed, The LES! Guide
to Licensing Best Pracnces. John Wiley & Sons,
New York, 2002, p4

14. Medius Associations, 3 Oct 2001, “Roy-
alty Rates: Current lssues and Trends,”™
available: http./ipharmalicensing.comfeatures/
disp/1002119137_3bbb1fe183dfe, accessed:
30/09/03 P

15. Goldscheider, Robent ed 2002 The LES! Gurde
to Licensing Best Practces, Johr Wiley & Sons
In. New Yok, v7.

16. Nie'sen, |.. "Biotechnology Patent Li-
censing Agreements and Anti-Competitive
Conduct,” Regulating the New Frontiers. A
Symposium, Dec. 2001, p43

17. Biotechnology Australia, Brotechnology IP
Management, Auslnfo, Canberra, 2001, p143.
18. Ihnd.

A hicence, if the terms are rea-
sonable and additional items such
as know-how are offered can also

"discourage patent infringement.®
"However, a licence does have some

disadvantages; ultimately what
these are will depend on the agree-
ment negotiated between the parties.
Commonly, these are:

« Difficult and time consuming
process of calculating license pay-
ments (rovalties) which are intended
to recover for costs in developing
the IP* and provide a reasonable
income stream for the licensor whilst
maintaining sufficient return for the
licensee;

* The licensor may be limited in
how they can use their own IP¥ once
the licence has been granted;

¢ Time and cost of ensuring the
performance of the licensee;

» May end up negotiating with
more than one party;*!

* Technology may not be able
to be commercialised or may be
superseded during the term of the
agreement.®

Many of these disadvantages are
common to all methods of commer-
cialisation (e.g., acquisition, strategic
alliance, joint ventures) however,
none offer the flexibility afforded by
a licence, for both the licensor and
licensee. A licence agreement canen-
courage the use and dissernination
of technology, provide income and
avoid legal challenges to the patent,
if drafted carefully. In addition, all

19. Schreck PA & Simkin MM, “Licensing
and Intellectual Property concerns Relative
to Pharmaceutical and Biotechnology Col-
laborations,” available: wune foleylardener .com/
FILES/tbl_s31Publications/FileUipload137/1412/
IPCollaborations].pdf, accessed: 21/9/03.

20. Tbid.

21, 5chreck PA & Simkin MM, *Licensing
and Intellectual Property concerns Relative
to Pharmaceutcal and Biotechnology Col-
laborations,” available: unnw foleylardener.com/
FILESAb_s31 Publications/FileUpload137/1412/
{PCollaboratiuns].pdf, accessed- 21,/9/03.

22, Thid.

23, Middieton, G., Licensing of Intellectual
Property,” ICCIR Iss 5 Sweet & Maxwell Ltd,
2000, p156.

24. Biotechnology Australia, Biotechnology IP
Management, Ausinfo, Canberra, 2001, p143.
25. Tnd.

June 2004



non-profit organisations were given |

royalty free licences and all hcences
. were non-extlusive.

A good example of this is the li-
cense agreement for the Cohen-Boy-
er patents which was held jointly by
Stanford and Columbia Umversity
which expired in 1999.7 The terms
of the licence were deliberately®
designed to be generous to encour-
age the uptake of licences and as a
result, decrease the risk of litigation.
The licence required an upfront and
annual licensing fee of US$10,000.7
If the licence was executed within
five months of the first patent being
1ssued, five times the licence and an-
nual fees were credited back against
the earned royalties which were be-
tween 1-3% depending on the use
and products sold.* For example,
earned rovalties were 2% of net
sales for use of the patented claimed
methods for transfected cells whilst
for recombinant proteins made by
the transfected bacteria (produced
using the claimed metheds but not
covered in the patent) a rovalty rate
of 3% of net sales applied.” The re-
sutt was more than 350 companies
werelicensed, no legal challenge was
made and US$225 million in rova!-
Hes were collected .

3 Key Components of the Li-
cence Agreement

The reason for licensing will often
affect the content of the licensing
agreement and, in particular, how
royalties are calculated. The most
common reasons for entering a li-
cense agreement are:

* Licensor (owner of IP) believes
it has the right and opportunity to
enforce its ownership of IP such
as an existing patent and seeks a

26 Thid. -

27. Goldscheider, Robert, ed. , The LES! Guide
to Licensing Best Practeces, john Wiley & Sons
Inc. New York, 2002, p206

28. Thd

29.Toud

30. Ibid.

3t. Ibid

32. hd.

33.Razgaitis, R., Valuation & Pricing of Technol-
ogy-Based Iniellectual Property, John Wiley &
Sons Ine, New Jersey, 2003, p7-8.
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remedy against another party, who
if successful, will often become a
licensee. This 1s kmown as enforce-
ment licer 51ng.

* Licensor has IP and other assets
which it believes will be of value to
the licensee. This is known as op-
portunity licensing.

* Licensor is exiting a partlcular
business area or redefining its role
in that area. This is known as dives-
titure licensing.

* Licensor seeks a business partner
to provide certain resources to a joint
effort in further R&D. This is known
as partnering licensing,.

¢ Licensor licenses to a new busi-
ness being formed expressly for the
purpose of commercializing the
technology by making and selling
products and services. This is known
as start-up licensing.

¢ Licensee seeks out a licensor for
the purpose of securing rights to a
technology or preventing another
from doing so. This is known as op-
portunistic licensing.

The licence agreement itself is
made up of three parts: preliminary

and the grant. Itis important that all
parts are carefully drafted to ensure
that the licence agreement reflects
the wishes of both parties. Each
part will now be considered in tum
and wherever possible examples of
clauses will be provided to illustrate
the discussion.

3.1 Preliminary Information

Every licence agreement will con-
tain preliminary information that
will include identifying the parties,
the purpose and background to the
agreement (especially if prior agree-
ments between the licensor and Li-
censee existed), and representations
by the licensor and licensee.

The hicensor will be required to
state that they own the technology
referred to in the licence whilst the
licensee should state why they are li-
censing the technology and anything
else which is relevant.

3.2 Terms and Definitions

It is extremely important that
terms used in the licence agreement
are clearly defined. These will not
only be used by the Lic:nsor and

information, terms and definitions: -

Licensee but by the court, should a
problem occur. Some common terms

. are discussed below.

3.2.1 Parties

It is important that the parties
are described fully, if the licence is
granted to a parent company and
its subsidiaries. It is prudent to
identify each of them, not just the
parent company.**

3.2.2 Licensed Property

This will typically include patents,
the licensors know-how and confi-
dential information.*It may also in-
clude trade secrets and trademarks.
The property being licensed should
be listed in a schedule attached to
the main license agreement. This
schedule should include the patent
application or patent number, type
of patent, patent title, countries
where patent is issued or filed, fil-
ing and issued date.®
3.2.3 Improvements

Animprovement is “any modifica-
tion of a licensed product described
in a licensed patent, provided such
maodifications, if unlicensed, would,
infringe one or more claims of the .
licensed. patents.”* Improvements
may include: .

“Anything that performs the
same function as the specifically
licensed invention in better or more
economical way;

* Any beneficial modifications of
a component (or biological material)
useful in the licensed invention; or

34. “Structure of a Technology Transfer
Agreement (check-list),” available: wuww.
100ventures.com/technology_transfer/ti_con-
tract_checklist_byunido. html, accessed: 7/
11/03, sourced from Manual of Technolagy.
Transfer Negotiation, General Studies Series,
United Nations Industrial Development
Organisation, Vienna 1996.

35. Biotechnology Australia, Bietechnology
Intellectual Property Manual, 2002, p149.

36. “Structure of a Technology Transfer
Agreement {check-list),” available: www.
100ventures.com/technology_transfer/tt_con-
tract_checklist_byunido himl, accessed: 7/
11/03, sourced from Menual of Technology
Transfer Negotiation, General Studies Series,
United Nations Industrial Development
Organisation, Vierina 1996,

37. “Chapter 6A Government, University
and Biotechnology Licensing,” available:
www.lexisnexis.comfpracticeareas/ip/pdfs/53/
CHéa.pdf, accessed: 21/9/03.
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* Anything that performs func-
_tions similar to those of the licensed
invention as described in a hcensed
patent and infringes the claims of the
licensed patent.™

In manv cases the Licensor will
require that the Licensee provide
them with a right to use any im-
provements—this is known as a
grant-back. The Licensor will also
typically want the right to sub-li-
cence its right to use any tmprove-
ments to other hicensee’s.

3.2.4 Field of Use

This is used by a Licensor to nar-
row the uses of a licensed product by
the licensee. It may be using technol-
ogyv for a particular purpose, deal-
ing with technology for or within a
particular industry. In biotechnol-
ogy and pharmaceuticals the field
of use is often based on a particuiar
medical condition.”

3.2.5 Nef Sales

Net sales is often defined as gross
sales less discounts, commissions,
returns, taxes and other credits. It
1s important to be clear on what is
included in net sales, particularly if
it will be used in calculating royal-
hes payable under the license agree-
ment.

3.2.6 Type of Licence

A licence can be exclusive, sole or
non-exclusive. Exclusive means that
the Licensee is the only party who
may make, have made, use and sell
the technology subject to any other
terms and conditions of the licence.

A sole licence, however, is similar
. to the exclusive licence except that it
may include the right for the Licen-
sor to also carry out some or all of
these activities in the same territory
or field of use. ¥ Whilst a non-exclu-
sive means that the Licensor may li-
cense to other parties in addition to
the Licensee. The Licensece may also
be granted the right to sub-licence.

38 d.

39. bid.

40. Middleton, G., “Licensing of Intellectual
Property” ICCIR [ss 5 Sweet & Maxwell Lid.
2000 , p155.
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3.2.7 Licensed Territory

This is the geographical area
where the Licensor wiil be able
10 make, have made, use and sell
the technology. Depending on the
agreement between the parties, this
may be a particular state, country or
worldwide, Often the Licensor may
also want to restrict the licensee from
selling to any entity who may sell
the licensed products outside their
licensed territory.*

3.3 Grant

This section of the licence contains
the details of the agreement between
the parties, such as the rights that
have been granted and restrictions
imposed.

3.3.1 Exclusive versus Non-Ex-
clusive

Anexclusive licence is the highest
risk of the two types of licence. The
Licensor 1s banking on the licensee
being able to commercialise the
technology successfully and provide
the anticipated returns. An exclusive
licence can be tied to a particular ter-
ritory and/or field of use to lessen
this risk.

If the Licensee wants the Licensor

'to continue research and develop-

ment on the technology then it may
request a sole licence. This allows
the Licensor to continue using the
technology in the same territory as
them but restrictitto a field of use of
research and development.

A non-exclusive licence allows
a Licensor to spread the risk of a
Licensee being able to successfully
commercialise the technology by
being able to licence to more than
one Licensee in a territory and field
of use.

3.3.2 Sub-licensing

If sub-licensing is allowed it is
important that the Licensor’s con-
sent be required. This has the dual
purpose of making the Licensor

41. Schreck PA & Simkin MM, “Licensing
and Lntellectual Property concerns Relative
to Pharmaceutical and Biotechnology Col-
laborations,” available: wnw foleylardener .com/
FILESAbl_s31Publications/FileUpload137/1412/
1PCollaborations].pdf, accessed: 21/9/03.

aware of the existence of.a sub-l-
cense and allows them to determine

- whether the grant of a sub-license

to that party i$ in its best interests. -
Often, sub-licences will need to be
granted to enable the manufacture,
distribution and marketing of the
final product.®

Regardless of the reason, the
Licensor should require that the
Licensee use a standard license
agreement which will bind the
sub-licensee to the same terms and
conditions as the Licensee. Once the
sub-license has been granted, the Li-
censor should receive a copy of the
licence and regular updates from
the licensee.® The Licensee should
also indemnify the Licensor against
any actions by the sub-licensee and
be required to collect any royalties
pavable. %

3.3.3 Assignment

If assignment of the licence is al-
lowed, the Licensor's permission
should be required before the licence
can be assigned. The Licensor may
also want to include a provision
which allows it to revoke the license

" should the owners..ip of the Licens- .

ee alter. This is to protect competitors
of the Licensor’s obtaining access to
a license through acquisition.

3.3.4 Know-How & Technical In-
formation

In order to be able to make efficient
use of the patented technology, it is
often necessary that the Licensor
transfer its know-how (knowledge
of hovv to use it) tc the Licensee.

Often some disclosure of know-
how and/or technical information
is provided prior to entering the
licence agreement. A formal agree-
ment, mirroring the requirements

42. McGinness, P., Intellectual Property Com-
mercialisation, p235.

43. Ibid.

44. “Structure of a Technolugy Transfer
Agreement (check-list},” available: www.
1600ventures.com/technology_transfer/tt_con-
tract_checklist_byurido.htmi, accessed: 7/
11/03, sourced from Manual of Technology
Transfer Negotiation, General Studies Series,
United Nations Industrial Development
Organisation, Vienna 1996,
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in the licgnce to keep the know-how
and technical information cenfiden-

“tial should-be entered into between
the'Licensor and prospective Licens-
ee before disclosure is made.

The know-how transferred should
be treated as confidential unless an
equitable exception applies, that is:

* The licensee can prove, with
written records, is already known
to a licensee or is already in their
possession;*

* [twas in the pubh'c doman prior
to disclosure by the licensor;*

* Becomes a part of the public do-
main by publication or by any other
means except an unauthonsed act or
mission by the licensee;

« Isreceived from third parties who
are under no obligation to maintain
such information in confidence;%

* Licensee can prove, with written
records, was developed by licensee
independent of disclosures from
licensor *

Particular care is to be taken when
the patent has not yet been filed. The
usual practice is that the Licensor
will communicate the information
in their possession on commence-
ment of the agreement.®

Often the right to use the know- -

how and technical information
under a licence agreement will not
incur the payment of an additional
fee*! although reimbursement of ex-
penses may berequired. The licence
should specify:

45."Structure of a Technology Transfer
Agreement (check-list),” available. wuw.
100ventures.com/technology_lransfer/tt_con-
tract_checklist_byunido html. accessed: 7/
11703, sourced from Manual of Technology
Transfer Negotation, General Studies Senes,
United Nations Industrial Development
Organisation, Vienna 1996.

46 Ibid.

47. Ibad.
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49 Tbid

50. “Structure of.a Teciinology Transfer.

Agreement (check-list),” available: wurw.
100ventures.com/technology_transferfti_con-
tract_checklist_byunido.html, accessed: 7/
11/03, sourced from Manual of Technology
Transfer Negotiation, General Studies Senes,
United Nations Industrial Development
Organisation, Vienna 1956,
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(a) What information is regarded
as confidential? This should in-
clude any technical information
and know-how wiich is useful or
necessary to make use of the Li-
censed Product as specified under
the licence. If the know-how is not
already documented, then it is im-
portantthat either at, before, or at the
time of making the licence or after
the know-how is transferred that
it is docamented and confirmed 1n
wnting. Any technical information
such as manuals, results, protocols,
etc., should be specified?

(b} Purpose for which it may be
used. This should be consistent with
the licence grant in a particular field
of use, territory and type of license
provided.

{c) Person(s) to whom and circum-
stances when it mav be disclosed.
This should be consistent with the
licence grant in a particular field
of use, territory and type of license
provided.

{d) Nequire that all technica! infor-
mation and any other written docu-
mentation relating to know-how of
the Licensed Products be returned
on expiration of the hcence® and
that this extends to all employees,
suppliers and associated entities of
the Licensee.

3.3.5 Improvements

It is likely that the Licensee may
identify or discover improvements
to the Licensed Products during the
term of the license. As the improve-
ments will be owned by the Licensee
the Licensor will want to ensure that
Licensee is required to provide them
with a non-exclusive licence {with
the right to sub-license) any such
improvements.™

51, Mnd.

52 Middleton, G., “Licensing of Intellectual
Property.” ICCIR lss 5 Sweet & Maxwell Ltd,
2000, p136.
<83 “Structur- of a Technology Transter
Agreement (check-list),” avaldable: wunw.
100ventures com/technology _transfer/it_con-
tract_checklist_byumdo. htm!, accessed: 7/
11/03. sourced from Manual of Technology
Transfer Negotation, General Studies Series,
United Nations Industrial Development
Organisation, Vienina 1996

This allows the Licensor to of-
fer the improvements to any other
licensees for an additional fee and
may improve the value of the Li-
censed Products to potential licens-
ee’s and may extend the term of the
licence.

3.3.5.1 Restraints

A Licensor will want some control
aver the way in which the License=
uses the licensed property. Usually
this will be that the Licensee must
obtain permussion before sub-licens-
ing the technology and that they do
not use, make or sell a competing
product.™

The Licensor will also want to en-
sure that the Licensee, when selling
product using the licensed property,
does not sell it to a company which
exports or sells into a market outside
the Licensee’s territory. A Licen-
sor may also restrict the Licensee
production of products using the
licensed property according to a
minimum or maximum quantity or
volume of products sold or 'itxsed.
3.4 Payments ¥

Payments made under a licence.
agreement can vary considerably,
however the most common way
payments are made are as either
a lump sum or a percentage of
sales (royalties) or a combination
of both.

An initial payment is usually
made when the licence agreement is
executed. Although it may be some
time before the Licensee can recoup
this cost, an initial payment serves
as a reminder of their obligation and
will encourage them te make their
best-efforts to commercialise the
technology. Milestone payments
may also be made—these are lump
sum payable on the occurrence of
specified events. Examples of these
are on filing or granting of patent,
commencing a particular stage of
commercialisation such as pre-clini-
cal development, obtaining govern-
ment approval or product launch ®

The type, amount and frequency

54. McGinness, P., Intellectual Property Com-
mercialisation, p245.
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of payments, will be determined by
a range of factors, induding:

* Value of licensed property.

» Type of licence (i.e., exclusive or
non-exclusive).

» Whether sub-licensing is allowed?
* Whether royalties are paid in
advance or in arrears?

* Whether running rovalties are
to be paid.

* The minimurmn amount of royalties.

* Length of the penod for which
rovalties are payable.
3.4.1 Royalties

Royalties are the most common
method of calculating payments
under a licence agreement. Rovalties
are a fee paid for the use of the tech-
nology which is calculated according
to a base formula, and are usually
paid on a periodic basis. These are
often calculated with reference to the
Licensees net sales for products® in-
corporating the licensed property™
or cost savings. Why? This is sim-
ply because net sales are a concept
which is understood by the general
community and the Licensee gener-
ally will be more willing to disclose
this information.®

Separate royalty calculations
can be used for use of the patented
technology and/or the know-how.
If know-how royalties are included,
they can often extend past the ex-
piration of the licence agreement.™
However, in biotechnology licence

i

55. Medus Associations, 3 Oct 2001, “Rov-
alty Rates Current Issues and Trends.”
available htip-//pharmalicensing com/ffeatures/
disp/1002119137_3bbb1fe183dfe. accessed’
30/09/03.

56 McGavock, Haas & Pahn, “Factors Affect-
ing Rovalty Rates,” les Nouvelles, Licensing
Executive Society, Jun 1992, p112

57. Razgaitis, R., Valuotion & Pricing of Technol-
ogy-Based Inlellectual Property, John Wiley &
Sons Inc, New Jersey, 2003 , p#4.

58. McGavock, Haas & Patin, “Factors Affect-
ing Royalty Rates,” les Nouvelles, Licensing
Executive Society, Jun 1992, p112.

59. “Structure of a Technology Trausfer
Agreement {check-list),” available: wumr.
100ventyres.comftechnology_transfer/tt_con-
tracl_checklist_byumdo htmi, accessed: 7/11/
03 sourced from Manual of Technology Transfer
Negotwton, General Studies Series, United
Nahons Industnial Development Organisa-
tien, Vienna 1996.
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agreements more often thar not,
only patent royalties are included
in the Heence agreement.

There are also different types of
rovalties, these are:*?

* Wedding cake—these decreases
in rate with increasing sales.

* Escalating rovalty—rate annu-
ally increases in-line with sales .

» Multi market royalty—differ-
ent, specified rovalties are used for
individual products (fields of use)
and/or terntones.

* Rovalty free—as an aid to mar-
ket introduction, for goods that they
mught anticipate selling as a result
of selling goods using the licensing
technology.

* Kicker—rovalty premium paid
on occurrence of some milestone.
3.4.2 How do vou find out the ap-
propriate roya'ty?

An appropriate royalty, is one that
is fair to both Licensor and Licensee.
Negotiations will often start at a rate
considered usual in that industry ¥
The 25% rule 1s often referred to
amongst Licensing Executives.
Whilst an industry standa.'l rate,
or range is a useful starting point
it does not offer any guidance as
to what should be contained in the
licence agreement or how the rate
should change depending on the
terms and conditions agreed.

Surveys show that where technol-
OgY 15 licensed in, the royalty rate
is generally lower than if the same
technology was licensed out.® Ob
-taining quality information on
the actual range of royalty rates in
any given industry is difficult. A
number of companies in'the United
States and United Kingdom provide
a subscription based service where

60 Goldscheider, Robert. ed, The LEST Guude
to Licensing Best Practices, John Wiley & Sons
lnc, New York, 2002, p32

61 Marshal Lev, WM, “Determirung Reason-
able Royalty " tes Novvelles, Licens.ang Execu-
tive Society. Sep 1992, p124.

62. McGavock, Haas & Patin, “Factors Affect-
ing Rovalty Rates,” les Nouvelles, Licensing
Executive Society, jun 1992, p105.

63. Goldscheider, Robert. ed., The LES! Gutde
to Licenstng Best Practices, John Wilev & Sons
inc, New York 2000 , p39.

you can search withir industries
and technology groupings to find
out what figures have been used.
However, these are expensive and
the value is limited.

Licensing executives are often
guided by their client’s instructions
on what is acceptable to them; this
1s often based upon ad-hoc inquiries
and personal knowledge of the in-
dustry. Whilst this suggests that the
rate 1S open to negohation, in reality
both the Licensor and Licensee will
calculate the value of the technology
before commencing negotiation.
There are numercus methods for
calculating the value of technology.
The five most commonly used are:

1. Cost method.® This is how
much it cost the Licensor to cre-
ate the technology and is often the
mirumum figure which will be ac-
ceptable to the Licensor. However,
Licensors typically do not keep
accurate records of how much the
research and development cost,
and as a result, this can often only
be an estimate.

The cost of development thus far
should not be used as tne minimum -
figure by the Licensor, as it does not
represent the cost to the buyer in
developing the same technology.
Thev may not have the same skills
and resources, the cost of their re-
sources may be higher and they may
not already be working in the field
of use or territory proposed.

2. Industry Standards.* As men-
tioned earlier, these are difficult tn
ascertain and rarelv have an exact
match to the type of technology
and particular arrangements of the
proposed licence. However, they are
a useful starting point.

3. 25% Rule.®* This is a rule of
thumb used by Licensing Execu-
tives as the starting point for nego-
hations. It has been suggested that
for biotechnology the figure is lower
which represents the higher risk as-
sociated with that industry.

&4. Goldscheider, Robert, ed., The LESI Guide
to Licensing Best Practices, john Wiley & Sons
Inc, New York (Ch 2: Technology Valuation,

Dr. Richard Razgaitis), 2002 , p40
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4. Discounted Cash Flow.# Thls

_is where the projected: cash. flows
to buyer, net of all costs and invest--

ments are used to identify the likely

profit of the Licensee in using the

technology. This is often combined
with a calculation of the net present
value of that return, the idea that
a dollar paid now is worth more
than a doliar paid at some time in
the future.

5. Monte Carlo Method.® This is
astatistical model, which will calcu-
late the range of possible outcomes.
It does not, however, consider the
effect of particular decisions along
the path to commercialisation.

3.4.3 What factors need to be consid-
ered in determuning royalty rates’?

In Georgu-Pacific v. United States
Phywood * in 1970 the courts in the
United States listed 15 factors to
consider in determining a reason-
able royalty rate. These were sub-
sequently modified in Honeywell v.
Mimnolta, as follows:

» “Relative bargaining strengths
of the parties; .

* Anticipated amount of profits
that the.prospective Licensor rea-
sonably thinks they would lose
as a result of licensing the patent
compared to the anticipated roy-
alty income;

* Anticipated amount of net prof-
its that the prospective Licensee rea-
sonably believes they will realise;

* Comunercial past performance
of the invention in terms of public
acceptance and profits;

* The market to be tapped;

* Any other economic factor that
normally a prudent business would,
under similar circumstances, take
into consideration in negohating
the hypothetical license;

* Royalties received by the paten-
tee in licensing the patent, providing
or tending to prove an established
royalty;

65. Thid., p42-44.

66. Ibid., p44-45.

67. Ibid., p45-6.

68. 318 F Supp. 1116, 1120. 166 U.S.P.Q. 235,
2385.D.N.Y. {1970); modified 446 F 2.2d 295,
170 U.S.P.Q. 369 (2nd Cir 1971)
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* Rates paid by the licensee for the
use of other patents romparable to
the patent;

* Licensor’s established pohcy
and marketing program to maintain
thewr patent monopoly by not licens-
ing others to use the invention or by
granting the licenses under special
conditions designed to preserve that
monopoly,

» Commercial relationship be-
tween the licensor and licensee; and

» The effect of selling the patent."?

The courts have also accepted that
an infringer should pay more than
a willing Licensee.™ However, from
a strategic point of view, a Licensor
and Licensee will consider a number
of factors, some of which are based
on those applied in Georgia-Pacific v.
United States Plywood ™! including:™

* Scope and strength of IP rights.
Generally, the stronger the IP protec-
tion available the higher the value
because it is easier for the Licensor
to enforce their rights. For example,
the licensing of a patent will attract
higher payments than the use of
know-how because the patent is
published and hence, the Licensor
1s afforded a statutory right of ex-

-clusivity of the patent for a specified

period.

* Territory and field of use grant-
ed. The value of the territory and
field of use will be determined in
biotechnology, by the potential ap-
plications of the technology. If itis a
technology which for example, will
treat Alzheimer’s, the potential for
its use is world-wide. With the cost
of commercialising a drug estimat-

69. Civil Nos. 87-8748, B8-1624 {D.N]. Jan
28, 1992) as quoted in Cullen, )G, “Pannng
for Biotechnology Gold: Reach-through
rovalty damage awards for infringing uses
of patented molecular sieves,” IDEA: The
Journal of Law and Technology, PTC Research
Foundation of Franklin Pierce Law Centre, 1999,
vol 39 at 553.

70. Marshal Lee, WM. “Determining Reasonr-
able Royalry™, les Nouvelles, Licensing Execu-
bve Society, Sep 1992, p12).

71 218 FSupp. 1116, 1170, 266 U5 P.Q. 235,
238 5.0.N.Y.(1970); modified 446 F 2.2d 295,
170 U.S.P.Q. 369 (2nd Cir 1971)

72. Medius Associations, 3 Oct 2001, “Royalty
Rates' Current lssues and Trends,” avajlable:
http./fpharmalicensing.com/features/disp/100
2119137 _3bbb1fe]83dfe, accessed: 30/09/03.

ed at more than $200 million™ the
territory must be large enough to

not only recover the costs pf taking .

the drug to market, but also prov1de
an acceptable level of profit to the
Licensee.

* Type of Licence. An exclusive
licence has more value than a sole
or non-exclusive licence. This is
because the Licensee alone has the
ability to commercialise the technol-
ogy and hence, 100% of the return on
the technology, less any obligations
under the license agreement are re-
turned to them.

* How innovative is the technol-
ogy? If the technology represents a
great leap forward which will result
in large cost savings in production
of technologies or provides the
first solution to a problem which is
widespread, such as a cure for can-
cer, the value of the technology will
be higher than if it has simply made
a process more efficient. :

« What is the useful life of the

technology? If the technology repre-
sents the first solution, the useful life

may be the same as the patent life.

However, if there is a lot of research
and development occurring in this
area, there is a real risk that at any
time, another organisation may pat-
ent a technology which supersedes
the licensed technology.

* What is the risk of commerciali-
sation? This is not just the potential
liability if something went wrong for
the consumer, but also the likelihood
of being able to successfully com-
mercialise technology at or below
a particular cost. If the cost of com-
mercialising the technology exceeds
the potential returms, no matter what
advances it represents, the Licensee
will make a loss.

¢ Is the technology aligned with
the Licensee's strategy? The closer
aligned the technology is with the Li-
censee’s strategy the more appealing
it will be. Thus, a willing Licensee
should pay a higher price than one
which needs to te convinced of the
worth of the technology.

73. Yamaski, M., “Determining Pharmaceuti-
cal Royalties,” les Nouvelles, Licensing Execu-
tive Society, Sep 1996, p112.
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* What is the current stage of de-.

- velopment? Generally, the closer a

technology 1s to commerdialisation the’

higher the royalty rate.” In a survey
completed in 2001 by Medius Associ-
ates, it was reported that the average
rovaity rates by stage of development
were: pre-ciinical 0-5%, Phase 1 5-10%,
Phase 11 8-15%, Phase 3 10-20% and
launched upwards of 20%.

- The financial stability and his-
tory of the Licensee. As with any
transaction, the Licensor will want
to ensure that the Licensee will con-
tinue to operate through the license
period and that they have a track re-
cord of successfully comunercialising,
similar technologies.

* Does a market already exist or
will it need to be created? This is
the classic technology push/pull
dichotomy. Technology is either
created 1n response to a demand
(technology pull) or must create a
demand in the market (technology
push).” This holds true for biotech-
nology. Often the technology pull
will be the need for a treatment
or cure for an ailment or problem.
Whilst applications which do not
solve a spetified problem or do so
in a radical way will require the
market to understand the technol-
ogy and feel safe 1n using it before
the market will it accept 1t. A good
example of this is genetically modi-
fied foods. Whilst the idea is good,
the perceived risk by consumers is
high, until this is reversed, those
that commercialise in this area will
have to expend significant funds'to
convince consumers to purchase
their products.

* Does the technology incorpo-
rate any third party IP? If so, will
additional royalties be paid to the
third party and what, if any, are the

74 Medius Associations, 3 Oct 2001, “Roy-
alty Rates Current Issues and Trends,”
avarlable http /ipharmalicensing comffeatures/
disp/1002119137 _3bbb1fel832)e, accessed:
30/09/03.

75. Betz, F., Strategic Technology Management,
Mc-Graw-Hill Engineenng and Technology
Management Series, Mc-Graw Ine USA,
1993, p8, 14, 113-14, 132, 135 and Twiss, B,
Managing Technological Innovation, 4th ed, Pit-
man Publishung: London, 1992, p9, 89

les Nouvelles

terms of their iicence agreement.

.This is known as reach-through
‘toyalties. I{ additiona! royalties are

to be‘pad, the Licensee will want to
deduct these from the total royalties
«0 be paid to the Licensor and either
remit them to the third party directly
or require that the Licensor do so.

3.5 Patent Provisions

Generally, the Licensor has the
respornsibility for prosecuting and
maintaining licensed patents, how-
ever, it 1s not uncommeon to make the
Licensee responsible for prosecuting
and maintaining the licensed patents
in their territory, particularly if they
are an exclusive hicensee.” This may
also extend to improvements to the
licensed patents, if specified in the
Licence agreement.

If the Lizensor is responsible, they
will want the Licensee tonotify them
in writing of any potental infringe-
ment to the licensed patent that they
become aware of. The Licensor will
often reserve the right to decide
whether to prosecute an infringer.
If they decide not to prosecute,”
the Licensee may wish to have the

righ (v prosecute. The Licensee.

should also request the inclusion of
a payment relief clause which comes
into effect if the Licensor does not
prosecute an infringer who is active
in their territory.™

3.6 Duration & Termination

A licence agreement which is
based on a patent will usually expire
when the last of the licensed patents
expires or if none of the licensed pat-
ents remain in effect.™ In Australia, if
the term of the licence extends past

76. "Structure of a Technologv Transfer
Agreement (check-list),” available- www.
100ventures.com/technology_transfer/tt_con-
tract _checklist_byunido html, accessed. 7/
11/03, sourced from Manual of Technology
Transfer Negotuation, General Studies Senes,
United Nations Industrial Development
Organisation, Vienna 1996,

77 “Structure of a Technology Tiansfer
Agreement (check-hst),” available: v
100ventures.com/technology_rransfer/tt_con-
tract_checklist _bywnido html, accessed' 7/
11/03, sourced from Manual of Technology
Transfer Negohation, General Studies Series,
United Nations Industrial Development
Orgarusation, Vienna 1996

78, Ibid

the actual expiry c..e of the licence,
regardless of the provisions within
the licence itself, either party-upon
giving three months hotice to the
other party may terminate the li-
cence agreement. This notice will not
represent a breach of contract even if
contrary to terms of the contract.®

A licence agreement may also be
termunated because of a breach by ei-
.ther party such as non-payment, late
payment, insolvency or receivership
or change of ownership.®' On termi-
nation, it is important that it is clear
what the continuing cbligations of
both parties are, it is suggested that
at a minimum it should include:

* A requirement for prompt pay-
ment for all moriey due or accrued
including interest for the time in
arrears.

* Immediate return of all confi-
dential information, not only the
initial copies provided but any
subsequent copies made.

* A clause specifying that the use
of the licensed technology is no lon-
ger permitted.

* A pcnalty which is comparable
o the lost income whilst finding a
replacement Licensee and for that
Licensee to be returning to the Li-
censor the same level of income as
the previous Licensee.

* A clause reminding the Licensee
that confidentiality obligation sur-
vives the termination of the licence.

3.7 Most Favoured Licensee (MFL)
The purpose of a most favoured

licensee clause is to prevent a sub-
sequent licensee from obtaining a

79. “Structure of a Technology Transfer
Agreement (check-list),” available: wuno.
100ventu rzs.cam/rtchnology_transfcr/l t_con-
tract_checkiist_byunido.html, accessed: 7/
11/03, sourced from Manual of Technology
Transfer Negotution, General Studies Series,
Untted Nations Industrial Development
Organisation, Vienna 1996,

B0. 5145(2) Patents Act 1990 (Cth). .

B1. “Structure of a Tecnnology Transfer
Agreement (check-list),” available: wunw.
100ventures.com/technology_transfer/tt _con-
tract_checkiist_byumido.html, accessed: 7/
11/03, sourced from Manual of Technology
Transfer Negotiation, General Studies Series,
United Nations industrial Development
Organisation, Vierna 1996.
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-license on more favourable terms
‘than them. Whilst a simple concept,
" drafting a clause which works is not
s easy as it sounds.

The main problem is how to com-
pare licence agreements. What if the
licence is for different territories,
fields of use or is calculated using
different payment options? Should
it only be a comparison of finanaal
obligations or all the terms and con-
ditions of the licence agreement? In
drafting a MFL clause you should
consider whether it:

* Extends to all other licenses for the

licensed property or only future;®

+ Applies to other licenses that
have the same/substantially the
same scope;®

* Applies to express licence or
extends to implied;®

* Applies only to royalties or other
consideration terms?®

It is also important to consider
to what extent the licensor has an
obligation to disclose terms of alter-
native licence. A simple compromise
may be to give the Licensee first
right of refusal-for any subsequent

licences the licensor may propose’to

give B Itis also important to consider
what, if any, rights the Licensee is
entitled to if the Licensor breaches
its obligations for example, non-
disclosure of a more favourable
licence agreement.

3.8 Warranty and Indemnification

Licensor may not agree to warrant
the validity of the licensed patents
and may not assume an obligation
to defend or indemnify the licensee
against a third party suing the li-
censee for patent infringement.”

82. McGinness, P., Intellectual Property Com-
mercalisation, p238-9.

83. bid.

84. fbid.

B85. Thid.

86 Thid., O’ Reilly, DP & Morin MA, "Troubles
for Most-Favored Licensees,” les Nouvelles, Li-
censing Executive Soaety, Mar 1998, p31.
B7. “Structure of a Technology Transfer
Agreement (check-list),” available: wunv.
_ 100ventures.com/ftechnology_transfer/tt_con-
tract_checklist_byunido.htm!, accessed. 7/
11/03, sourced trom Manual of Technology
Transfer Negohation, General Studies Series,
United Nations Industnial Development
Organisation, Vienna 1996
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However, a Licensee wili require
some level, of warranty by the Li-
censor before they enter into the
licence agreements, at a minimum®
the Licensee will want the Licensor
td warrant that:

* They own or have the right to
use the licensed patents;

* They have disclosed all the rel-
evant know-how and7 or. technical
information;

* There is no current or threat-
ened action regarding the Licensed
Property;

The Licensee will also want the
Licensor to indemnify them with
respect to these.

3.9 Other Provisions

The standard notices with respect
to severability, entire agreement,
force majeure, notices, taxation,
insolvency, dispute resolution and
applicable laws should not be over-
looked. It 15 also important to consid-
er how defaults by either party under
the agreement will be treated.

If royalties are to be paid and defi-
nition of what records will need to be
produced and kept by ihe Licensee
with respect toroyalty payments will
also be required. As will a provision
which will enable the Licensor to
audit the Licensee to ensure that
they are adhering to the terms of
the licence.

4 Conclusion

It has been suggested that when
negotiating a licence agreement par-
ticular attention should be paid to:

* Amount of and structure of com-
pensation to licensor, in particular if
payments are linked to achievement
of milestones then due-diligence pro-
visions must be included to ensure
that the Licensee makes best-efforts
to commercialise the technology at
the expected rate,”

88. bid. .

89. Goldscherder, Robert, ed., The LESI Guide
to Licensing Best Practices, John Wiley & Sons
Inc, New York, 2002, p211-212.

90. Ind

91. Ibid.

92. Ibid.

93 Thid.

* Termination provisions;®

« Confidentiality” —not only with_

respectto the Licensed Property but
also that the Licensor treats any in-
formation provided by its Licensee
as confidential;

* Control of patent prosecution &
litigation which should remain with
licensee to avoid its patent rights
being jeopardized/biased towards
licensor’s field.”

However, I believe that the most
important consideration is the stra-
tegic objectives of the Licensor and
Licensee and that all decisions to
be made in negotiating the licence
agreernent will be based on these ob-
jectives. Itis also imperative that you
understand the general principles of
intellectual property protection and
understand, at least generally, what
the licensed technology is and it’s
potential #

In the biotechnology industry,
where the primary IP-is patents,
licence agreements can offer organ-
tsations a real alternative to commer-
cialising the technology themselves.

Whilst there are advantages and dis-. ;
advantages to consider in deciding ..

whether a licence is appropriate, in
the end it will depend on the strate-
gic objectives of the organisation.

If the organisation is solely' fo-
cussed on research and develop-
ment, they are more likely to licence
out their technology. However, if
they are an organisation, such as
a large pharmaceutical company
whose research and development
area is part of the same or an affili-
ated organisation, they are Jess likely
to licence out the technology.

Licence agreements, if they are
negotiated to meet the strategic
objectives of both the Licensor and
Licensee, can provide a win-win
outcome for both parties.

EDITOR'S NOTE: The full text
of the original essay upon which this
article is based, including a bibliog-
raphy of materials and 2 collection of
suggested clauses to implement the
recommendations in this article, can be
found at <www.clarkekann.com.au> or
obtained from the author at <katrina@
taltingan.com.au>.
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28 other restnclions reiated 10 sponsored
developmenis. that snould be carefully
considered depanding on the kind of
copynights invalved A highlight 1o consider Is
that assrgnments canngt be definithve and are
only llowed for 2 msamum of 15 vears
unless 3 justification of a longer term due to
the invesiment needed for expleiation o e
Iike 15 shown

&lthcugh the abave are ths general
ProvISIOns CoNcerning some oi the mgor
aregas in technology hcensing in Mexco in
avery sector there are speciiic provisIgns 1o
censioer, such as comphance with of ficial
standards, and ¢lher reguiziione and laws
thal should always be taken inta account
whan hcensing tin Mexico,

Federal Economic Competition Law
Although hicensing, lechngtogy transfer
contracts and othe: P ntersive transactions
are not spaciiicaly restricied by faw, 1115 also
velyv impoitant to take inmo gccount ihat, as
In gthe: Junsdwelions the operation of these
contracts in the market mav aftect
competiicn

The mere use of IP ngm iT NI corsiderad
a8 monopelsuc acuon under Merican law ’
Howewvar ungar the hewican Sconomic
Competi:on Law, any relationshup that could
prevent competnon can be studied and
punished v the Commission in charge of
these atfars i a thirg party informs the
Comnussion of such an allegedly dlegal
agieemsani,

Afthgugh heensing conlracis have not been
analysed py the Commission U t0 now. Not
informing, the Commission of & determined
contraci thal couilt have the nist of affecuing
compeliicn may lead o fings and atner
punishments fcr the partes. Therefore,
imernatronal peneral rules of competibion
should te followed 1in grafting 2 contract
Involving competio:s Lasts or other
cond.ions affecting the marnei

Taxatlon and valuation of intangible assets
In SIgAINg heensing, manutactunng o joing
gevelopment conlracis, the free 1rage
agreements o! Mernco the taration benefils
proviges for EAD imestment ano the special
Imaten provisians for rovaities 1n Mawco
chautl be taven inie ancount.

Rencan accounting practices are sl very
refuciant Lo allow for inlanginle asset vaiueé
10 e exprescen. However, the rend towards
altowing the incorporaiion into accouniing
practices of migngibie assets s under study
and gevelonmen: ans. as in other —
jurisgiclions, technology transie: mabves i
possiale 10 Erve 1P gusels 2 valye.

Cont ract ’asslﬂ'nment registration
For alt licensing contracts 1o have effect on the
proofl of use of an IP nght by the ficensee, or
to make an assignment effective before third
partes, 1L 15 necessary to register the contract
or assignment with the authenty mn charge of
prosecution of the carresponding nght

Ac the main provisions of the contracts are
left toc the parties, the general prnciples of
licensing should be applied to licensing
contracts in Mexico, such as IP ownership.
royalty payvment calculation and reporting,
confidentiality abhgatons, ownarship of future
developments of [P, ternunation conditions
and rights for IP enforcement

Remarks on R&D contracts

Passibiv one of the most imporiant and

compiex 1ssues In RE&D coniracts in Maxico 1s

2 ownership. Meyican law 1s silent in regard

10 ownership ol sponsored work, excepi in the

case of employees 1invenlicns or copyrights

where the righls are assigned &t l2ast in part.
to the inventor untess otherwise agreed upon
by the parties

There are ctear provisions :n the Federal

L.aw on Labour and in the federal Copyrigt..

Law and the IPL govermng ownership of

inventions of employees that should always be

talkon into account In anv other cases, the
lact. of ptavisions of the law in 1egard to
ownership of sponscred work could potentrally
benefit the inventor or its employer, Therefore,
ownership of Jjoint developments or sponsored
developments should be defined beyond any
pessible doublin an agreement

In this context. and in arder {0 ensure IP

ownership to the sponsor of 2 project. a

contract for the joirit develcprnent of 3

technotogy with @ Mexican entity should be

drafted including at zast the {ollowing
p1OVISIONS!

« Name of the researchers or scienusts that
will parucipate and an obligation not to
include further researchers unless
autharised by the parties

* IP ownerstup assigned to the sponsor
ciearly in the contract. including that which
results both from the project or from the
use by the sponsor after the project.

« Obligation 10 obtain an assignment from the
researchers of the inventions resutting from
the project

v A statement from the Mexican pariy 1natl the
researchers will e paid in accordance with
the Mexican laws for the inventions
developed under the project with no further
obligation 10 the sponsor.

« If the outcome of the project can be
protected through copyrnights {2g cemputer
programs, architectural projects or the like),

Lierpsine ir the Boardroom 3R



contract ihat the nghts beiong 1o the
sponsor and ihal the cuicome wiil be
considered as a sponsoreg work undeg:
“axican laws

In addiion, 1118 very imporiant 1o venfy
setht the researchers are emalovees of
=nsuliants H ihe advice of gn external
wnsultant 1s used for the sroject. then the
snsultamt should s1Ign the same agreement or
sEparate agreement N order 10 ensure the

* ownership goes to the sponsor

On the otner hand, if matenals are collectea
whin Merto an? the research 1 10 be
mgucted within Mexco by & Mescan
ssearch Insinution, permissions and
zgignment of ownership of the result 1o the
20ns0r will probably be relatively sifipie

Ag for the governing taw. in ar contract
wolving R&D acuviies 10 be performed in
iexico by 3 Mexican firm, choosing Mexican
= for interprgiation of the contract seems to
& the best thing to do In the first place,
sually the researchers are employees of the
ieucan firm and law assigns {new inventions
«nd copyrnghts 1o the employer Theretore, if
he contract includes a clear provision
issigning IR ngnts from the Mewcan firm ta
e sponsor. 1t coutd be easier o recover 1P
nghis 1N case ot controversy,

Finally, it rs important before iniating the
1&D activinies (o ook tor benefits in
agvernmental RAD programimes in some
coseg government tunding can be helpful to
auze investment risk However, Satreme
zare shoulg be exercised in regaid {0 the
senduons of such funding, because
odtions may inchuge restnctions in 1P
mobarship o1 obligations 1o operate the
ratulting 120hnology under cerlam condrions.

Y
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scerril Coca & Becerril in Maxico Criy nvvestows should turn thew

Lo Armencgn cauntnes are no longai the invesimeant
o

nuse However, save Hector E

Sye5 1 M2vco as e goos onuan tor underiaking RE&D activities at low cost

A2 3 country, imohed 1 a large number of-
tree trade agreemenis a majoil, of the
INVeESIOrs that have shown interes’ m haxico
have {DCUsSec on analvsing (e satenh and
convenrence of mvestng 1n producuien
manuiactunng or sales of gonus and services
By contrast, they, have never seer Menco as
2 potential site rom whach o de.elop
mielleiual atsels nowever, 1 those
prepared 1o ook Mevico ofters grea!
oDpOrtUNiLies G develop intellectual acsets at
low cost.

Why Mexico?

The Mexican IP system provices tor suthcent
proiestion for tachknology throuph a vanety of
legal resources such as palenis rade secrets,
trademart s and other IP nghte all of which are
compatbie wih international (P standards

(1 note 1s thal Mewco has two legal
orovisions protecting R&D actsvities™ namesly. a
clear and direct law protecting fresgon 1o
research angd 2lsa an express prowasion tor
prot use of 1echnology as non minnging
atlvity - thie means that putiing mto oraclice
2 tecnnology Or making the arrangements 1o
do 50 belore the filtng date tor pronty gate; of
8 thiro party’'s Mewican paleni cannot be
considered patenl intningement. This is 2 good
oppo:tumty for US companies o avoig
potential legal acuon i the US gnen the
recent US court 0ecisions resinching the
scope of the freegem 16 research.

Anpther very imporiant pont 10 consider is
that coltecting Mexico’s overwhelmingly vass
ological materal and penetic 1esouices will
become more and more ditficull as
negoliations at WIPO on treaties protecting
traduional knowledee and access 1o penetic
resources anance Intact, certan scologica

regulations have siready made these kind of
actnviies more difficutt by restncting the abihty
1o coliect 10 those wh) have besn 1ssued with
an autneonsation by the community to which
such matenals pertan Tis will (ncreasingly
make 1t more approoncte (o conduct research
on these meaterials inside Mesico rather than
ransfernng them abroad,

4s for R&D capabikties, according to the
stauistics of the National Council for Science
and Technology {CONACYT, after s Spanish
ibials ;. a counci m charge of RED activities
in Mexico. for the years 1998 1o 2002. the
average /mpaci of science and technology
publications (numner of cnavons,/number of
publications) of soime countnes with high
scientsfic actnity wzs between 5.0 and 6.1.
Tne average impact of the scientific work of
Mexico 1s 2.5, How.ever, under the
classification of the Institute of Scientific
Information (IS in the areas of astreohysics,
immunology and rmolecular biclogy, the impact
of the work of Mexicans 1s above 5.8. two of
which are areas of great importance in the
area of biotechnolggy. In addition. the
industry science relalions siaustic of the
QECD reveats that Mexican scientific article
critations in US patenis are among the first 10
n percentage. well above the OECD countries
average, Surpnsingly. R&D funded through
veniure capital in Mexico does not exist to a
sigrificant extent.

One other factor 1o conssder 1s that since
2002 the Mexican government has made
efforts to prowde tasation and financial
benefris to compames with R&D projects.
Unfortunately. these benefits have been
underused. with only 20% of the resources
avallable used for vears 2002 and 2003,

The above facts lead 1¢ the conclusion that

Perr mime an the nprdranm FD



srforming R&D actvilies in Me»ico should be
alugied carefully 25 & very good option for
Aaining miellectual assets m bey areas of
chniology a8t iow cost

Mexico 15 attractive nol only as an oplion {0
vest i RED. but aiso as a plasze in which (o
ense technology packagss for the internal
arket. primarily 10 1ts mamn aties As an
amplz, accoiding 1o the statisucs of the
“20can Association of Franchising, there 2'e
13Ut 550 franchisors in mare than 85 areas
th 35.000 sale points all over the country,
th about 60% of the franchises being of
exican ongin and about 35% from the US

e refevant areas in franchising &7~ food and
‘staurents, services. clothing and
mnstruction, and real estaie. According 10 the
2me organisation. 26% of the tranchises
shieve ROLin four years or less and 36% of
-a franchises n the second year.

sc reiatlanship between IP laws

d other laws relating to industry or
smmercial sectors

general, lcensing, technotogy transfer ot
“her {P4etated contracts are not specifically
gulated by Merican law. However. depending
" the kindsg of nghts to be negoliated.
Zferent laws should be taken into account in
ansactions mvolving 1P because thete are
»me provistons affecting heensing or
ssignment of nghts,

In franchising contracts, there are several
sues that must be included in contrazts
ader the Mexican Endustnial Property Law

PLt and s reguiations. The provisions in
ano:al relate to the kind of information that
@ franchisee will receive and other general
pecis of defintion of the 1P nghts involved
the franchise licence. However. franchise
nracts shoukd be analysed ir view of the

L in order {o avoid any possibilily of thew
slification

Franchisors should exercise extreme ca'e to
“sure that therr IP nghts are qulv registerag
IWMexico 1in order to be able.to enforce them
‘aperhy in case of termination of the
anchising contract and to aveoid further
ssappropnation of technology by the tormet
2nchises Ws also wise to bear in mind that
¢ concept of trade dress 1s ol defined in
‘=xcan law and that protection ¢f trade
255 it Lsually achieved i Mexico through a
ymhimeation of various IF fights coverning
Herenl aspects of the franchise. mainh
rough provisions on urfar competition
zludad in the IPL.

In the pharmaceutical sector. the Mexican
w pn Health and the IPL are always
-tremely impeortant for hcences or
ansactiens iavohing pharmacegucal

products. Recenth boin laws have peen
modified 1o provide for the socailed hnhage
syst=m, which piovides tor @ mecharusm
through which the hiealih guthonues are able
10 obtain a formal opmign from the Mexican
Instiute of Industrial Property (e Mewcan
Patent Office! on whetha: or not 2
pharmaceut:cal procuct 18 coneregd by a
paient m additten 1092 s an obligatron on
samniary registraton applicants 1o declate thel
the praduct 1or which the, are sevheng
registraticn 1= Nt paionted furthermore, the
Mexican Patent Qffice issuess an ofhioial
Eazette thgl must aancluge ak grantad paiems
Lovenng an atiive phdarma prncinle

It should 2's0 be taken tnto account that as
a resut of the WT0's Doha negoniahions. the
compulsory brensing provisions gf the [PL
were modiied In Mencg 1g make them
consiIslent with the prenciptes of Doha in
1egard to gcsess to medicines Therelore,
compuisory BCENSINE 1S possIDle i regard o
pharmaceygical products bui only in cases of
natonal (ie, Mexcant emergzngy ot threals (0
nauonal secunty, altnough ud to Nw Lhere
has been ne case where this pravsion has
been invohed e vico has notl ofhiiae,
become an expirting country unger the Doha
procedure: nerher s 1t tecogmsed as a
suitable IMDCILNE country

For hcernsing of 1P transter contracts 1elated
1o manutaziunhg, disinbuion ang engineenng
orgiects, ail the siagndard internationa!
commercial rules and provisions shoutd ba
laken ime atcount, and the Drossions of the
free trage agreements of which Mewep 15 a
part shoulg be looked at very Caretully 10
determns 1axation 155ues anc responsibilities
lor impgriabon ang eaportatien

When it comes 1o ¢contiacts ¢! any hing
imohang totechnulog,. i 1s customary and
2dvisanie. as in other countnes 1o sIgn
matenal uanster agreemenrts belore
evaluating 2 biological mateniat and before
obtaning g heence lor it

However, in the periormance of bioiechnology
related R&D actaihies and the contracts
governuing the same, the prowisions of other laws
suth as the Law on Ecology. the Ingustaal
Propertly Law. the Copvngh: Law as well as the
provisions of interngbonal treaties that might be
emered inio &t WIPC relatec 1o acoess o
BeNe& 17 1es50urtes, should be taken into
azvount Lack of comphance with amy cf these
coulo iead 10 loss of pwmnersiup of IF nghts or
nulbhicanon of provisions of the coniiact.

Comvnrghis hicensing incluging computer
programs. 1$ probabiv the most complex area
for technology transfer The Mexican Federal
Copmyrights Law mciudes restnclions hmiting
the term of assgrinents of copynghts as welt
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{7 ecent court decisions in the US have narrowed the freedom to research critena of
N\ unuversities and institutes in that country. Although the Madey v Duke (2003) case has
been criticised because of the narrow interpretation of the concept of “philosophical
experuments” contained in the experimental use defence based on the Wiitttemore v Cutter
case {1513}, it is clear that the dedision makes it very difficult for universities and research
institutes to use the experimental use defence for their R&D activities. .

In view of the above, some companies have started to seek out other jurisdictions with
clear provisions that see R&D as a non-infringing activity. However, one other factor that is "
moving comparues to look for other jurisdictions for R&D activities is the employees’
inventions system.

The well-known decisions of Japanese courts, such as the Nichra, Olympus, Hitichi and
Ajinomoto cases, which have led to mult-million dollar awards to employees for “reasonable
remuneration”, have rendered the consideration of the employees’ inventions system a very
impontant issue in decdiding where to invest in R&D.

in the case of Mexico, not only are R&D activities of an experimental, research
or educational nature excluded from the nghts conferred by a patent through a direct
provision of the Mexican Industrial Property Law (MIFL), but also, the provisions in
regard to employees” inventions offer important benefits to employers as compared to

other jurisdictions.

Ownership of employ=es’ inventions under Mexican law
Article 9 of the MIPL states that any natural person that develops an invention, or his
assignee, shall have the exclusive right to exploit the same either by himself or through
authorisations to third parties. Additionally, Article 10 bis of the MIPL states that the right
S ..'_- to obtain a patent pertains to the inventor and that this right can be transferred.
Now then, more spedifically in regard to employees’ inventions, Article 14 of the MIPL
states that the Mexican Federal Law on Labour (MFLL) shall apply to those inventions of
persons subject to a working relationship (employee/employer).

e, el

In turn, the MFLL, 1n its Article 163, states in regard to inventions made in a company

1o
)

AV

L

the following:

e

2

* The inventor shall have the right to be named and recognised as such.
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« In cases where the eniploves performs tor the emplover work
related te research or development sponsored by the
emplover, the emplover will own the tvennons.

» In anv other case, the emplovee or emplayees that developed
the wwventien shali own the same. but the employer shall have
a preferentiat nighit to oblamn an exclusive wence or to acguire

the mvention and the corresponding patents.

Accardingly, in order to make the provisions of paragraph 2
ot Article 163 ot the MFLL etfective, inventions must be invented
by an emplovee, the actiaties for which the emplover hired the
emplio ee must be R&D and the eimplover must have sponsered
the i ennion.

The employee would own the invention only it at least ene of
the above condinons were not comphied with Furthermore, 1t is
verv important 10 consider that this is a direct provision of the
law and apples even if the contract between the emplover and
the emplovee 15 silent in regard to IP or inventdons, and that
either party may challenge contrary provisions in case of dispute

It important to stress that a very important advantage of
the Mexican law i regard to emplovees” inventions is the case of
invenhons of empiovess developed without sponsarship of the
emplover or by an emplovee not devoted to R&D activities In
such cases. the empiover has a preferennal right to obtain an
exclusive licence or to acquire the iventon and the
corresponding patents, as a first option. This means that the
emplovee must grant a lcence or the assignment to the
emplover if the emplover makes the best ober for suzh a licence

or assignment or its otfer equals a third party's offer.

Copyrights
In terms of technology, the provisions of the Mexican Federal
Law on Copyrights {(MFLC) are relevant for software-related
wnventions because computer programs are protected through
copyrights in Mexico

The MFLC states in its Article 84 that when a copvright 13
developed as a consequence ot an employment contract. unless
agreed by the parties to the contrary, the emplover and the
emplovee will jointly own the nights However, the employee
cannot disclose in anv case the work without the consent of the
emplover, although the eraplover can discloce the werk without
the consent of the emplovee.

Considering that the MFLC states that the copyright shall be
owned jointly by the emplover and the emploves in the absence
of a contrary provision, it1s very important to ensure that, in any

industr involving copyrights. such as the software industry, an
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employment agresment should clearly state that the emplovee
will develop copynghts and that the parties agree that such
copynights shall be assigned to the emplover under the MFLC,
Otherwise, as 1t 1s a clear provision of the law. in the absence of
any provision in the employment agreement, both the employer
and the emplovee will have the same nghts, except for the

disciosure night, whuch belongs to the employer,

Confidentiality
Another very important issue to consider is confidentiainy
obligations for employees. The MIPL provides protection to
trade secrets under Articles 82 {o 86 bis 1. In general, revealing,

using, or obtaining a trade secret without the consent of its

owner is considered a criminal act. A trade secret is dehned as
anv confidential information providing its owner competitive or .
economic advantages over third parnes and with industrial or
commercial apphication, A trade secret requires proof of its
exstence {paper, magnenc, electronie, etc) and evidence that 3
measures for keeping confidentiality were taken.

An inherent obligation to being an emplovee according to,
Article 134 of the MFLL is scrupulously keeping the technical,
commercial and manufacturing secrets relating to the creati-»« of
products to which the employee is directly or indirectly engaged,.
or of which the emplovee acquires knowledge in virtue of @E;}
work performed for the employer, as well as of an
admuustrabve affairs whose disclosure may be prejudicial to !hgi.
employer, regardless of the activities performed by the employ :
However, perhaps the most important provision of the MIPL
in regard to trade secrets and propnetary confiden
information is that, under Article 86, any person that h
another person with the objective of acquiring the trade seczets®

a third party will be responsible for the damages caused to such:

Remuneration to employees for their inventions
The MFLL states that when the importance of the inventiof
the benefit to the employer is out of proportion as comp{ﬂi
the regular payment to the employee, the employer shall Ffaﬁ
employee an addinonal amount, over and aboveér-¥
independent of, hus regular remuneraton. r

This payment shall be determined through ag'reemef“ :
parties or by a Conciliation and Arbitration Board (gove SR
board mandatory as first instance in employment cases).
of dispute.



In tact. because Mewico has a avil law svstem in the presence
of a contract stating w1 advance ar amount to be pard or how such
pavment shall be determuned regarding the employee’s mvennons,
the Conabation and Arbiration Board would be obliged to rewn
anv claim filed by an empioves related 1o this 1ssue.

Under Mewican contract law. the emplovee could v 1o
challenge the contract before a ¢ivij court bv arguing that the
amount agreed upon under the contract was not propcrtional to
the penefit of the company However, under Mexican law the
anzlvsis ot contracts 15 made according to the actual
arcumsiances at the momen: of sigrung the cantract Future
gvents modifving the value of the transaction are not constdered
sufficient to render a contract provision invahd ’

Moreover, 1f a contract were silent as to the remuneration to
the emplovee and the case were to be analvsed bv the
Concihianon and Arbitration Board. the board would anuivse the
benent of the invention Jirect]y w the emplover onlv, This means
- that in those cases where the technology s transterred by the

emplover 10 & third party, according te Mewcsn luw the
obliganon to pay the inventor i :e\cluswely on the emplover
therefore, the emploves would no'f be able to claim benenits rrom

the income of the third party, tut only from the rovelties and

pavments that such thard party conid have made to the emplover

negotiate the hgures related o invennons.

However, 1t a contract is silent with regard to ownership.

=t 4
i

Ty employee undertakes R&D activities as an integral part of his

T ‘lob. Furthermore, even il the emplover 15 not abie to prove that
%}i_ﬂ\e emplovee was hired for R&D activines, the emplover will
%ﬁg"sﬁ]} have the opporturuty of obtaning at least a first option for

‘acquiring the technology, even if the emplovee developed the

véntion mmdependently.

%3

=
e

i:l”‘u govern in both the 1S and .{ovieo However, when the contract

- As for remuneration provisions the contract between the parties

‘S slent, Mexscan law more clearhy provides for a possibility tor the

;'_F‘VEntor to claum additional benefits it the emplover 18 not willing
‘:,to @mpensate the employer tor its nventive efforts.
i

S German law 1 probably the most detailed with regard to

X e . .
-Efﬁployees nventions. German law clearly defines two kinds of
"r‘r‘-.l

Becerril, Coca & Becernl 5C, Mexico City ime.z

imventions, namely “free inventions” and “service inventions”
This 13 very simular to Mexican law but s different 1 that
Mevican emplovers will alwave be able to obtain a first opnon
right on emplovees’ invenhons

As for remuneration, German law leaves remuneranon to a
contract between the emplovee and the empiover However, there
are detailed gundehines tor calculating the value ot an nvennon
and the share ot such value that the inventor shoutd receive

In this sense. Mexican law is very similar to German law
However, in the caze of German law, the abligatiens on both the
emplover and the emplovee tor deaiding the category of “service
imventions” or “tree nvenhuons” makes the determination ot
value a case-by-case issue that cannot be determined beforehand
by more general provisions. In the case of Mexican law, 1t 1s
possible for the emplover to negonate with the emplovee
beforehand on the remuneration that will be acceptable to the
parties, This means that, upon signature of the resuitant
contract, the employee will not be able to succeed in a claim
betore the Conalianon and Arbitranon Board.

As n the case of Germany, the Japanese Patent”Act also
provides tor definitions of “service inventons”™ and “free
invenhons”. However, a very important difference in respect to
Mevscan law 1s that the emplovee can file a patent application for
a service invenbon, whaie in the case of Mexico a filing by the
emplovee is not legal because by law he 15 no longer the owner
of the invention because he 1s an employee.

Perhaps the most controversial issue in Japanese law is the
temuneration provisions and the interpretation that courts have
made of the term “reasonable”. In fact, the recent cases that
awarded emplovees very considerable amounts caused a
revision of the Japanese Act that was intended to give more force
to contracts between em ployer;‘- and emplovees. However, so far
there has not been a satisfactory outcome because if there is a
previcus contract, this contract can be challenged if the
employee considers that the remuneration 1s not “reasonable”.

Again, as compared to Mexican law, 1t there is an agreement
tetween the parties 1n Mewco, this agreement cannot be challenged
through the Conciliation and Arbitration Board and invalidation of
such contract through Mexican dvil courts is verv unlikely.

final remarks and advice

Mexican law provides for a very good employees’ inventions

system switable for performing R&D activites. However,

companies must take the necessary steps to benefit from it.
Some advisable measures include obtaining an assignment

from the employee for each invention regardless of the
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provisions of the jaw. Otherwise, the emplover may have to
demonstrate to the Mexican Institute of Industnal Property or
other patert authoribes that the invention was developed under
the sponsorship of the emplover and that the employver was
hired for R&D activities, whicl. 18 more comphicated than
vbtaining an assignment.

It 15 also advisable to mnclude either in the emplovment
contract, or through a separate contract. clear rules concerning
remuneration for inventions. These could include such things as
a rovalty or banus when sales or savings related to the invernon
are above a certain amount

In addition, in the case of joint development agreements. 1t s
very important to verify whether the researchers involved in the

project are emplovees or consultants, because the MFLL applies

206 Building and enforcing inteltectual property value 2005

only to emplovees f one of the parties uses the Services m.
esternal consultant tor the project, then the consultany Shosz
sMgn a separate agreement in order to ensure the |p and i‘;—l_. s
resulting revenue belongs to the SPONsor r}
These contracts with consultants are subject entirely 1o mf‘-l‘ra';;tr
ent. £
Although it 15 a controversial 1ssue whether the provisiong of t}-w'

law because in the case of sponsored invennons the MIPL sil

MELL can be used as a reference in litigation of 5P°“50red‘i

inventions, the 1ssue is not very clear and most probably comraql E
law will prevail and the invention will be assigned 1o the Inventgy
il the contract is silent 1n regard to ownership ;

In the case of copyrights the Mexican law states thay the =
sponsor will own the copyrights in the case ot sponsored warg, .

but it s still advisable to make this fact clear in any contract,



Interactlon

&between Industry

“and Umver51t1es

FILIP DE CORTE*

COLLABORATIONS BETWEEN
UNIVERSITIES AND INDUSTRY
THE CONCEPT

Collaborations between certain
departments of umiversity and
industry have alwavs existed in
modern times However, some-
thing has clearlv changed over the
last vears. Particularly in the area
of biotechnology and chemistry,
collaboration between universities
and the pharmaceutical industry
has increased dramatically. Even
well into the 1980s, the R&D organ-
1zations within European industry
onlv had but a few formal research
collaboration agreements with
universities Nowadavs, negotiat-
ing and managing contracts, be
it research collaborations, agree-
ments for research fellows, agree-
ments for contract work, Material
Transfer Agreements, secrecy
agreements, 15 becoming a kev
process within an industrial R&D
organization. So what has hap-
pened? Pharmaceutical companies
started to realize that thev did not
have the monopoly on good ideas
and that any one company could
not expect to generate more than a
fraction of the totality of valuable
intellectual property. It dawned
upon the industry that no company
could expect to survive solely on
what it can generate internally.
Moreover, the investment commu-
ruty started sharing these thoughts.
Indeed the stock market rewards
those companies that announce
one research coliaboration deal
after another. On the other hand,
universities started to realize that
their research actually generated
important intellectual property and
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that they could become crucial
partners for the industry. Said part-
nership could then generate
income for uruversity laboratories
where money is always a scarce
resource. This trend of increased
collaboration between industry
and universities started in the
United States and, particularly, the
enactment of the Bavh-Dole act of
1980 changed a lot in the United
States: it allowed the universities to
reap the actual benefits of the intel-
lectual property they themselves
had created.

EXPECTATIONS OF UNIVERSITIES
VERSUS EXPECTATIONS OF
FPHARMACEUTICAL INDUSTRY

The relationship between univer-
sities and industry is not a mar-
niage made in heaven. There clearly
is a clash of two different worlds.
And this clash is the basis of some
of the difficulhes that are encoun-
tered with research collaborations
between industry and universities.

Universittes

Researchers at universities are
trained in the scholarly tradition
that holds academic freedom as a
valuable good. It is generally held
that academic freedom can be ham-
pered or frustrated if research were
to be restricted by religious, politi-
cal or economic pressures. Hence,
universities feel very strongly
about full freedom in research and
especially full freedom in the publi-
cation of the results. Based upon
that same idea of academic free-
dom that research should not be

hampered by-—amongst others—
economic influences, the university
inherently is embedded in a “not-
for-profit” environment or atmos-
phere. The topics of research are
more determined by human curios-
itv and the field of interest of a
researcher. It is not uncomumon that
the focus of the research that is
performed in a laboratory shifts
over time. New, more interesting
avenues are explored and create
the basis for other and further
research. University laboratories
have a limited project portfolio due to
increasing spedalization. Concerning
compensation, a university labora-
torv is probably seeking two
things: a short term income inde-
pendent upon results but rather
dependent upon the amount of
effort that has been invested and
{(hopefully) a royalty stream related
to a product that would hit the
market.

Industry

How different is industry! There,
knowledge is perceived as a prop-
erty that has been acquired by
investing money in research. This
intellectual property should be pro-
tected and industry expects this
knowledge to give a certain return
on investment. Hence, publish-
ing—although not contrary to the
objective—is not always a priority.
Clearly industry is for-profit. The
main objective of the pharmaceuti-

* The author s a European Patent
Aiiomeq and the Senicr Director
General Services [RF and Head of the
Patent  Department at  Janssen
Pharmaceutica NV, Beerse, Belgium.
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‘cal industry is to discover and

develop new .marketable drugs.

Therefore, the research effort is -

more focussed. However within
the research organization, many
projects have to compete for the
same resources (be 1t money or
people). At a senior management
level in industry, portfolic manage-
ment is performed using not onlv
scientific criteria Often it is not
understood or fully appreciated by
the academic collaborator that the
project related to the research col-
laboration will be one of many.
Priority will be determined on the
basis of given criteria and the
strategic value mav change over
time. So however interesting from a
scientific point of view a project
can be, the decision can be taken to
stop or at least lower the priority of
that project because of portfolio
reasons. Another difference is that
the pharmaceutical industry wants
to make pavments dependent upon
results linked to concrete mile-
stones. Moreover (depending upon
the situation), the pharmaceutical
industry will often not readily be
inclined to grant royaities linked to
sales of end products.

THE PROCESS OF REACHING
AN AGREEMENT ON
RESEARCH COLLABORATION

Theory

Theoretically the process to set-
up research collaboration is quite
simple. The process starts with the
non-confidential phase where the
university's general, non-confiden-
tal information and possible assets
in the light of a potenhal collabora-
tion are investigated. Following
the evaluation of the non-confiden-
tial information of the external
party and the decision to proceed,
a secrecy agreement 15 signed.
Subsequently, the confidential phase
starts during which a more In-
depth analvsis of the proprietary

les Nouvelles

information is perform.cd. Then the
final agreement is discussed
wherein tobics like inventorship,
ownership of intellectual property,
pf.xblication, payments, indemnifi-
cation et cetera are discussed.

Practice”

The non-confidential phase. The
actual process often locks guite dif-
ferent. Collaborahons can start
because a researcher from the
industry has met his colleague
from academia at a conference, for
example. The relationship at that
pomnt in ime is often a friendly one
and the thing that unites them is
the scientihc interest in a certain
topic. They encounter a mind alike
and in an atmosphere of academic
freedom thev start talking about
their research.... and—very impor-
tant detaii—there are no lawvers
around to sour their relationship.
Hence, collaborations often start off
completely contrary to the pre-
scribed process. Confidential infor-
mation 15 alreadv exchanged
without the necessary precautions
in place. It is important to mention
that there are at Jeast two dangers
involved. The first risk is the dis-
closure of novelty destroying infor-
mation and the second s
contamination. It is important to
note that both parties are exposed
to those risks.

* Novelty Destrouing Disclosur:
Novelty is an important criterion
for patentability. Novelty means
that the invention does not form
part of state of the art. And
according to Article 34(2) of the
European Patent Convention:
“The siate of the art shall be held
to comprise evervthing made
available to the public by means
of a written or oral description,
by use, o1 in any other way,
before the date of filing of the
European patent application.”
Case law has made it quite clear
- that disclosure to a single person

not bound by a confidentiality
agreement even in an oral form is
making the information “avail-
able to the public.” Hence, dis-
closing confidential information
over a drink during the closing
dinner of a conference is suffi-
cent to endanger the patentabil-
ity of the invention related to that
information.

* Contamination. The second prob-
lem with exchanging information
before a secrecy agreement is in
place is the problem of contamina-
tion. What is contamination?
Contamination occurs when
unwanted confidential informa-
tion is received. Basically the
problem with receiving such
information is, that if the receiv-
ing party would exploit his own
but similar information (say by
filing patent applications on it)
the receiver will have to prove
that he already had his own
information before receiving the
external information. Providing
proof in court proceedings of
when someone knew something
is very hard to do. It should be
noted again that contamination
for the Academic World almost
seems courter intuitive. In the
spirit of academic freedom, it is
very much appreciated that
information is exchanged. How
can knowing more be bad?

The confidential phase. Thz confi-
dential phase starts after the
secrecy agreement is signed.
Notwithstanding the fact that a
secrecy agreement is in place, it is
generally perceived that confiden-
tiality in a university laboratory is
difficult to maintain. In view of the
concept of academic freedom, often
students (even students that are not
related to that particular labora-
tory} can walk freely in the labora-
tories and scientific problems are
discussed with every interested
person.

A further problem is what could

March 2001



be coined as the problem of “non-
- unity of the' university.“When a

research collaboration with an

industrial partner is negotated, the
requirement that the partner does
not have a collaboration with
another partv in the same field is
likely to be entered mto the agree-
ment. For undversihes, this seems
to be difficult to maintain. The uni-
versity department can offer exclu-
sivity. However, it seems almost
mpossible to ensure that nobody
else within the university would be
doing related work in a sumilar
agreement with another party.

In addition, also the discipline to
mark all the information “conf-
dential” during the confidential
phase is lacking as well as the
usage of putting orally discussed
items on paper. It should be noted
that many problems would never
have ansen if during the initial dis-
cussions one had made proper note
of who had the initial idea for a cer-
tain inventon N
The final agreement. The mam
topics discussed during the regotia-
hons leading up to the final ‘agree-
ment are inventorship, ownerstup of

intellectual property, publication.,

and payments,

* Inventorship Not too manv
problems are encountered with
inventorship. However it is
important to mention that inven-
torship is a legally defined con-
cept Yet there are still people
who consider a patent or a patent
application simply as another
publication, so they are inclined
to name evervone who was
involved 1n the project as an
inventor, This 1= not in accor-
dance with the concept of inven-
torship in patent law. On the
other hand. there 15 still the odd
research leader who thinks that
he or she and preferably e or
she alone is the inventor just
because he or she runs the labo-
ratory This seldom is the case. It
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is also hard to explain that in the
case where the invention is

* already clearly suggested in the -

scientific program, the inventor-
ship resides with the person who
designed the scientific program
and not with the person who car-
ried out the program.

» Qumership of intellectual property.
In most cases, the pharmaceutical
cornpany will want to own the
intellectual property that is created
during the coliaboration. This
depends upon the tvpe of arrange-
ment. When the work is purely
cornmissioned work (following a
previously designed protocol)
there should be no problem. When
it is established that the academic
partner is an inventor, the pharma-
ceutical partner will stll trv to
obtain the ownership of the intel-
lectual property. In such a case
there should be a reasonable com-
pensation linked to that transfer of
nghis. 1t 1s worthwhule to note that
problems conceming the owner-
ship of intellectual property mostly
arise as a result of arrangements
being informal and undocu-
mented.

*» Publications. Publications const-
tute a difficult issue. Again refer-
nng to the academic freedom,
academics want (and are put
under severe pressure) to publish.
Industry wants to make publica-
non dependent upon the filing of
patent applications. In general a 60
day period for the evaluation
whether or not there is valuable
intellectual property in a potential
publication, is considered accept-
able Depending upon the tvpe of
invention, the pharmaceutical
company will demand the right to
withhold publication for a certain
time period. For example, in the
case where the subject of the
research collzboration is a set of
novel compounds that could be
developed and marketed as
drugs, the pharmaceutical com-

pany might insist on a publication
ban of up to 18 months starting
from the filing of the first patent: .
application. The reason. for this is - |
that patent applications are pub-
lished 18 meonths after first filing
and that up until such time the
applicant can’either amend (dur-
ing the first 12 months) or with-
draw the patent application.
Amending and/or withdrawing a
patent application are measures
that often may be necessary in
view of ongoing research.

* Payments. Until recently univer-
sities were insisting more and
more on rovalties related to the
outcome of the research collabora-
tion, independent upon whether
or not the outcome of a research
collaboration was a product that
could be brought to -the market.
However, some change in that
position is perceived. It has
become clear that for both parties
rovalties are not always .the best
solution. This depends upon the
type of invention. For the phar-
maceutical industry, royalties are
only taken into consideration when
the invention is the actual product
that can brought to the market
place, e.g. a new molecular entity.
The pharmaceutical industry is not
readily inclinéd to grant royalties
relating to inventions that only
indirectly lead to products on the
market, e.g. when the invention
concerns a molecular target.
However, it is a free market and
the forces of supply and demand
rule that market. Consequently
examples will be found where
companies have awarded royal-
ties in cases where the invention
was not a sellable end product.
Common sense dictates that
where the invention does not
relate to a product that can be
brought to market, royalties are
probably not the best solution.
First, because in the pharmaceu-
tical business, royalties only
“deliver” money 8 to 10 years
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down the road, certainly when
talking about pharmaceuticals.
Secondly it is often an uncertain
type of income because the attri-
tion rate during clirdcal develop-
ment is still verv high. Thurdly, in
view of the fact that the pharma-
ceutical industry often has a large
project portfolio, the project—
unless it is really a breakthrough
achievement—will probably be
rated lower during portfohio
management evaluations because
of the “strings” that are still
attached to it.

A more preferred solution
seems to be offering milestone
pavments at the different stages
of the development of the poten-
tial drug hinked to the research

les Nonvelles

collaboration. In that way the
university gets access to funds in
a quicker and more predictable
way, yet still shares iri the success
of the product during the devel-
opment phase.

CONCLUSION

Although  the  relationship
between industry and uruversity is
not based ‘on a common set of
expectations, the collaborations
between industry and universities
are increasing and are maturing,
i.e. both parties experience the col-
laboration as a win-win situation.
Serious difficultes often originate
from sloppy (legal) preparation of

research co''ztorations. Most uni-
versities and pharmaceutical com-

panies have put a lot of effort into

educating scientists in the reasons’
why agreements are so important
and what the risks are related to
careless preparation of research
collaboration. Even more funda-
mentally, the fact that both indus-
trv and universities have created
and developed Technology Transfer
departments has been a big step
forward. It is verv likely that the
European situation will evolve
to resemble more and more the
US. situation where collaboration
between industry and universities
have proven to be important seeds
for innovation, the basis for further
growth,
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Partnering Deals: Solutions

Through Synergy

BY KATHLEEN DENIS*

The 2004 Annual Meeting of
LES (USA & Canada) began
Monday morning October
18, 2004 with an opening plenary
panel discussion. This panel focused
on high profile licensing deals and
the partners involved in those deals.
We explored how the deals came
about, the challenges faced and the
synergies that were created through
the partnership. The program was
moderated by the President of LES
(USA & Canada).

Below is an edited transcript of
the “Partnering Deals: Solutions
Through Synergy™ panel discus-
sion in Boston.

An Introduction of the Panelists

Kathicen Demis. 1'd like to intro-
duce our Mendav morning panel
here. Last vear we had a wonderful
“leaders of licensing™ panel, where
the issues surrounding the manag-
ing of programs, the metrics and the
philosophy of licensing at Fortune
500 companies was discussed by a
group of leaders in this field..There
were many questions to that panel
from the audience about finding
partners and partnering issues, so
this year we decided to follow up
with a partnering panel. In the early
spring, we sought four pairs of deals
that had been done 1n the past vear
that were of note and put those to-
gether to ask these individuals ques-
tions on the deals that they did and
their partmering strategies.

First, I'd like to start by introduc-
ing all eight members of our panel.
1 will only introduce them by name
_and title, and at that point I will
" turn it over to them to do further
introductions briefly of themselves,
their companies, and the deal that
they did recently.

First, on my left, we have Scott
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Foraker, vice president of licensing
for Amgen, and his partner, Paul
De Potocki, senior vice president
of commercial operations at Biovit-
rum AB. Next we have Lita Nelsen,
who’s the director of the technology
licensing office at the Massachusetts
Institute of Technology, and Susan
Whoriskey, vice president, licens-
ing and business development,
Momenta Pharmaceuticals. Over on
my right, we have Lisa Jorgenson,
who's the vice president, intellectual
property and licensing at ST Micro-
electronics and Joe Bevers, the vice
president of intellectual property
and licensing at Hewlett Packard.
Our fourth group is Mark Peterson,
director of external business devel-
opment and global licensing for

Proctor & Gamble Company, and

finally Gary Cleary, president and
chief technology officer of Corium
International Inc.

I'm going to ask Scott and Paul
to start.

Scott Foraker: Good morning,
it's a pleasure to speak to you this
moming,. I'm in charge of licensing
at Amgen. We're primarily a buyer
of technology, not a seller. Amgen
is the world’s larges! biotechnol-
ogy company, located in southern
California.

Licensing is integral to our future
success; it's as simple as that. Even
though we have an R&D budget of
$2 billion per year, which seems like
a lot and it is, it pales in comparison
to the amounts that are spent in life
sciences throughout the world. It's
foolish to think that even with the $2
billion R&D budget that you could
have some monopoly on innovation.
So with that philosophy, we think
that probably 30-50 percent of the
growth, the pipeline of the future
of the company, is dependent on

licensing of products and technolo-
gies from outside of Amgen. So
licensing for us is mission critical.

It was with that in mind that we
did the deallast year with Biovitrum.
It was one of the largest deals in the
industry that was done within the
past vear. We’ll talk a little bit about
that deal in a minute, but first 1 want
to introduce my partner, a colleague
that I have tremendous respect for
through the deal process—Paul De
Potocki of Biovitrum.

Paul De Potock:: Thank you, Scott.
I'm head of commercial operations
at Biovitrum. Biovitrum is Stock-
holm’s largest biotech company. We
are about 550 people working pri-
marily in metabolic disorder R&D.
We were formed inree years ago as
a spinout from Pharmacia Corpora-
tion. Our core business model is to
take internally developed programs
to clinical stages and then enter into
strategic alliances with larger phar-
maceutical companies.

L e AR Y £

Paul De Potocki, left and Scott
Foraker.

*Kathieen Denis, Associate Vice President
of Technology Transfer at The Rockefeller
Uiniversity in New York City.
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Scott Foraker: The collaboration we
did involved a molecule that was
in early stages of clinical testing in

humans. It's called 11 Beta HSD 1.

is the name of the target. It repre-
sented for us and for others in the
industry a potentially novel treat-
ment for Type Il diabetes and other
metabolic diseases. As you probably
know, Type Il diabetes is just a huge
medical problem, particularly here
in the United States but also in other
parts of the world as well.

Kathleen Denis: Thank vou, Paul
and Scott. Susan and Lita.

Lita Nelsen: 1 guess I'll start,
since we were at the beginning
of this transaction. I'm with the
Massachusetts Institute of Tech-
nology, Technology Licensing
Office For us, Momentum was
probably our approximately 200th
start-up company, although it was
certainly going to be one of the
bigger ones. The formation or the
idea of forming a company started
with some innovative technology
in sequencing and understanding
the function of the different pieces
of polysaccharides. In 1999, we
ended up with a disclosure on the
sequencing of polysaccharides. The
inventor was interested in forming
a company that would concentrate
on polysaccharide chemistry and
pharmacology.

We found out that he had other
patents, some of which went back to
1991 and had been licensed to other
companies. There was also technol-
ogy going on at MIT that related to
the technology but with different
principal investigators, some of
whom had their own entrepreneur-
ial ambitions. But what we then had
to do was spend about two years
cleaning up the case. That involved
meeting with other companies, try-
ing to work out sub-licenses; meet-
ing with other investigators, trying
to work out peace treaties. | think the
message at that point and later was
that it was people, people, people.
We knew, but we Jearned again
the hard way, that e-mail is a biunt
instrument and that if you want to
solve problems you have to get hu-
man beings in the same room, even
if that involves 6:30am meetings and

(30]
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coming in at 6:00 to prepare the cof-

- fee, and we had several of those.

Ultimately, we started moving

toward A deal. Af that point, of’

course, the usual negotiations went
back and forth. Susan had by then
joined the company—was it a com-
pany yet?

Susan Whoniskey: Starting to be.
I'm Susan, the vice president of
business development at Momen-
tum Pharmaceuticals. In 2001, !
was a biotechnology consultant to a
venture capital firm, Polaris Venture
Partners. Three MIT professors came
in that had been working for the last
ten years on trying to understand
how to sequence sugar molecules,
complex carbohydrate structures.

So in late 2001, we completed
a license with MIT to access that
technology. We began to build a
biotechnology company focused on
that. Today, we have close to sixty
employees. We took the company
public in June of this year. We are
applying the technology directly
to the development of novel thera-
peuhics.

in 7003, we actually formed a part-

nership with Novartis to develop a-

product so that we can file it with the
FDA and bring it to the marketplace.
It was very clear to us that with a
strong technology base, we needed
a partner that could help us both in
process manufacturing as well as
commercialization of that product.

So we very quickly took the MIT
technology that we had licensed,
went back and forth with MIT to
amend that license a couple times
as we evolved the business model
of the company, and then formed a
partnership, which is essentially a
sub-license of that technology, with
Novartis. 50 in addition to that
program, which is fully funded by
Novartis, we are applying the tech-
nology to the development of other
innovative products, and looking
at collaborations with other biotech
and pharmaceutical partners to ap-
ply the technology to iheir specific
product.

Kathleen Denis. Thank you very
much, Susan and Lita. Lisa and Joe.

Lisa Jorgenson: I'm Lisa Jorgen-

son, I'm the head of the intellectual
property and licensing group on a

. worldwide basis for ST Microelec- .

tronics. 5T is-a European company. -
with its worldwide headquarters "
in Geneva, Switzerland. Kathleen
mentioned that they were looking
for two high-tech partners that had
completed a recent deal. ST and our -
partner HP have a partnership that
has completed a recent deal—be-
cause ours is alive, well and ongo-
ing. Our partnership actually began
back in the 1993-94 timeframe. Our
partnership began with what I'm
sure you're familiar with, the Inkjet
printer cartridge for the HP Inkjet
printers. Joe?

Joe Beyers: 1'm Joe Beyers, the vice
president of intellectual property
and licensing for HP. | joined HP
about thirty years ago and have
been in this job about two years. The
company started this effort to drive
toward better protecting our intel-
lectual property and getting greater
value for our intellectual property,
and that’s really my function.

Lisa Jorgenson: 5T began as purely |
a silicon foundry for HP. As you
may know, on the Inkjet printer car-
tridges, when you pull the tape off
to insert the Inkjet printer cartridge
into the HP printers, there is a small
semiconductor chip on the end of
every printer cartridge. That's an ST
semiconductor chip.

Astime went on, 5T became more
of an integral design partner with
HP. We became more integrated into
the actual design process. ST decid-
ed to open up wo design centers, so
that we could have design centersin
California that could interface with
the designers or the engineers, be-
tween HP and ST. The highly quali-
fied engineering teams that we had
between the two companies, took
those core competencies and put
them inside both companies so that
we could move into other products
inside both companies.

Joe Beyers: So this relationship be-
tween the two companies is a prime
example of one good thing leading
to another. Based on the success of
that first relationship, there was a
follow-on project. In HP, we had
created this concept of a high-perfor-
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we actually weren't sure what we
were going to do with it. We knew it
‘was good, we knew it was powerful,
and we knew it had product poten-
tial. But subsequently, the business
model of the company evolved. 5o
we kept going back to MIT and
evolving the license accordingly.

In addition to that, I often meet
with Lita with no objective in mind
other than to keep her informed
about what we're doing and where
we're going, so that when I do
want to go back and amend it, to
be nimble and facile, which is re-
ally a key important thing for a
bictechnology company, we can
move quickly when we need to do
that. So 1 think the combination of
keeping MIT informed has helped
us recruit for our company, license
additional technology, amend the
license, and move our company
forward very quickly.

Lita Nelsen: You know, it’s a little
bit easier with biotech companies,
strangely enough. The reason is
that biotech companies are cultur-
ally much closer to the universities.
They have just spun out, many of the
people spent their graduate school
or post:doc—they all had to—in
university environments. So they
have a better understanding of the
fact of the university ground rules.
We have to publish. We can’t keep
it confidential. You must have mile-
stones and develop the technology.
So there are fewer cultural barriers
to overcome than in some of the
more conventional companies.

Kathleen Denis: Thank you. The
next question, I'm going to start
with Paul and Scott. The audience
is often interested in the timeframe
of deals. How long did vour deal
take from conception to execution,
and what factors helped to lengthen
or shorten the time period?

Paul De Potocki: Maybe I should
start. There are two ways of an-
swering that question. One is that
this was a record-breaking deal. We
first met on June 12 of last vear, and
we signed a very complex deal on
September 6, which means less than
three months.

I guess we also, as a biotech com-
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.pany, we had been working quite

diligently a few months prior to that,
making sure that we had the part-

nerselecting criteria in place that

we knew exactly whiat we wanted

There was also a sixteen-page term

sheet in place prior to that meeting.
But 1 must say that the interactions
between ourselves and Amgen were
the fastest that I've ever expenienced
in my life, in the Pharma industry.

Scott Forgker. 1 think that’s true.
I'm looking at the timeline here.
From the time we first met on June
12 of last year to completing the deal
on Sepiember 6, things just moved
rapidly. I think there were a couple
of reasons for that. One is that there
was prioritization from the top of
both organizations that speed was
important. Something that also
helped us tremendously is, early on
in the cteal, we sat down with each
other and decided what the size of
the pie was.

What happens so many times in
negotiations is that vou kind of talk
past each other, and we made sure
that we didn’t do that. We satdown
ata very earlv stage and shared with
each other what we thought the
opportunity was. We each had our
respective models, we shared those
models with each other Thev were
very much in sync, and to the extent

. they weren’tin sync, we worked to-

gether with each other to really tear
apart each other’s assumptions, so
that we could come up with some
common ground for valuation of the
deal and just a basic framework for
thinking about the deal. So the fact
that we were grounded as we were
at such an early stage really helped
us move quite rapidily through the
process.

Then, superb execution was the
last piece of it, which was just an
incredible commitment by the teams
that were working to actually ex-
ecute and get it done. Whether that
meant working around the clock or
what have vou. So [ think those were
the fuctors that made it go so sw iftly
and smoothiy.

Kathleen Dewmis: Thank you. Lisa
and Joe, you've been doing deals
for eleven vears. Can you help us

understand the timeframe of some
of those individual deals?

Lisa Jorgenson: Sure. The initial
deal was actually’ quite short. It
probably only took, back in 1993-
94, six to twelve months from the
execution until we started shipping
products to HP. I think the most
critical component was that we
had a core management team with
long-term objectives and goals that
staved in place. In fact, today we
still have many of the same people
still working between the two com-
panies that have six-plus vears of
experience with a lot of personal
ties between themselves and people
from each of the other company.
They have staved in place to ensure
the continuity of the original deal
and the follow-on deals with the
Inkjet printer technology as well
as the other deals that we've done
between the two companies.

Joe Beyers: What's unique about
this relationship is that it is a true
relationship; it’s not just an isolated
transaction. It's a framework in how
we work together and several deals
have come from it, some of which
have been joint development activi-. -
ties over several years. They tend
to feed on each other, each success
leading to follow-on new projects,
some of which were unanticipated
when the relationship started.

Kathleen Denis: Thank you. For
Lita and Susan. the business part-
nerships often find that they have
created some unexpected and tan-
gible benefits by working together.
Tell us abeut some examples you
found of that in your relationship.

Lita Nelsen: I think we've been
talking about it the whole time,
which is basically we have the good
fortune of being located within a
five-minute walk from each other.
That means that our faculty who
are involved in the company can
interact easily. I get to call people

-like Susan and say, do you want

to be on a panel with me? People
who graduate from the university
come over and talk to these guys.
But there's more than that that isn't
related to one company.

What happens, when you have a
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lot of that going on in a community,
is it builds a whole infrastructure by
which new companies can get start-
ed: Where people have role models
for how you start a company, where
graduate students get ambitions to
do things because they see it hap-
pening in Ron’s lab across the hall
That impact on our students of not
a single deal, but the way in which
we do deals, with these continuing
relationships, is actually changing
our ability to educate students to see
how the real world works, and how
research leads into products.

Susan Whoriskey: 1 would echo
that theme. 1 think we've retained
and maintained a closer relation-
ship with MIT than 1 might have
expected in the early days when
we first did the license. As opposed
to the technology just being thrown
over the wall to a biotech company,
everything from hiring some of the
graduate students and post-docs to
join the company, staying close.

Last week, for instance, MIT and
Momentum published a paper to-
gether—scientifically focused on
what the scence is, and business-
wise focused on how we re develop-
ing that science into the business. So
we ve stayed close in terms of devel-
oping the technology as well. We've
filed additional patents that we've
developed at Momentum that have
broadened the technology and led to
technology licenses that we've done
with universities outside of MIT.

So 1 think the growth and evolu-
tion and staving closer together with

Joe Beyers, left and Lisa Jorgenson.
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MIT has been a pleasant surpnse
that's benefited both of us.

" Litq Nelsen. You certainly haven't
moved A0 your-new quarters be-
cause of the cost of the real estate.

Susan Whoriskev. Yes, Lita's refer-
ring to the fact that we moved the
company within a five-minute walk-
ing distance of MIT just last week.

Lita Nelsen: And I'msure it wasn't
for economic reasons.

Susan Whoriskey- That's correct.

Katlileen Dems: Thank vou. How
about Mark and Gary? What sort
of intangible benefits have you
derived from your relatively short
relationship?

Mark Peterson: The biggest intan-
gible benefit I think that we pick
up as Proctor & Gamble from the
relationship is—Gary talked about
our scale and his appreciation of
the challenge of moving our top-
line perspective—over the next
ten years we need to find 500 $100
million ideas to achieve our sales
revenue targets. So when | tell you
we're open for business, we're seri-
ous about it.

Gary and Adrian and his other col-
leagues have an amazing networkin
the health care industry, with their
knowledge, to make connections
and to help us find some of those
$100 million ideas on an inbound
basis. So we're looking, in all of our
relationships, really to access the
network of our colleagues.

Gary Cleary: 1 think in reverse,
there’s a lot of outbound technology
that could be coming out of Proctor
& Gamble, and I would imagine
there’s a Jot of outbound technology
out of other very large companies
where a lot of things are just either
stalled or they don't fit the strate-
gic direction of that company, that
smaller companies like mine could
possibly use to become larger. 1 think
that's the group I've been working
with at Proctor & Gamble, and it's
a great way for two companies to
work together that are svnergistic.

Kathleen Denis: Lisa and Joe, re-

. 7 lationships can force you to define

things more clearly so vou end up
understanding vourself and your

company somewhat better. What
new understandings of your own
company did you come out with

. because of this partnership?

Lisa Jorgenson: STisa v ery Euro-
pean company, with its roots as a
Franco-Italian company. With HP’s
roots as a California company, I'm
sure you can understand there are
significant cultural differences and
very different decision-making pro-
cesses between the two companies.
Even though English is the primary
language of ST, there still can be a
lot of misunderstandings, a lot of
miscommunication.

What the two companies did
early on, for one thing, is that they
actually conducted an inter-com-
pany cultural training and diversity
training. We did find that we have
some business processes, certain
decision-making processes that
were the same, that we could use to
help solve problems and solve cer-
tain processes or decisions that we
could hopefully use down the road
that would help us in our engineer-
ing decistons. Then we could avoid
going into dead-end situations and
naving to backtrack ir. »r. zineering,.
1t did help us down the road, in
the future generation products. We
obviously realized that between ST
and HP, there were going to be some
significant cultural differences.

Joe Beyers: There were several
other things that | think were really
key in the relationship. Let me list a
few of them.

One i< the fact that the teams
brought complementary skills
to the relationship. HP was very
strong in architecture and compil-
ers, and ST on micro architecture
and design. Those complementary
skills were very helpful in getting a
good outcome.. .

Another key thing was the fact
that there was a lot of work done
early on to make sure that the IP
rights were clearly defined in the
relationship. In a joint activity like
this,. that can be quite complex and.
can ‘Cause a lot of problertis: I'll just
give you an example. In another
situation where HP had done a
joint development agreement with
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mance embedded processor that al-
lowed execution of 2-10 times faster
than normal embedded processors

* of the day. We did joint development *

f this processor. It was aimed for an
embedded printer processor.

Then our printer needs changed
somewhat, and this processor was
no longer being deployed in our
product. We worked together on a
broader multimedia processor and
then we did a technology transfer
to transfer the technology to ST
Micro, where they now have taken
that technology, productized it and
shupped it in the form of their LX
processor

So this is a clear example of build-
ing on the success of one relation-
shup to a second success that went
through several generations. We
did another follow-on with some
compatible technology for that pro-
cessor, which we also have recently
compieted.

Kathleen Denis. Thank you, Lisa
and Joe. Finally, Mark and Gary.

Mark Peterson. Good morning,.
I'm Mark Peterson, I'm with a
small Midwestern company called
Proctor & Gamble, out of Cincinnati,
Ohio. A few of vou may have heard
of it. Primarily in consumer goods.
but our story this moming is around
a drug delivery technology, plastic
micro needles that were developed
in 1999-2000 by our scientists when
we were looking at Type 1l diabetes
as a potential field that we may want
to get into the diagnostics and treat-
ment of.

We had a terrific technology
around our plastic micro needles,
patents that we had reduced to
proof of principle and prototypes,

Gary Cleary, left and Mark Peterson.
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but we didn't have a‘path forward
and we had an orphaned technolo-
gy. Once those patents were granted,

. we opted to seek a general parmer
for that technology. He’s sitting tc

my right, so I'll let Gary introduce
himself.

Gary Cleary: Thank vou, Mark. My
name is Gary Cleary, I'm the presi-
dent and chief technology officer at
Corium International. Corium was
founded about four years ago with
the notion that we would be a manu-
facturing company at the outset, to
develop and become a robust manu-
facturer of Ailm and film-like prod-
ucts that would be used in wound
care, over the counter products and
ethical pharmaceutical products.
To that end, we've licensed prod-
ucts—a polymer technology from
the Russian Academy of Sciences
in Moscow—and like P&G, we're a
global company. We have now ac-
quired the micro needle technology
and I'll explain in a minute why this
is important for us.

But, we wanted to develop the
robust manufacturing side early on,
as opposed to doing the technology
part first with the new ideas. This
was to develop a revenue stream
that would allow us to do things

" that we're doing now, like licensing

technology in. At the same time, it
allowed the manufacturing facilities
and the automated assembly equip-
ment to get into place as we're pro-
ducing the quick to the marketplace
products that generates our revenue
stream.

At the moment, we have a very
robust polymer technology that can
be applied in different areas. We've
more recently strategically decided
to move forward into the ethical
pharmaceutical side of drug deliv-
ery, putting drugs through the skin
in the way of transdermals and also
through mucosa in the oral area and
other biomembranes that have wet
surfaces, that our polymer technol-
ogy can be utilized to deliver adrug
through that.

One of the problems with putting
drugs through these biomembranes
is that there are great barriers and
that limits the number of molecules
that you can put through those bio-

membranes. So to have something
like micro needles row.opens up a
larger universe where we can now

-, putlarge proteins, large molecular

weight products. We can have more
rapid onset of drug activity. We can
have different ways and different
designs of micro needles applied
here. To that end, I've been work-
ing with Mark and his team on this
technology transfer.

Mark Peterson: I think what's
unusual about our technology
transfer, and one of the reasons that
Kathleen asked us to join the panel,
was when we made the decision to
take the technology out, we made
a very public decision to do so. We
proactively identified the players,
we were going to ran an auction on
the technology as opposed to simply
seeking out, working our rolodex,
one-on-one contacts, which is cer-
tainly where we started. We also
employed an organization to help
us do a broader search for potential
partners. ¢

Actually they played a role in
bringing Gary and [ together’ Gary
wasn't in my rolodex, I'm ashamed
to say. He is now. In fact, we were’
joking about-—I caught him on one
of the deal discussions in his gar-
den, and he caught me in a couple
of hockey rinks over time. So cell
phones are a wonderful enabler to
getting these deals done.

Questions addressed to the panel

Kathleen Denis: Okay, we’ll start
with the first question. Partnerships
tend to succeed when both sides are

-~ pulling together toward a common

goal. How have you incentivized
people to play nicely together? Mark
and Gary, since you've just spoken,
I'l} let you pick that one up first.
Gary Cleary: One of the things
is some commonalities we have
with Proctor & Gamble—we have
about 200 employees and they have
100,000 employees. In order to un-
derstand their culture, I began to
read their annual report. I actually

_tead part 6f “Rising Tide; “Whicly

gives you a little more insight about
Proctor & Gamble. We are about,
$51,000,000,970 odd dollars less
revenue stream than they have.
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So this is the beginning of an un-
derstanding of who we're working
with, and it seemed a little scary
at first But working with Mark, I

felt like we were playing on a very '
level plaving field. I could not feel

the iargeness of Proctor & Gamble,
but the good relationship between
the person that I'm having to deal
with. That helped move the project
along. ] think it is important to
know each other's culture and to
have the respect of what each other
is—where we're coming from. ['ve
learned a lot more jargon than | dare
to say. ['ve now become transparent.
When | first heard that, I thought he
wanted me to disappear, but now 1
know it means something else. And
1 think both sides want to be fair and
have a win-win situation.

Mark Peterson: Despite the dis-
parity in size, we were looking for
a general partner. 50 you're looking
at the general partner for taking the
micro needles technology forward
to my right, and we're very much
in a minority position.

We think the micro needles offer a
terrific opportunity to improve the
health of the world's consumers, to
do pain-free drug delivery, to do
painless interstitial fluid sampling.
We really want to see the technology
get out. We actually worked with
Gary and his team to structure the
deal so our economic interests were
aligned, so that evervthing we did
was to encourage our organization
to support the further development
of the micro needles in every way
possible. We consciously worked to
avoid any part of the agreement that
would lead to what we think of as
aberrant behavior, where we have
any incentive for people to not col-
laborate or not work together in the
deal structure.

Gary Cleary: Very early on we got
to meet the inventors of the micro
needles from Proctor & Gamble. 5o
between both companies, we were
able to see at the beginning, par-
ticularly after we went through the
auction process—maybe Mark could
talk about it a little bit further—as,
1 guess we won the beauty contest
and were able to then open up with
each other and talk about everythung
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from concept to commercialization
with respect to the business here.
So as we were moving through

the discussions of negotiating, we .
were under a firm commitment -

and understanding from the inven-
tors all the way through how these
micro needles can be manufactured
and how the prototypes are made.
1 think by opening up like that, also
encouraged the relationship to
move forward.

Kathleen Dems: Thank you. Lita
and Susan, how do you incentivize
people to play nicely together?

Lita Nelsen: 1'1} start at the begin-
ning, because we’re always there at
the beginning, and build on some-
thing Mark said—we really want
to see that technology developed.
Lots and lots of arguments of why
universities are in the tech transfer
business—people always forget the
real thrill, the real reason, which is
making a paper in the Journal of
Obscure Sdence tumn into something
real that helps people. It'sa hell of a
thrill. So people really work through
it. In that way, particularly a small
company wrapped around the tech-
nology has the same incentive.

The other thing we've learned
through a lot of experience is the
vast majonty of our licenses that
will go anywhere, that don't just
flop, will be renegotiated within
the first four years. That's because
we're licensing technology at such
an early stage that we don’t know
what we have and neither do you.
So it’s very much a mantra for both
sides that are in this game
to leave enough goodwill
on the table because you're
going to be back dealing
with each other and you
will need to be friends at
that stage.

Susan Whoriskey: Just fol-
lowing up on that theme,
almost organically there
was an incentive to play
well together, beth orga-
nizations had a mutual
respect for what each was
trying to achieve. Obvi-
ously, MIT is in the busi-
ness of doing fabulous basic
research and disseminating

‘that information worldwide. Mo-

mentum Pharmaceuticals is in the
business, of developing drugs. We
both- understood and appreciated .
that we weren't competing with
each other, but in fact, by working
together we could both respect and
help each other achieve those mu-
tual objectives.

So it really wasn't that difficult
to pull together a license in that re-
gard, because MIT realized that the
team that we had pulled together,
the board of directors, which came
from ex-CEOs of major pharmaceu-
tical companies and ex-legal counsel
to the FDA and ex-business devel-
opment executives of pharmaceut-
cals, that Momentum would be an
otganization that could really move
the technology into the product de-
velopment and into the patients a lot
quicker than anything that could be
done at MIT. So working together,
that organic respect has driven a lot
of what has made this successful
partnership.

Ltta Nelsen: And the fact that we
continue to need each other. We
have new findings that fit within the
basic technology that Momentum is
now controlling the development
of. If we want these new findings
to be incorporated, we have to stay
friends.

Susan Whoriskey: Yes, and follow-
ing again up on that, we signed the
license, as [ said, in 2001. We have
amended it four times since then,
and a driver for those amendments
has been—when we first licensed it,
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another company, the IP rights
weren't clarified that well and that
situation is now the subject of a §1
billion lawsuit between two other
companies, just because of lack of
clarity in the IP rights in the joint
development agreement. 5o there
can be severe consequences if you're
not clear about what are the IP rights
when you have two teams working
together.

Another factor is the teams really
had alot of focus on mutual respect
and openness. ] think it was a re-
ally good cormmument that was made
earlier regarding the fact that you
want to have enough goodwill in
the relationship so that the following
negotiations can be effective. Also
vou need to consider the fact that
you can't think of everything in the
agreement when you first engage in
an activity of this type.

Then a last point that I think was
really key in the relationship was
the concept of co-location. In a lot
of these complex technologies, the
fact that there were engineers co-
located at each other’s sites made
a big difference in how the teams

+ could work together and how the

" technology could be improved in a
meaningful way and transferred in
an appropriate way. -

Kathieen Denis: The two most re-
cent deals had a lot of competition,
so I'm going to ask both of you this
question, but I'm going to start with
Paul and Scott. I know the Biovit-
rumn technology had a lot of suitors
and ] know you used an auction. 5o
Scott and Paul, could you tell us a
little bit of what led you to one an-
other, rather than some of the other
possible suitors?

" Paul De Potocki: If you recall, our
strategy was to find partmers for our
phase II clinical stage programs. In
the last year, we had just started a
phase 1l trial and we were about to
initiate the partnering process. But
in February, we had 36 companies
that proactively had contacted us
with an’interest in licensing this
wassetrdlrcanst say: thai:allz36 were
‘credible as global partners, but ev-
ery single large Pharma company
except one were among these 36.

As abiotech company, that's a nice
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problem to have, butit's a problem.
You can't possibly handle the num-
ber of potertial partners. So we had
to somehow reduce the number of
potenaal partneis without actu-
allv showing what we had to the
entire world, because this is a very
competitive field and we know that
many other companies were work-
ing on the same target and the same
program We were fortunate to be
the first in the world at that stage.

We actually chose about a dozen
of these potential partners and asked
then to cume in with a letter to Bio-
vitrum explainung how they viewed
the metabolic disease market in the
future and how thev saw us work-
ing together, a number of things.
We got very good responses. 5o we
had tc go a second round, where
we send a second letter asking for
verv detailed things, like what are
the frameworks of the finandials in
terms of milestones and rovalties?
Are you prepared to consider quids?
Are vou prepared to consider split
geogranhics? Such things.

Here it became a bit more diffi-
cult for some companies to answer,
because many large pharmaceutical
companies, and 1 have respect for
that, had difficulties in committing
to any numbers without actually
seeing the asset. It's pretty difficult.

“Anvhow, we were down to about

five companies that we invited to
Sweden, where we gave fairlv de-
tailed program presentations, after
which we entered into discussions
This was now the end of Mav of
last year.

The first week of June, | got a
call from Scott, who had not been
in the process during that spring.
Scott made a very convincing case,
together with the head of R&D of
Amgen, to actually get together. At
that time, we didn’t know Amgen
very well. We learned things about
Amgen that we didn’t know and
sounded very intriguing.

So we invited Amgen to Sweden
end’we talhed about the program
and the selection critena that we had
set up for a partner. Amgen were ex-
tremely rapid in responding to our
strategic needs, not just the physical

asset, but also the things we wanted
around the deal, in terms of quids,
in terms of collaborations and cross-
development and a few other things. .
InJuly, we chose Amgen as our part-'
ner of choice and the only company
that went into due diligence. Then
we had three weeks to conclude the
final agreement.

That was a fairly short process of
going down from a very large num-
ber of potential partners to our final
selection of Amgen as our partner
of choice. Maybe you want to give
vour view on the process.

Scott Foraker: T think the fact that
Biovitrum had certain timelines in
mind was actually helpful to both
parties. But you mught ask, in such
a competitive environment, what
things did Amgen do to respond? |
think there's a couple.

I think one thing we did was we
really tried to listen carefully to the
needs of Biovitrum. They were a
small biopharmaceutical company,
spun out of a larger big Pharma
company, but they had a desire to
become a fullyv integrated biotech
company. That meant revenue soon-
er than the products in their plpehne
would dictate. S0 we found a way
to provide them with a quid for an
earlier stream of revenues Lhan they
w ould have received from products

in their own pipeline.

We tried to listen to some of their
other needs. They had excess capac-
ity in process development. We had,
at the time, some bottlenecks in our
own process development organi-
zation. We had too many projects
going through needing process
development work. S0 we found
a win-win situation there, where
as part of the deal there was a side
deal, if vou will, on nothaving todo
anything with this target on process
development work.

The bottom line is that we really
tried to listen to the needs of Biovit-
rum and tried to create a checklist of
those needs and s2e what we could
do to respond to those needs in a
way that perhaps other organiza-
tions may not either be able to or be
willing to. This made a big differ-
ence in terms of the collaboration.
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Paul De Potocki: 1 guess there have
been a few raised eyebrows.regard-
ing'us ficensing this asset to Amgen.
We all know Amgenis a hugely suc-
cessful company, but this was the
small molecule GP product, whereas
Amgen made their fame and fortune
in niche indication proteins more
than anything. But we looked at
this, and looked at the franchise
that Amgen had been building in
terms of small molecule experhse,
metabolic disease expertise—which
is quite impressive at this stage.

But we also tried to project what
the industry's going to look like in
five and ten years from now. We've
placed our bets that Amgen is going
to be one of the companies who will
be strong in the future. We can all
make our bets around which large
Pharma comparues will be there five
and ten years from now, and | guess
the answer is out there. But it's not
obvious that the company that is
strongest today will be the company
that's going to be strong five or ten
vears from now. That was also one
consideration.

I've had the privilege of work-
ing fairly closely witn fhost large
Pharma companies in the US,, in
Europe and in Japan over the last
three years. While there are great
similarities in the initial contact
with the very professional business
development organizations, there
are also some profound differences
in how they do licensing and deal-
making. As a biotech company, we
have very quick decision processes,
like most smaller companies. I'm
very impressed by Amgen keeping
their nimbleness despite growing
larger and larger by the day.

But really, most large Pharma
comparies have this hierarchy of
committees and decision bodies that
make it impossible to make a quick
decision regarding large deals. Here
we were, from the very first time we
met, less than three months we had
signed, the biggest deal ever by &
Eurupean biotech company.

Kathleen Denis: Thank vou. Mark
and Gary-—I know vou used arather
unique, not totally unheard of, but
rather unusual way of finding a
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partner. If vou could tell us a little
bit more about that.

Murk Peterson” When we elected
the auction process, we did adopt a
principle of transparency that Gary
referred to. We had that discussion
with evervbody who contacted us.
For us, that means say ing what vou
mean and meaning what vou sayv in
order to enable you to go fast and get
to the real issues. We probably had
twenty comparues thatdid what I'll
call non-contidential casual inquiry,
kicking the tires, if vou will, to see
what the tec:inology was about and
what might potentially be there. Six
companies came in on our deadline.
Gary and the Corium team came in
relatively late to the process and put
an offer in. We asked for not only
an offer but a business plan One
of the interesting correlations was
the more robust the business plan,
the more robust the financial offer,
because as folks got deeper into the
potential for the technology, the
value went up.

We end>d up with three partners
who we invited in for a final round
of discussions, to allow them to
fully present their business plan.
Remember, what we really wanted
to see was the technology in the
marketplace improving the lives of
the world’'s consumers. The finan-
cials got to where vou could throw
anet over them, in all candor. Reallv
what we ended up selecting was a
strategic partner who we felt had
the best opportunity to successfully
commercialize the technology and
take it to market, and had comple-
mentary capabilities and a very
robust business plan.

Gary Cleary: For Corium, it was
an interesting set of events that
took place \We were pretty much
minding our own business, trving
to stay alive and grow Corium with
what we had. When we were invited
to take part in this auction, it was
strange for us in the beginning,
because there was sort of a one-
wav confidentialicy cgreemeint. We
could not really tell too much about
Corium without revealing confiden-
tial items. It was a little agonizing
to not be able to—it was like vou're
behind a mirror and vou can't see

-

out there, can’t tell people who you
really are.

We don'’t have public annual re-
ports, we're a rather young compa-,
ny, emerging. So we don't have any
reference for someone like Proctor &
Gamble to understand who we are.
It was a little nerve-racking until we
were able to sign a two-way agree-
ment. Then we could open up alittle
bit more about what our finangals
were, what we're all about, and
some of the confidential things that
one would like to share in order to
have the other party gain some con-
fidence. Dunng that period, it was
a httle disconcerting. Deep down
inside, we were always wondering,
how will they know we are going to
be the best partner thev could have
without having the chance to really
explain things?

At the end, somehow they did
recognize that, and I'm very happy
and pleased that they did. But it was
that process, it was sort of like being
on eBay where you don’t know who
the other party is and all you know
is there's money being bid.

Mark Peterson: But it's interesting,
when you do your public due dili-
gence and Gary's name ends up on
an awful lot of patents in the same
space vou re talking about, hoping
to be successful, it does tend to build
yvour confidence a little bit. So we
picked up a little bit of the publicly
available info.

Gary Cleary: 1 guess we have to
thank Google for that.

Kathleen Denis: Thank you. My
next question is for Joe and Lisa. |
really hate, after the Red Sox win,
to use a football analogy, but this
country is really fond of Monday
morning quarterbacking, and it
is Monday morning. You've been
together a long time. What things
have you learned along the way to
do a little different?

Lisa Jorgenson: The high-tech elec-
tronics industry, the technologies
change very rapidly through the
market changes, the cusiomer de-
mands and needs. | think we have
to keep pace with that, it puts a great
deal of demand on our engineering
teams, on our management, and that
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. causes a great deal of stress.

1 would say that the one thing
" that we reallv learned from all of
this—and 1 think we've managed it
latively well because we're stﬂ] to-
sether as partners—is that we could
have done much better at dealing
with all of the issues much earlier on
and much quicker. Do you agree?

Joe Bewers: Yes. The other thing
| would probablyv add is a better
expectation or requirement for flex-
ibility. In this type of engagement,
thmgs will never work out quite
the way vou anticipate. Sometimes
the teams were a little bit reluctant
to change As some of the busmess
objectives changed, the technology
had to change, and there was a little
bit of a transition there. It worked,
but it caused a lot of angst. I think
just recognizing that the industry,
the technology, 1s moving quickly
and whatever you start on will
change and vou sort of build that
into the psyche of the project.

Questions from the audience

Kathleen Denis: I'm going to start
with my first question from the
audience. What role did corporate
counsel—as vou know, there’s a
number of our members who are
lawvers—have i any of vour deals?
1'd throw this out to anvbodx 50 |
‘hope somebody volunteers. What
/ 1mpact did they have on the content
and schedule of the deal? Anyvbody
want to pick that up?

Paul De Potocki: I'll give it a shot.
Representing the smallest company
here and without a huge legal de-
partment internally, and being a
Swedish company doing business
with Americans, we certainly rely
onexternal help. We have an agency
and a particular person we 've been
working with for, | guess, fifteen
vears as Pharmacdia and all the name
changes. That is verv important for
a smaller company to get that kind
of expertise aboard before you en-
ter into negotiations with the larger
Pharma companies. You all know

that large Pharmia companies have

hoards of lawvers and they're very
effective, and when you come as a
biotech company without having
done vour homework and know
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exactly what you want and turn that
into some kind of legal document,
you-will always have problems. So
for us, that has bzen verv important
to get that kind of long-term rela-

"tHonship with a professional U.S.

lawyer and have that person and
that firm in the process well before
vou actually go inte negotiations
and customer contacts.

Scott Foraker: 1f 1 could add to
that, I'd actually like to make an
advertisement for Paul's counsel,
who's sitting here in the second
row, his name is Jim Farrington.
It's difficult when vou go through
a tough negotiation to say that you
have ircredible respect for the law-
ver on the other side of the table, but
Iin fact do.

The reason for that is that Jim
was able to—J]im was not just a
hired bulldog, as we know some
lawvers can be. He was a guv who
listened to both sides” point of views
that were raised, saw the different
needs of the companies, and even

though he represented Biovitrum
‘was willing to engage in an open-

minded fashion and address the
needs of Amgen 1n creative ways
that sometimes we didn’t even think
about as business people. So I think
the role of counsel in this particular

“deal and in my experience in other
-deals can be very critical, and was

definitely instrumental to the suc-
cess of our deal.

Joe Bevers: Having done business
transactions for 20-30 years, a basic
philosophy I deploy, while there are
exceptions, | start with the premise
that the business folks don't un-
derstand the legal issues and legal
folks don't understand the business
issues. That's my basic premise.
Therefore the two have to work to-
gether as partners in anv business
transaction. 1 believe that always
leads to a better outcome.

So the question is what the role
of legal counsel is—the role of legal
counsel is a kev partner with tne
tusiness folks in doing a deal like
this. That s just the basic philosophv
we try to push.

Kathleen Denis: | think that's rea-
sonable. I heard a number of you

say—everyone from MIT, which
you'd expect, to Proctor & Gam-
ble—is that your major impetus is
te get a product out to the. people.
You may have different motivations,
but J think all of us are in licensing
and business development to get
products out to people.

Lita, you had referred to having
a complicated intellectual property
situation. I know that sometimes it's
not a clear path to getting something

'on the market. Can you give us a

little bit of insight on what you had
to do to gather up the right pieces to
get Momentum?

Lita Nelsen: If you haven't dealt
with a university before, you may
not know that although we own
the intellectual property, we don't
exactly contro! the intellectual prop-
erty all the time. People think that
faculty members are employees of
the university. Well, we pay their So-
cial Security tax, but they sure as hell
don’t act like emplovees. So if you
have IP from three different faculty
members and they're not getting
along, the fact that you have a com-
mon ownership is only a fiction.

So we had to do 2 let of horse-trad-"
ing. We had to give nonexclusive'
licenses in defined narrow fields
of use for the professor who didn’t
want to be a part of the company. So
that was part of it, it was just a lot
of jawboning. One of those 6:30am
meetings took place because I knew
somebody in another company
who had nothing to do with this
company, but who was an expert in
the same field, and who happened
to have gone to grad school with the
professor who didn’t like us. We got
him in the meeting to explain busi-
ness terms to the professor who
didn’t trust us. Pretty nice of him
to do it for a cup of coffee and some
stale bagels.

Then you just keep chugging
away at it, looking at how, for ex-
ample, in some of the background
technolcgy—ves, | know you have
an exclusive license but I'm will-
ing to give this to get back some
of the rights that I licensed to you
seven and a half years ago. You just
keep chugging away at it because
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you want to get it done. You keep
explaining to the other side, some

" things | don’t want to give you,

some things | oughtn't to givé
you because of public policy, and
other things 1'd love to give you
but | can’t, and how can we work
together to make a deal that works?
There's no magic other than people,
people, people.

Kathleen Dems: Thank you. More
questions from the audience. One for
/Mark and Gary. Why was Proctor &

/ Gamble not interested in just buving

Coriumn and its technology?

Mark Peterson: Once we made the
strategic decision that we didn’t
want to be in the drug delivery
business, making an acquisition that
wasn't central to our strategy didn’t
make sense from a direction stand-
Eoint. Recall, at the time our stock

ad gone from about $118 to about
$55 and Dirk Jager had exited stage
left when we were making that stra-
tegic decision about what business
we wanted to be in, and A.G. Laffley
was leading the company th.rougf'\
that kind of strategic focus.

So in the interest of continuous
emplm ment on my part, suggest-
ing that we change strategy to get
in the drug delivery business didn't
seem particularly bright. So 1 didn't
even propose it.

Kathleen Denis- Anything you con-
sidered, Gary?

Gary Cleary: No, that never entered
our minds. P&G never made an offer
like that. I don't think we would sel),
because were really only four vears
old and we're still having fun.

Kathicen Denis' This one is for
Joe and Lisa. It sounds to the indi-
vidual posing the question that the
relationshup with ST evolved from
a supplier to a licensee in a fairly
seamless and natural fashion. How
did the intellectual property organi-
zation play a role in this and what
was the handoff mechanism from
procurement ta licensing?

Joe Beyers: Yes, it did start out ini-
tially asa procuremient relationship.
Then as it evolved into a joint devel-
opment, that's wher the licensing
function activity got more heavily
involved. As | said earlier, the IP
issue had become quite problem-
atic. But at all times, the business

38 March 2005

focus was the main driver through
the relationship, because it was an

. evolving business relationship that
" involved inore and more complex :
IP issues. Then it got involved in a

lot of joint development activity, so
again the business and technology
people really were the key driv-
ers 1n the relationship, with the
intellectual property rights issues
monitored and properly managed
along the way.

Kaihleen Denis: You said there_.
,are people who work across sites.-
/ How do vou handle the intellectual’

}:n'operry7

Lisa Jorgensen. As seamless as it
may seem, it hasn't always been an
easy task. The important thing is
the comumunication. HP has a lot of
very propnetary technology, as well
asST developing within the confines
of what ST can bring to the party, so
to speak. So we are developing the
semiconductor chip and developing
inside that envelope, if vou will, of
the HP proprietary technology. So
we 've had to delineate lines of what
ST will own in terms of the ultmate
intellectual property of what we are
developing.

Sore’rehad to work very closely
together. What we develop that we
will own solely, what we will have to
give up ownership rights to within
the confines of the HP proprietary
technology, and what we jointly
develop, we will continue to jointly
own. It'sbeen a very different model
in somme respects, that ST is not used
to, butit’s also helped with the over-
all final relationship down the road.
It is also something that creates the
follow-on technologies that works
for both sides.

Joe Bevers: It was interesting, in two
of these examples that we discussed,
there were different models. In the
first example, it was mostlv HP's
very propnietary IP that a lot of in-
ventions that ST Micro might make
in that relationship would be owned
by HT, because it was derived from
our IP. But in the follow-ons, it was
more collaborative and there is more
joint ownership and mor indepen-
dent development by ST Micre on
the LX microprocessor. So there
were two different models. It really
is highly dependent on the nature
of the criticality of the proprietary

of the IP and what the expected fol-
low-on would be. With the LX, the
expectation was there could be some
relationship where ST Micro owns
more of it, and in that-one“the IP
model was more flexible. '

Kathleen Denis: Thank you. We're
getting close to the end of our time
and 1'd like to pose a final question
to all of the groups. This, too, is from
the audience. We’'ve been talking
about the successful partnerships
that you all have put together. Could
you each take a couple of minutes
and tell us about the future risks that
you see ahead and how you intend
on addressing those? Could I start
with Scott and Paul?

Scott Foraker: Whenever you do a
deal of this type, particularly that in-
volves science, there's tremendous
risk. You can’'t anticipate every out-
come. | would echo Lita and other
panelists’ sentiments about the need
for continuing strong relationships.
There's already been one issue that
has cropped up over the past year
which has required just that type of
relationship. I think when we struc-
tured the deal, we did it as best we
could to account for the future risks
and the unanticipated consequences
of the deal. In that I'd really like to
echo and emphasize what Mark said
earlier about aligning the interests. If
you align the interests, then every-
thing else is going to pretty much
fall into place. So the risks and the
unanticipated consequences of the
deal are going to be dealt within a
satisfactory manner if the economic
interests of the parties are funda-
mentally aligned. We’ve learned
this lesson the hard way in some
cases over the years. S0 we make
it an absolute requirement of our
deals that the economic interests are
aligned. Even if we're interested ina
product or a technology, if we can't
find a way to align our economic
interests, we won't do the deal. It's
as simple as that.

Paul De Potocki: It's a very broad
question. The answer ranges from
how will the U.S. pharmaceutical
industry develop over the next 5-10
years and what are prices going to
be, all the way down to what's the
probability of success for a phase
II B clinical study in diabetes with
a new mechanism. But apart from
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the scientific risks or the techrucal
.. risks thatare always present in ev-

.ery R&D program in the industry -

where we're active, we don't have

anv hot list of risks that we see in’

this particular relationship with
Amgen.

I'd like to echo what Scott is say-
ing. If you structure a license deal
right, it should be the most obvious
win-win relationship you could ever
think of. I'm not saying that ours is
perfect, but we certaindly don't see
anv big major red flags.

Lita Nelser:: Universities can't sim-
ply sav that economic interests are
aligned, because they have everyone
else to please. The biggest risks that
we can see from our point of view
are not economic, but are first that
Momentum might run out of money
or run out of ambition for this tech-
nology, and therefore be sitting on
an exclusive license and not devel-
oping it, or much worse than that,
developing it just enough that we
can't exert our diligence milestones
and get it back. That includes be-
ing acquired by big Pharma who
doesn't find this long-range stuff
sure enough to risk it. So that's
first, that the technology might-not
get developed, and we would get
highly criticized for that andfeel
bad about it.

The second is that Momentum
might be outrageouslv successful
and we will] then be accused of
having given an exclusive license
to such important technology to
only one company. So now, you
know, damned if you do, damned
if you don't.

Susan Whoriskey: From Momen-
tum’'s perspective, clearly the value
we built in the company to date has
been on the key core strength of the
technology and it's a cutting-edge
technology, at the beginning of what
we think is going to be a much larger
important field—success begets suc-
cess. There are other people work-
ing in this area in different places.
Continuing to evolve the technology
is something that is critically impor-
tant to the success of Momentum go-
ing forward. We're mitigating that
in a number of ways, by continuing
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to work closely with MIT to evolve
what we think is our head start on
the technology.

We're also doing a ict of work
in-house, internally, independent
of MIT, obviously to build our in-
tellectual portfolio, and reaching
out to universities beyond MIT,
and pharmaceutical companies. So
mitigating the risk of a technology
going obsolete by staymifr: the cut-
ting edge of it is something that's
very important to us.

Lita Nelsen: 1 think | need one
clarification point. Although we're
good friends, these people are not
supporting work at MIT, in that our
conflict of interest policies would
not allow it. It is a friendship but
not a collaboration.

Susan Whoriskey: Yes, that's fair.
Kathleen Denis: Lisa and Joe?

Lisa Jorgenson: 1 think for ST,
probably two major risks and/or
opportunities. The first is, can we
keep pace with the technology? Can
we keep pace with our customers’
demands to meet the design cycles,
and can we keep pace with our
competition? I think the second is
the third-party patents that are com-
ing at usleft and right on a constant
basis. We see new patents being
thrown at us almost on a weekly

* basis. So we have to be able to keep
“up our intellectual property portfo-

lio at almost the same pace.

Joe Beyers: The question is a very
good one in terms of the future
risk in a relationship like this. The
business environment is constantly
changing very dramatically. The risk
is more that while we have great
goodwill between the two compa-
nies, we're working well together,
if the environment changes—one
interesting example is the fact that
the senior executive at HP who
was behind establishing the initial
relationship with ST Micro now is
the CEO of one of our top compeii-
tors, who also now works with ST
Micre.

You always have to ke on your
guard 1in working with another
company, especially two major
companies together, for business

environmental changes of any kind,
and to make sure you have the right
legal ngreements and right working
relationship to deal with the changes
that might occur. -

Kathleen Denis: Thank you. Finally,
to the “newlyweds.”

Mark Peterson: From P&G’s stand-
point, as we look at the challenges
facing Corium as they really take
on the micro needles as a second
technologv platform, the financial
wherewithal, we think, will be there
to finance the development work, as
we ve done our due diligence onit. ]
think the bigger challenge, asitisin
many young comparnies, is finding
the right management talent so that
Gary isn’t trying to do a one-man
band act as he takes on more and
more customers and clientele.

This is certainly something we've
talked about and tried to support
via our networks. If we see talented
folks looking for opportunities,
we'll try to steer them Gary’s way.
But he’s certainly so deepn the
area, we think it's a real risk;*-but a
nominal one. B

Gary Cleary: I think there are a cou-
ple of risks but they can be overcome-4
with some hard work. One is there's? +
still some more inventing that needs
to take place. We have micro nee-
dles, but we need to make a final
product which has severaliother
components that need to be put to-
gether. I think we can come up with
that, but it's going to take a little bit
of inventing. The other is the regu-
latory hurdle with micro needles. |
don’t know how that’s going to be
accepted by the regulatory folks in
Wasgi.ngtoﬁ, D.C. %uwould think it
would be easy, but it's an unknown,
unpredictable event that will most
likely take place. I think it will take
place positively but sometimes these
things don't take place positively
right off the bat. Tﬁat mught delay
the entrance of this product into the
marketplace.

Kathleen Denis: Thank you. I thank
the audience for being respectful
and listening to this great panel
this morning. I thank all eight of our
panelists. A lot of interesting facets
of partnering came out this morning
and we appreciate your candor.
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nghts 1s unhkely to agree with
the conclusions reached by the
patent attorney for the other party.
Moreover, the legal conclusions on
inventorship and patent ownership
réached by a patent attorney {or'one
party are frequently unpopular with
(if not unacceptable to) that party,
i.e., the attorney’s own client.

Under the above system, the
second problem stated above be-
comes apparent. It takes a very
short period of tume for business
managers and technical people to
realize that, since lawyvers and the
law are frustratingly unpredictable
and uncertain, the only acceptable
and predictable way to conduct the
joint development program in order
to get ownership of the patents on
the new technology may be to avoid
working with the technical people of
the other party. If techrucal ideas are
not disclosed to or discussed with
the other party, then you have a
better chance of preventing the
other party from ownership or co-
ownership of the new patents by
preventing them from being inven-
tors or co-inventors on the new
technology. Thus, the prescription

- for disaster and failure of the joirt
project is complete. This arrange-
ment for ownership of the new
technology patents is a complete
incentive for the technical people not
to work together jointly to develop
new technology Even worse, the
two parties who are not communi-
cating may independently develop
the same inventon and file separate,
competing patent applications,
which end up in an expensive inter-
ference proceeding in the USPTO
to determine who invented the
invention first.

Finally, the first problem stated
above also becomes apparent. If
those involved in a project do not
think they can invent everything
themselves, and preclude the tech-
nical people from the other party
from being co-inventors, their nat-
ural tendency may be the opposite
of the above. They will try to be co-

inventor on everything the other -

party is working on. This is based
on a belief that it is better to be co-
inventeor and co-owner than it is to
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have no ownership. 1f this happens,

most patents resulting from the
project will be co-owned, and, as

_ noted above, will not provide a

patent either party can use against

third party competitors, in the -

absence of that all-important agree-
ment to the contrary.

The futility {and frustration) of
a technology joint development
arrangement which bases future
ownership of property rights
on mnventorship determination is
obvious. There must be abetter way,
and there is. The allocation of future
property rights which are expected
to result from a joint project for
development of new technology can
be based on an arrangement which
makes inventorship irrelevant to
determinations of patent ownership
and which encourages the technical
people to work together for the best
possible technelogy result and for
the maximum patent position
to benefit both parties in a pre-
dictable fashion.

Prescription for Success:
Market-Defined, Field of Use
Exclusivity for Each Party, Plus
the Unknown

This approach may make it diffi-
cult for business managers to
define and to agree upon project
terms from a technology standpoint.
It takes more effort to get the project
defined/planned and the appro-
priate agreement in place. It is
tiresome for business managers to
keep answering all of the law-
yers' “what if” and "what about”
questions before agreement can be
reached and the project started.
However, it is less difficult dealing
with defining the project in market
terms at the beginning of the project
and reaching actual agreement on
the issues than it is to deal with the
uncertainties of not having appro-
priate patent rights at the conclusion
of the project because those patent
rights are to be allocated based
on mventorship determinations.
Business managers always fear

“leaving something o the table” in *

negotiations, or giving up rights
tosomething that they didn't under-
stand orthat was unknown to them.

-Thus market-defined approach en-

ables the business manager to nego-
tiate for rights on the basis of existing
market, desired market develop-
ment and future .market protec-
tion, which' ate aspécts that they
understand best.

On the positive side, forcing the
business managers to define a joint
technology development project in
terms of market-defined, exclusive
fields of use for future rights will
result in a much better planned
project with better defined tech-
nolegy and performance goals.
Business managers usually know
their markets extremely well, and
they can usually define with a fair
degree of certainty the exact market
they want to improve as a result of
the joint project, as well as any future
market they want to develop and
enter as a result of the joint project.
Business managers also usually
know very well the other party with
whom they propose to conduct the
joint development project, whether
the aother party is or will be
supplier, customer, competitor or
other relationship.

In the context of the present mar-
ket, the business managers of each
party can define their own business
and the competitive objectives they
expect to achieve for their company
from the joint development project.
The two sets of objectives can then
be put together, first to determine
where the common advantages and
benefits of the joint project exist, i.e.,
what each party can do that the other
party cannot do themselves, and
second, to determine the problem
areas that must be resolved to reach
a workable agreement. Issues can
best be resolved on the respective
market (field of use} interests of each
party. This process will facilitate
defining the scope of the technology
research and development and
designating the particular personnel
to be dedicated by each party to
the project. With the scope of the
project thus defined, the future
property rights (ownership rights
and exclusive license rights) can be
allocated and agreed to on a market
by market basis.

The basic elements and checklist
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for assembling a project structure
ar.d the defining agreement for this

market-defined approach to a joint
trchnology development prolect. ‘

include the following:

* Define the present market in

which Party A operates and desires
to have exclusive use of the new
technology, including the right to
enforce patent rights against its
competitors in that market.

* Define the present market in
which Party B operates and desires
to have exclusive use of the new
" technology, including the right to
enforce patent rights against its
competitors in that market.

* Define any future market in which
Party A plans to enter and desires
to have exclusive use of the new
technology, including the right to
enforce patent rights against its
future competitors in that market.

* Define any future market in which
Party B plans to enter and desires
to have exclusive use of the new
technology. including the right to
enforce patent rights against its
future competitors in that market.

* Define any license market in
which Party A is best positioned to
license the new technology and
desires to have exclusive rights to
the new technology including, the
right to enforce patent rights against
the competitors of a licensee in
that market.

* Define any license market in
which Party B is best positioned to
license the new technology and
desires to have exclusive rights to
the new technology including, the
right to enforce patent rights against
the competitors of a licensee in
that market.

* Define any remaining markets as
the unknown remainder markets.

* Define the technology area in
which the parties will work together.
* Define the new technology as any
invention in the technology area
conceived by either party separately
or by the parties jointly between the

beginning date of the project and a -

definite ending date of the project.
Thus, the new technology governed
by the agreement is clearly defined
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and is trackable bv invention con-
ception records. This also defines

. the beginning and the end of the

period of time the technology people
are working together under the
joLat project.

* Define background technology as
any technical information and re-
lated intellectual property rights
owned by one party which may be
desirable to use by the other party
in the commercial use of the new
technology in the other party’s
present, future or license market.

* Require both parties to keep strict
laboratory notebook-type records
(signed, witnessed, dated) of each
invention conception event occur-
ring between the specified begin-
ning and ending dates. Similar
records are to be kept for reduction
to practice events. These records are
critical for the parties to determine
what inventions are new technology
subject to the joint development
agreement, i.e., those conceived
within the agreement time period.
Having the new technology defined
for purposes of rights under the
agreement, as inventions conceived

between certain fixed dates provides .

an objective and predictable way for
the parties to determine the new
technology and consequent patents
which are under the agreernent and
which are not. As noted above, the
new technology includes those
inventions conceived in the period
between the fixed dates but
reduced to practice during or after
the specified time period. These
invention and reduction to practice
records are also the exact evidence
records required in a USPTO inter-
ference for establishing priority of
invention date against any third
party who files a patent application
on the same invention, thus pro-
viding protection for both parties
against a third party.

* Require both parties to have their
dedicated technical personnel attend
regu.ar technical meetings to discuss
new ideas and progress on new
technology. Require both parties to
provide regular technical reports on
new technology to the other party.

* Require that there be no further

technical discussion between the
parties after the end date of the
project.

-* Provide for foliow—qp after theend

date of the project. At 'least twa

residual things will happen after the
project end date after which the
parties are no longer working to-
gether. Either party may reduce to
practice a new technology invention
(conceived in the joint project), and
the other party will have full
defined rights to that new tech-
nology invention. Patent filing and
prosecution on new technology
inventions will continue after the
joint project termination date, and
each party will have full defined
rights with respect to each of the
resulting patents. Continued com-
munication and cooperation on
these two aspects will be required.

Under this market-defined, ex-
clusive field of use approach, each
party will have sole ownership of all
new technology inventions and the
related patents which primarily
relate to its own present market,
including control of the prosecution,
issuance, maintainance and enforce-
ment of those patents in its market.

These inventions and related patents

will be exclusively licensed to the
other party for the other party’s
present, future and license markets.
The best way to determine which
party should have ownership of a
particular patent, is to determine
which party will most likely need to
use that patent to sue infringers to
stop competition and protect its
competitive position in its present
market. That party will own the
patent for use in its present market,
and, consequently for its future and
license markets. Having the patent
issue in that party’s name also
provides the deterrent effect with
respect to that party’s competitors
in that party's markets. The other
party is exclusively licensed under
that patent for the_other party’s
present, future and license markets,
i.e., that patent cannot be licensed by
the owner to any third party in the
o'her party’s markets.

Since a particular patent may be
important to both parties in their
respective present or immediate
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nagreement for the joint de-
Ave]opment of new technol-

ogy is probably the most
difficult type of agreement for
busiresspeople and lawyers to
negotiate, draft and administer.
Joint development agreements for
other business ventures are more
straightforward. For example, for
joint development of a shopping
center, the parties have architectural
plans and the parties know what
steps are required to complete the
project and know what the project
will look like when it is finished.
" Joint projects for development of
- new technology require having a
business plan and a legal agreement
for future technology and property

rights that do not exist at the time

the agreement is signed. Inaddition,
depending on the field of tech-
nology, it may be fairly unpre-
dictable whether the proposed
technology canbe developed, and if
it can, what the final technology will
be. The business objective, of course,
is to create new technology that will
provide each party with a competi-
tive advantage over its competitors.
This competitive advantage can
normally only be secured with
patent rights that each party can use
to preclude its competitors from
copying the new technology in
the marketplace.

In the December, 2000 issue of les
Nouvelles, there is an excellent set of
papers on “Allocations of Qunership

of Inventions in Joint. Development-

Agreements.” | recommend it for
_ your review. The purpose of this
presentation is to provide some
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additional practical suggestions for
structuring and administering tech-
nology joint development agree-
ments, specifically with respect to
inventorship issues. As | am sure
vou have experienced, inventorship
issues among business managers
ard inventors frequently involve
confusion, at best, and egos, at
worst. The inventorship issues
resulting from confusion and egos
are compounded exponentially in a
joint development project when the

. business managers or inventors

perceive that rights to use the tech-
nologyand/or rights to own patents
are at stake.

The Legal Basis of
Inventorship and Patent
Ownership

This paper is La_ed on the United
States patent law, because of the
unique questions raised and pro-
blems caused by the specific require-
ments of the United States patent
law forinventorship determination
on patents. Inventorship is not the
same, legally, as authorship on a
paper or publication. The correct
legal determination of inventorship
on a patent 1s critical, because
inventorship detenmines ownership
of the patent.

United States patent law at 35
U.5.C. 111 states, “An application
for patent shall be made by the
inventor.” Under 35 US.C. 1151t is
further required that,” The applicant
shall make an oath that he believes
himself to be the ariginal and first
inventor of the [invention] for which
he solicits a patent.” Under 35 US.C.
116 it is required that “When an
inventior. is made by two or more
pessons jointly, thev'shall apply for
patent jointly and each shall make
the required cath.” This is the basis
in the U.S. law that requires every

U.S. patent application to be filed in
the name of the inventor(s) and to
be signed by the inventor(s). Thus,
the ownership of every U.S. patent
application initially rests with the
inventor(s). Ownership of the patent
application is then normally trans-
ferred to the company by an as-
signment document signed by
the inventor(s) pursuant to their
employment agreement. The usual
employment agreement says that
inventions made by the inventor(s)
are owned by the employer and the
inventor(s) must assign the patents
on those inventions to the employer.

When joint inventors are em-
ployed by separate employers, the
inventors’ respective assignments to
their respective employers‘result in
the employers being joint owners
of the patent application and the .
resulting patent. The United States
patent law at 35 U.S.C. 262 provides
“In the absence of any agreement to
the contrary, each of the joint owners
of a patent may make, use, offer to
sell, or sell the patented invention
within the United States, or import
the patented invention into the
United States without the consent of
and without accounting to the
other owners.”

This means that each joint owner,
or co-owner, not only has the right
to practice commercially under the
patent without permission of the
other co-owner, but also has the right
to license whomever he desires
under whatever terms he selects
without permission of the other co-

*T. Gene Dillahunty is a partner in tne
law firm of Burns, Doane, Swecker, and
Mathis, LLP, Redwood Shores, Calif.
94065-1418
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owner and without shaning any
profits or royalties with the other
co-owner. The end result of this
sifuation is that neither co-owner

alone can enforce the patent against
" a third party to stop infringement, -

because the accused infringer may
be able to obtain a license from the
other co-owner. Moreover, a court
will not permit a lawsust to proceed
against an infringer unless the entire
ownership of patent, i.e., all owners,
join in the lawsuit. A co-owner who
does not want to be a party to a
lawsuit can license the infringer and
keep all of the royalties or license
fees, without any requirement to
share with the other co-owner. To
prevent this from happening, it is
necessary to have an agreement
between the co-owners, because
of the statutory language “in the
absence of an agreement to the
contrary.”

Inventions are sometimes jointly
made by employees of different
companies, when the companies do
not have an agreement between
them with respect to ownership of
inventions or patents. One common
way this can happen is when a
supplier’s employee is visiting
a customer.and works with the
customer's employee to solve a
particular technical problem. This
can result in a joint invention
which is jointly owned by the two
companies. After the fact, the two
companies may reach agreement
with respect to ownershup rights and
licensing rights for that invention
and the resulting patent. But, if
they cannot reach agreement, the
statutory provision controls. -

Proposing a Joint Develop-
ment Agreement

The purpose of a joint develop-
ment project is for two parties to
cooperate in development of new
technology which neither party can
develop alone. The objective of the
joint development agreement is to
set forth, in advance, the parties’
agreement on the ownership and
related rights with respect to the new
inventions and the future patentson
the new inventions. Typically, when

executives of two companies are
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proposing a joint technology devel-
opment project, the usual initial
approachis: “We will work together,
and what we invent is ours, what
you invent is vours and what we

“jointly invent we will both own.”

This is usually followed by “Our
patent lawyers will keep it sorted
out for us ” This approach has major
problems. The first problem is
that it leaves unresolved the co-
ownership issues addressed above.
The second problem 1s that patent
property ownership will be deter-
mined by inventorship Another
problem, of course, is that lawyers
can't agree on anything; it is the
parties themselves who, as the
principals, must agree on owner-
ship issues.

Prescription for Disaster:
“What’s ours is ours, what’s
yours is yours and what’s joint
is both of ours.”

A joint project based on the above
approach is doomed from the start
for at least three reasons. First, ajoint
invention will not be protected by a
patent which either party can use to
exclude competition and to provide
a competitive advantage in any
particular market. As explained
above, without any agreement to the
contrary, a jointly owned patent
cannot be used exclusively by either
party to stop third party infringe-
ment. Second, if ownership of the
resulting new technology is to be
determined by inventorship, it is in
each party's interest to invent every-
thing themselves, without input
from or cooperation with the other
party, thus defeating the intent and
purpose of a joint development
project. Third, the determination of
inventorship for a particular inven-
tion is not exact; inventorship is
subject to differing opinions on the
underlying facts, is subject to legal
interpretation and may legally
change {due to claim amendments)
during the prosecution of a patent
application. ’

Taking these in reverse order, the
third problem, determination. of
inventorship under U.S. patent
law, has been the subject of much
litigation and many different inter-
e A R

pretations by the courts ot tne legal
requirements for inventorship and
co-inventorship on U.S. patents. In
setting forth these legal require-
ments the courts have enumerated
various criteria for trying to deter- -
mine whether an individual has
sufficiently contributed to an inven-
tion to qualify as the inventor or
as a co-inventor under the law.
Attached is a list of court decisions,
which make interesting reading on
the question of inventorship in
various situations. In general the
courts try to determine whether an
individual qualifies as the inventor
or a co-inventor under the patent
law by having intellectually con-
tributed to the inventive concept at
the conception of invention and/or
to the reduction to practice of the
invention. One of the few consistent
requirements in the various court
decisions is that the determination
of inventorship under the law must
be based on the invention defined
in the specific patent claims in
question. However, since patent
claims are usually amended and
changed during prosecution of the
application, it is not unusual that
inventorship on a particular appli-
cation must be changed because of
a change in the claims in the patent
application before the patent
is granted.

What becomes clear from the
above s that, from a practical stand-
point, it is impossible to divide up
and determine with any degree
of certainty allocation of future
property rights on new technology
based on inventorship. The business
people and the technical people of
one party to the joint project will
look to their own patent attorney to
determine what technology and
what patents that party will own
exclusively, what technology and
patents they must give up owner-
ship of to the other party and which
they must share ownership with the
other party. This puts the patent
attomey in the position of judge, jury
and executioner with respect to
establishing property rights based
onlegal evaluations of inventorship.
Of course, whatever the patent
attomey concludes for that party’s
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future markets for protection of a
competitive position, the parties will

have to decide on a case-by-case-

basis which party will own and
maintain that patent. In each case,
there will need to be a provision that
the other party may participate in
the filing and prosecution of the
patent, and may require assignment
to the other party to maintain the
patent in the event the owner party
elects not to prosecute or maintain
the patent. More 1mportantly, there
will need to be a prevision to require
assignment of any necessary patent
from the owner party to the other
party for purposes of enabling the
other party to sue an infringer in the
other party's market area, then
assignment of the patent back to the
oniginal owner party when the
litigation is completed or settled.
This enables each party who needs
to take legal action to protect a
competitive position in its market
to have sole ownership and sole
control of the patent for htigation,
without joining the other party in
the lawsuit.

For the unknown remainder mar-
kets, the parties will be required to
agree with respect to commercial
exploitation of the new technology
inventions and related patents in the
unknown markets on a case-by-case
basis as the opportunities anse. This
assures that the parties will share the
benefits of future unknown markets,
if any, and that neither party can
operate or hcense in those markets
without permission of and account-
ing to the other party.

"IThe Real Advantage —
re: Inventorship

In addition to the predictable
contro! by the parties of patents on
new technology for use as com-
mercially needed in their respec-
tive markets, this market-defined,
exclusive field of use approach
removes inventorship as a factor in
determining ownership or control of
new techrology patents. When the

technical peogle of the two parties

understand that patent ownership
and exclusive rights are already
determined and assured separate
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from inventorshup determinations,
they can work together to the best
advantage cf technology develop-
ment, without concern that working
with the other party may effect
patent ownership rights. This also
places the incentive for inventors
back where it belongs: to invent as
many new technology inventions as
possible. This produces the most
new technology inventions and
patents from the joint development
project. And the inventors can work
in this fashion with the comfort of
knowing that their company’s rights
are already fully protected regard-
less of inventorship determinations.

The business managers can have
the confidence that the rights of their
company are fully protected for their
markets relative to new technology
and patents from the joint develop-
ment regardless of inventorship
determinations. The managers can
make sure the conception of inven-
tion records are properly kept by
the technical personnel from the
beginning date to the ending date of
the joint project, because this is
what will determine what is and is
not new technology subject to
the agreement.

The inventorship determinations
on new technology inventions can
be made without concern about
affecting property rights or patent
ownership rights of one company or
the other. The patent attorney's job
of legal determination of inventor-
ship on patents can remain just the
normal task of applying the law and
dealing with inventors’ egos.

Another benefit of this approach
is that it conforms better to the

“unique U.S. Patent and Trademark

Office rules and practice relative
to “Terminal Disclaimers.” The
U.5. continuation application and
improvement patent application
practice, enables one to apply for
and to obtain additional claims to
subject matter that the Examiner
may not consider to be separately
patentable over the parent or first
patent. However, one can often
obtain approval of such additional
claims by filing in the second patent
application a Terminal Disclaimer,

which requires the second patent to
expire at the same time as the first
patent and requires the second
patent, at all times during its life, to

© be commoénly owned with the first -

patent. Sometimes such improve- .
ments are made by different or

additional inventors. Following the

approach suggested in this paper

assures that the ownership of

the first patent and improvement

patents subject to terminal dis-

claimers is always in the correct

party, regardless of inventorship

determinations.
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Examples of
Inventorship Cases

C. R Bard, Inc. v. M3 Systeins, Inc, 48

USPQ2d 1225 (Fed. Cir. 1998) - con-
ception is the key to inventorship.

Burroughs Wellcome Co. v. Barr Labo-
ratories, Inc., 32 USPQ2d 1915 (Fed.
Cir. 1994} - conception is the “touch-
stone” of inventorship.

University of Calif. v. Synbiotics Corp.,
29 USPQ 2d 1463 (S. D. Cal. 1993) -
suggeshing an idea of a result with-
out also suggesting means of
accomphishing the result is not
inventorship.

Fina Oil & Chem:cal Co. v. Ewen, 43
USPQ2d 1935 (Fed. Cir. 1997) - con-
ception of a chemical must include
operative method of making it to be
Inventor.

Ethicon, Inc. v United States Surgical
Corp., 45 USPQ2d 1545 (Fed. Cir.
1998) - conception is the formation
of a definite 1dea of a complete and
operative invention as later applied
in practice

Davis v Carrier, 28USPQ 227 (CCPA
1936) and Bac v. Loomns, 117 USPQ
29 (CCPA 1958) - after conception, if
failures along the way to reduction
to practice required deviations, those
responsible for the deviations may
be inventors, alone or jointly with
those responsible for the original
conception.

Kimberly-Clark v. Procter & Gamble
Co., Inc. 23 USPQ2d 1921 (Fed. Cir.
1992) - joint inventors must have
some quantum of collaboration, if
not by working together, then by one
building on the relevant information
of the other.

Sewall v. Walter<, 30 USPQ2d 1356
(Fed. Cir. 1994) - the subject matter
specified in a patentable claim is
all that is used for determining
"inventorship.

In re Cooper, 230 USPQ 638 (Comm.
Pat. T. M. 1985) - USPTO will not
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substitute un-named inventor in
place of named inventor without
consent of assignee of named

.inventor.

Bemis v. Chevron, 203 USPQ 123 (9t
Cir. 1979) - court can substitute sec-
ond inventor for first inventor, but
only if in good faith and no decep-
tive intent to appropriate rights
of another.

Trans-World Manufacturing Corp. v. Al
Nyman & Sons, inc., 219 USPQ 1059
(D. Del. 1983) - deliberate non-join-
der of co-inventor to gain prop-
erty right over omitted inventor is
grounds for invahdating the patent.

University of Colorado Foundation
Inc. v. American Cyanamid Co., 52
USPQ2d 1801 (Fed. Cir. 1999) - dis-
pute regarding not naming consult-
ant on vitamun formulation patent.

Pannu v. Iolab Corp., 47 USPQ2d 1657
{Fed. Cir. 1998) - inventors who col-
laborated to conceive the invention
remain co-inventors even though
one inventor publically discloses his
portion of the invention more than
a year before filing.

Hess v. Advanced Cardiovascular Sys.,
Inc., 41 USPQ2d 1782 (Fed. Cir. 1997)
- not co-inventor if only assisting
inventor who conceived the oper-
able invention by providing pub-
lically available components for use
in the inventon.

Stark v Advanced Magnetics Inc., 43
USPQ2d 1321 (Fed. Cir 1997) - cor-
rection of inventorship on patent can
be done when error was made with-
out any deceptive intent.

Amgen, Inc. v. Chugai Pharmaceutical
Co., 18 USPQ2d 1016 (Fed. Cir. 1991)
- if invention not clearly conceived
or understood, conception may not
occur until reduction to practice oc-
curs, resulting in simultaneous con-
ception and reduction to practice.

Acromed Corp. v. Sofamor Danek
Group, Inc., 59 USPQ2d 1130 (Fed
Cir. 2001) - proof in form of cor-
roboration witness required for

person not named as co-nventor to
prove contribution to conception of
claimed invention.

Breed U.‘_HlughES‘A!-rCrﬂﬁ Co., 59

" USPQ2d 1146 (CA 9 2001) - consult-

ant claims company omitted his
name from patent.

Chou v. The University of Chicago, 59
USPQ2d 1257 (Fed. Cir. 2001) - Court
of Appeals determines that grad stu-
dent/research assistant has standing
to sue if federal court to have name
added to patent.

Kosower v. Gutowitz and Eatoni Ergo-
nomics, 2001 U.S. Dist. Lexis 19111
(DC SDNY 2001) - court followed
Chou case with respect to jurisdiction
to determine inventorship on a
patent application and direct a party
to change it.
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Patent And Technology Llcensmg In ©
‘atm America | S

BY CLARISSE ESCOREL & JOHN PAUL®

tee of the Americas and the LES

(USA & Canada) International
Comunittee conducted a survey of
licensing activity in Latin Amenca.
Committee members, with experi-
ence in Latin American countries,
researched available information to
respond to a series of questions. In
some countries, not much informa-
tion was available to answer the
questions; in others, information
was available. Whenever possible,
the Committee members supple-
mented the research with their per-
sonal experience, providing insight
into the licensing landscape in the
particular country.

The Committee gathered infor-

‘ation on Argentina, Brazil, Chile,

Jombia, Ecuador, Mexico, and
venezuela, by asking the following
questions:

In 2004-2005, the LESI Comumit-

1. What public and private organi-
zations are licensing technology?

2.For each organization involved
in licensing, for the past five vears:

a. how many patent licenses and
how many technology licenses; and

b. what are the significant terms
and characteristics of licensing,.

3. What organizations may be in
the position to conduct licensing
but are not yet doing so?

4. What are the greatest challenges
and barriers to licensing—legal.
business, and practical issues’

5 What possibilities are there for
providing education to the licens-
ing, legal, university, government,
and business communities?

This article gathers together the
information gleaned from the sur-
vey and presents the highlights

T the responses to the questions
., »sed. As will be seen, licensing
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activity in Latin America ranges
from swmhcant licensing activity in
Venezuela s oi) industry and Mex-
ico’s manutacturing and franchis-
Ing operations to scant activity in
Argentina, Colombia, and Ecuador.
Further, in some countries, much of
the R&D and consequent licensing
activity derive from govermment
and university programs, with little
licensing taking place strictly in the
private sector. These government
and uriversity programs, however,
seem to be bearing fruit, so licensing
activity ini these nations will perhaps
increase during the next decade.

1. What public and private
organizations are licensing
technology?

In Latin America, the most active
countries in licensing appear to be
Venezuela and Mexico. Each of these
countries has active private-sector li-
censing, though the public sector is
engaged in much bicensing activaty
as well.

In Venezuela, the oil industry
dominates the licensing landscape.
The leading organization in pe-
troleum-related technology is the
Instituto Técnico Venezolano del
Petroleo (PDVSA-INTEVEP, 5.A).
The most important research-and-
development center of petroleum-
related technology in Venezuela is
INTEVEP. S.A., a company totally
owned by Petrdleos de Venezuela,
S.A. (a state-owned company).

INTEVED, S.A. has a patent port-
folio of approximately 1,500 petro-
leum-related patents around the
world and is certa.niy one of the

inost imr ortant research'and devel-

opment centers in South America.
INTEVEP, 5.A. has been producing
and licensing technology since 1983.
Other research and development

efforts in Venezuela are dispersed
and isolated.

In Mexico, the private sector
leads the licensing of technology.
The Mexican response to the survey
classified corporations as (1) Mexi-
can Corporations in general, (2) Mex-
ican Corporations with technology
departments, and (3} Multinational
Corporations.

1. Mexican Corporations in gen-
eral usually license and buy technol-
ogy through an engineering firm for
specific projects; most licenses relate
to franchising.

2.Mexican Corporations with
technology departments usually do
not license, but keep their knowl-
edge in-house; also, they seidom
finance developments in universi-
ties or institutes. .

3. Multinational companies license
in-house to their subsidiaries what
they need to operate in the Mexican

*Clarisse Escorel is an associate attorney
unith the intellectual property law firm
Momsen, Leenardos & Cia, in Rio de
Janetro, Brazil. John Paul is a partner
with the intellectual property law firm of
Finnegan, Henderson, Farabow, Garrett
& Dunner, L.L.P, in Washington, D.C.

The editors gratefully acknowledge the
contributions of Fernando Noctinger of
Argentina (Noetinger & Armando), Cén-
dida Ribeiro Caffe of Brazil (Dannemann,
Siemsen, Bigler & Ipanema Moreira),
Catherine [elinek of Chile (Pontificia
Unrversidad Catdlica de Chile), Emesto
Cavelier and Helena Camargo of Colom-
bia (Purra, Rodriguez & Cavetier), Cecilia

" Falcor: of Ecuador (Falconi Puig Aboga-

dgs), Hector Chagoya of Mexico (Becer-
ril, Coca & Becerril 5.C.), and William
Olivere of Venezuela (Clarke, Modet y
Cia. de Venezuela 5.A.)
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-market, usually only as a formal-
ity, or register or make effective in
Mexico international contracts with

“third parties. -~ -

Despite the prominence of Ven-
ezuela and Mexico in the field of
licensing, developments in other
Latin American countries are sig-
nificant. In Chile, some govern-
ment programs are encouraging
the development of technology. In
this country having a low rate of
patenting—with more than 90%
of Chilean patents being filed on
behalf of foreign inventors—the
situation is changing because of
free-trade agreements. Chile is re-
alizing that it must develop its sci-
ence and technology infrastructure
to become a developed country and
has instituted aggressive programs
geared toward developing technol-
ogv and advancing science. In 2004
and 2005, the government, along
with the World Bank, is sponsoring
eight competitions. The first such
competition, Chilelnventa 2004 or-
ganized by GeneraUC Technology
Commercialization, attracted 30
innovations representing diverse
technologies from different parts of
the country. Organizers of each com-
petition are responsible for ensuring
that the technology is patented and
commercialized.

In Brazil, we find licensing in uni-
versities and goverrunent programs
as well. These include:

1. University of Campinas - UNI-
CAMP

2. University of Séo Paulo - USP

3.53a0 Paulo State Research Foun-
.dation - FAPESP

4. Pharmaceutical Innovation
Agency - AGIF
Licensing U.S. Technology

In many Latin American countries,
much of the licensing involves US.
technology. Frequently, U.S. compa-
nies license their own technology to
their subsidiaries. In Colombia, for
example, Colombian Patent Office
statistics show that the vast major-
ity of patent licensing 199%) *s U.S.
technology licensed to Colombian
companies, often to branches or
subsidiaries of the U.S. companies
owning the technology. In the Pat-
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ent Office, one finds registrations of
98 patert Licenses. Others no doubt
exist but have simply not been reg-
istered. The owners of this licersed
technology include Kimoerly Clark
Worldwide, Inc., Eli Lilly & Compa-
ny, Cabot Corporation, W.R. Grace &
Co, and others.

U.S technology, of course, is not
the onlv subject matter for Latin
American licenses. In Brazil, for
example, many licenses involve Eu-
ropean and Japanese technology.

Universities and Government
Programs

Universities and government
programs figure prominently in
the encouragement of research and
development and the licensing of
developed technology. In Argentina,
the University of Buenos Aires—the
biggest and most important public
university in Argentina—has the Of-
fice of Transer of Technology. This
office assists the different faculties
in negotiating licenses of university,
or facultv-owned technology. But
not all faculbes obtain patents for
their innovations and when they
do, negotiating a hicense agreement
ca. e a very lengthy process since
the provisions in most agreements
used in private industry are usually
objected to by the University. The
faculties at some universities may
enter into joint research agreements
with the private sector. Quite a num-
ber of these joint projects have been
successful. They, too, involve the
transfer of technology.

2. For each organization in-
volvedin licensing, for the past
five years:

a. how many patent licenses and
how many technology licenses;
and

b. what are the significant terms
and charactenstics of licensing,

Throughout Latin America, pre-
cise data on the number and value
of technology licenses are sparse at
best. Most countries do not require
the registration of patent licenses.
Ard in those that allow registra-
tion, few organizations submuit reg-
istrations, preferring instead to keep
this information confidential.

Registration does take place in
some countries, "cwever. In Brazil,
for example, royalty-bearing tech-
nology transfer agreements execut-

" ed between a-Brazilian licensee and

a foreign licensor should be filed at
the Brazilian Patent and Trademark
Office (BPTO) for recordal {registra-
tion). In addition, as a general rule,
the recordal of license agreements
(trademark, patent, know-how and
techrucal assistance agreements) at
the BPTO produces the following
effects: (i) the agreement becomes
enforceable before third parties; (ii)
the royalty payments become remis-
sible abroad; and (iii} the Brazilian
party becomes eligible to claim the
rovalty payments as tax deductibie
items.

Argentina also has registrations
of agreements between foreign
licensors and local licensees involv-
ing payments abroad, in which
parties wish to benefit from certain
tax incentives. Concerning typical
terms and conditions, the survey
could provide only the economic
value of those agreements, since all
the remaining information is kept
confidential. From 1992 to 2003, the
Natonal Institute of Industrial Prop-
ertv registered 3,285 agreements. Of
those:

= 1741 were technical assistance.

* 59 were franchising agree-
ments.

* 24 related to training,.

* 938 were trademark or patent
licenses.

* The remaining ones covered
various areas such as engineering.

The registration of these agree-
ments revealed the U.S. dollar
amounts involved. By year, from
1992 to 2003, these amounts were as
follows {millions of U.5. dollars):

¢ 1992 - US$74.1

* 1993 - US$99.9

= 1994 - US$340.2

* 1995 - US5571.80
* 1996 - US$632.1

* 1997 - US$598.1

« 1998 - US$918.5

* 1999 - US$1455.40
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* 2000 - US$1124.60
. 2001 - US$765.40

2002 - US5245.0

"« 2003 - US5396.0

Patent and technologyy licence
information in Colembia uncovered
by the survey is shown in Table 1.

Registration Information Sparse

Though registration information is
sparse in Latin America, it 1s possible
to deduce the extent of licensing by
referring to some information that ts
publicly available.

In Mexico, for example, one can
deduce the extent of licensing from
information available on the extent
of franchising, since the tvpical
franchising”agreement is often
accompanied by technology or
know-how licenses. There are about
550 franchisers in more than 65 areas
with 35,000 sale points all over the
country.

The terms of franchise licenses in
Mexico are tvpical of those found
worldwide: strong provisions to the
franchisee for maintaining a certain
leve] of quality and for achieving
commercial and performance mile-
stones. Iy addition, Article 65 of the
Regulations of the Mexican Indus-
trial Property Law outlines certain
information that the franchuser must
deliver to the franchisee. The key
people involved in franchise licens-
ing belong to the Mexican Franchis-
ing Association.

One can also deduce the extent
of licensing from information avail-
able on Mexican manufacturing. Ac-
cording to the National Council of
Exporting Manufacturing Industry,
there are about 2800 active manufac-
turing facilities in Mexico. It is fair
to say that for each manufacturing
facllity or company there is at least
one license agreement involved
in the manufacturing agreement
when the technology is provided
to the manufacturer for producing
a determined product.

Further, in Brazil, the survev re-
vealed that the number of licenses
granted by Brazilian organizations
is not high. UNICAMP, for exam-
ple, has 322 patents but only 8 are
Licensed. USP has about 90 patents
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Patent Licenses .
Kimberly Clark Worldwide, Inc.: 53
El Llily & Co.: 30
Cabot Corp.: 7
'WR. Grace & Co.: 2
Other Companies 3
Cabot Colombiana S.A.: 2
Ecopetrol- 1
Technology Licenses:

Oil and gas exploration and exploitation: 318
Ajir transportation: spare parts: 136
Finanaal services: 108
Cement compounds exploration and exploitation: 32
Telecommunications: 29
Metallurgy: 14
Non-weaved products: 7

on its records, but there are no data
available on how many of these pat-
ents are hicensed.

Aracruz Celulose S/ A, a Brazilian
corporation engaged in the manu-
facture of papermaking pulp fibers,
currently licenses 1ts know-how to
Procter and Gamble Corporation in
a joint research-and-development
agreement. Aracruz is also nego-
tiating a similar agreement with
Kimberlv-Clark Corporation.

Regarding the UNICAMP licenses
in Brazil, they are mostly not exclu-
sive and concern chemuical products.
There are no data concemning the li-
censes of the other organizations.

Terms of Agreement

The agreements in Mexico are
usually signed as proposed by the
technology owner and often include
provisions more related to the fea-
tures of the manufactured products
such as quality or to the efficiency
of the licensed technology such as
process elficiency and the like. As for
IP-related provisions, these contracts
usually include direct assignment
of improvements to the technology
provider, a license to operate know-
how and patents (even if they were

not registered in Mexico), and other
provisions usually more beneficial to
the technology provider.

In Venezuela, information about
licenses comes from INTEVEP, 5.A.
The agreement drafted depends
directly on the type of business
involved. Almost all licenses. are
nonexclusive, with a few on an
exclusive basis. INTEVEP's policy
on this matter is not to enter into
exclusive licenses unless the spe-
cfic circumstances of the business
SO require,

INTEVEP is very careful in pre-
cisely defining in the license agree-
ment the technology that is being
licensed. Intent is strong in not
compromising future research and/
or future improvements through
the license agreement. If necessary,
INTEVEP will require new negotia-
tions on royalties for such research
and/or improvements.

Clauses dealing with royalty
payments are precisely and clearly

- drafted. They set forth a royalty

base, royalty percentage, and a pro-
cedure on how to calculate royalties.
Additionally, they establish a de-
tailed time schedule for payments.
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License agreements in Venezuela
are generally entered into for five

years with options for renewal .
‘if the parties agree. Termination -

clauses are very specific about
when the license agreement begins
and ends. This clause also provides
specifics about pavment of royalties
accrued after termination, the need
for reports, and so on.

Venezuelan confidentiality obliga-
tions are set forth for periods of 10
to 15 years as of disclosure. These
confidentality obligations survive
the agreement as long as it takes
to end the extension agreed for
confidentialitv. Confidential infor-
mation is defined from the mate-
rial approach rather than from the
specific approach and includes all
nondisclosed information marked
as confidential and disclosed in
‘written and /or oral form as long as
itisexpressed in written form within
15 davs after oral disclosure.

INTEVED agreements vary on
choice-of-law provisions. Almost
three quarters of them allow foreign
law to rule the agreement, the other
quarter requiring the application
of Venezuelan law. Almost all IN-
TEVEP license agreements include
an arbitration clause, but they vary
on which instituhon wil) rule the
arbitration procedure. There is no
uniformity on this matter. They
vary among AAA, UNCITRAL,
and the ICC.

In Colembia, official information
about the exact terms in licenses
is not available. It is important to
note, however, that agreements for
importing technology must contain
at least the following information:

1.Parties, their nationality and
residence;

2. Methods used to transfer the
imported technology:

3.Contract prices of each of the
elements involved in the transfer;
and

4.Effective term of the agree-
ment.

On the other hand, the agreements
may not contain the following:

1.Clauses by virtue of which the
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supply of technology bears with it
the obligatior: of the recipient coun-

try or °nterpnse to acquire, from a

given 'source, capital equlpment

intermediate products, raw materi-

als, or other technologies, or to use,
on a permanent basis, personnel in-
dicated by the enterprise supplving
the technology:

2.Clauses by virtue of which the
enterprise selling the technology
reserves the right to fix sale or resale
prices for the products that are man-
ufactured using that technology;

3. Clauses that contain restrictions
on the volume and structure of pro-
duction:

4.Clauses that prohibit use of
competing technologies;

5.Clauses that establish a total or
partial purchase option in favor of
the technology supplier;

6. Clauses that compel the technol-
ogv buver to transfer to the supplier
all such inventions or improvements
as may be obtained through use of
that technology:

7.Clauses that require the pay-
ment of royalties to the holders for
patents or trademarks that 21e not
used or have expired; and

8. Other clauses having an equiva-
lent effect.

Likewise, as a general rule, clauses
prohibiting or limiting in any way
the export of the products manufac-
tured using the respective technol-
OgY are not accepted.

In Brazil, the agreements submit-
ted to the BFTO for recordal purpos-
es must comply with several written
and nonwritten rules regarding: {i)
confidentiality obligations, (ii) roy-
alty rates, (1) limited terms for
know-how and service agreements,
(iv) and impossibility of payment for
trademarks and patents pending,.

Finally, in Ecuador, the Ecuador-
ian Institute of Intellectual Prop-
erty is charged with determining,
the number of licenses of patents
granted—in the past five years,
there have been approxirately fifty.
Significant terms and characteristics
of licensing technology focus on the
qualifications of the licensee.

3. What organizations may be in
the position to conduct licens-
ing but are not yet domg s0?

in many countries, there seems
to be licensing opportunity in the
universities. In Chile, for example,
at least 20 universites, represented
in the Consejo de Rectores, could be
in a position to license the results of
their government-funded research
projects.

In Venezuela, the Universidad
Simén Bolivar {USB) was created
in 1967. USB has been encouraging
innovation, research, and develop-
ment of technology. It is leading the
“innovation network,” consisting
of a network of approximately six
“Parques tecnologicos” with limited

-infrastructure and alse limited bud-

gets to work with. Two important
institutions for technology licensing
depend on the USB.

1. “Parque Tecnoldgico Sartene-
jas” (PTS): This institution was
created in 1992 with the support of
National Council of Scientific and
Technological Research (CONICIT)
and Foundation for Research and
Development (FUNINDES-USB).
PTS depends on the “Simén Bolivar
Unrdversity,” and its objective is to
develop technological resources of
the country.

2. Fundacién Instituto de Ingeni-
eria: This institution was created
in 1999 by the Venezuelan Govern-
ment. Its objective is to manage
research activities, technological
development, technical consultancy,
and services related to Engineering
and other related disciplines and
to support national and interna-
tional industries.

Universities, however, often have
large and cumbersome bureaucra-
cies, which do not provide quick,
flexible systems to obtain approval
of licensing agreements.

Some organizations may be in the
position to conduct licensing but
are still not doing so. In Ecuador,
for example, one finds ECUACIEN-
CLAS and the Ecuadorian scientific
community. These are small organi-
zations, which are slowly growing
according to their resources. They
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are not yet licensing technology be-
_cause they lack economic support.
" 'As explained by the general director
. of the technical and scientific depart-
nent of FUNDACYT, this is a very
umportant issue and explains their
gradual and stow growth.

4. What are the greatest challenges
and barriers to licensing—legal,
business, and practical issues?

According to'comunittee members
conducting the survey, the cheef
barriers to licensing are cultural
and political.

In the business culture of some
countries, for example, the idea
that technology may be valuable
by itself is novel. In thus sense, for a
long time companies have used their
technologies only to improve their
own production process. But now
the number of inventors that look
for prospective licensees and com-
parues that license their technology
has been increasing sigruficantly.

Political policies also hinder the li-
censing of technology. In Brazil, the
BPTO has protectionist policies and
a “philosophv™ that Brazil should
not import techrnology but produce

it locally. Recently, however, the In--

novation Law,” passed in 2004, has
created important mechanisms to
provide incentives for innovation
and scientific and technological
research with the objective of reach-
ing a “technological independency™
or autonomy in the development of
Brazil as established in its Federal
Constitution of 1988.

But other obstacles remain:

* The stage of development of in-
novations emerging from university
research is not sufficiently advanced
for near-term use by industry, in part
due to a tendency to focus on basic
rather than applied research.

* Universities lack—or are newly
creating—the policies, researcher
incentives, and organizational
structures to support patenting
and licensing.

- ¢« Countries lack and need to
develop the strong links between
universities and industry that would
create demand for research and its
comrmercialization.
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* The business sector is slow to
adopt innovative technologies and
typically looks to more developed

~ markets for sources of innovation,

* There is a lack of public or pri-
vate financing for the stage of pro-
duction ramp-up (i.e. demonstration
plants, pilot lines) for technology-
based products.

* There is a general lack of exper-
tise and experience among govern-
ment, universities, and industry
with respect to the management of
technology, technology-based busi-
nesses, patenting, and licensing.

* The most relevant business is-
sue concerns the effect of taxation,
which mav make licensing a very
costly endeavor.

* A clear public policy should be
established to enable an effective
transfer in which the State must not
only look for development and an
increase of the existing technology
in the country, but alse incentive
domestic innovation demand.

In Mexico, there are practically
no legal barriers to licensing. The
country has a suitable [P system
for protecting technology, and con-
tract provisions are left to the will
of the parties.

It must be stressed, however, that
if the practicing of the technology

. in Mexico produces a monopolistic

situation, then this monopolistic
situation will be either controlled
or avoided through the application
of the antitrust provisions contained
in the Federal Law on Economic
Compettion, which is quite similar
to the antitrust laws of other indus-
trialized countries.

Some hurdles in Mexico include:

1. Mexican technology develop-
ers are not interested in applied
science, and if they are, they do
not use the [P svstem to duly ap-
propriate its knowledge.

2. Mexican business entities are not
interested in licensing or in funding
R&D for obtaining technology useful
for its businesses ard prefer buyving
technology from abroad through in-
direct “licensing in” (manufacturing
contracts or engineering projects).

3. When drafting license agree-

ments, licensors and licensees sel-
dom take into account the antitrust
provisions that might affect the

in Mexico. '

In Venezuela, the greatest chal-
lenges and barriers to licensing are:

1. To promote research & develop-
ment activities different from the oil
industry.

2.To coordinate government,
universities, and companies efforts
to innovate & commercialize new
technologies.

3.The Andean Community has
a very restrictive regulation about
transference of technology.

4.Venezuela is not a technology-
producer country. Venezuela is more
a technologv—consmner country.

5.The oil industry has been an
isolated effort on licensing because
the oil industry handles a very high
arnount of economic resources. Oth-
er sectors of Venezuelan economy do
not have enough money to cover the
costs involved in licensing.

5. What possibilities are there
for providing education to the
licensing, legal, university,
government, and busmess com-
munities?

Committee members from* most
countries indicated an overall re-
ceptiveness to training opportuni-
ties. Most report that LES-sponsored
seminars should focus on a particu-
lar sector—governmental, industri-
al, or educational.

In some countries, seminars have
already been planned. In Chile, for
example, licensing is a central theme
in the following seminars:

* International Seminar of Intel-
lectual Property and Technolegy
Transfer, an annual event organized
by NEOS of law firm Harmecker.

* InnovationEngine, the first in-
ternational seminar for intellectual
property, technology licensing and
commearcialization organized by

GeneraUCT Technelogy Commer-

cialization of Pontificia Universidad
Catélica de Chile.

Both events draw a diverse nation-
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al audience, and these institutions
- have organized previous seminars
“featuring international experts,
- many of them with lirks to LES or
AUTM. Such international expertise
is very welcome in Chile.

In addition to these two seminars,
it is likely that additional ones fi-
nanced by CONICYT through its Bi-
centennial Program for Science and
Technology will include the topics
of patenting and hcensing, provid-
ing additional opportunities for the
participation of LES speakers.

The new Chilean Licensing As-
sociation, being formed under the
guidance of LESI, will begin op-
eration in 2005. Its plans include
meetings for members and partici-
pation in key technologv-transfer
seminars.

In Colombia, technology transfer has
become a “hot” 1ssue since the AFTA
{Andean Free Trade Agreemnent) nego-
tations began. Therefore, most com-
munities would welcome education
from LES regarding licensing.
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In Mexico, the facilities and edu-
cational structure are suitable to pro-
vide education in licensing to all the
relevant sectors for licensing, even
to the antitrust commission, which
is the government organ in charge
of the handling of the Federal Law
on Economic Competition. There
are enough materials and skilled
persons in LES Mexico to provide
suitable educational programs. In
fact, however, several efforts in pro-
viding “technology management
units” in chambers, universities,
and institutes have consistently
failed due to lack of interest.

In Venezuela, technology licensing
is not a comrnon practice. Therefore,
the opportunities to provide educa-
tion are endless. There are two pro-
grams on Intellectual Property, one
in the “Universidad de los Andes”
(ULA), and one in the “Universidad
Metropolitana™ (UNIMET). Neither
covers the area of technology-licens-
ing in depth. One good effort could
be directed to improve these two

Universities” IP programs to raise
the level of education in this area.

Conclusion

As globalization continues un-
abated, licensing activity in Latin
America will undoubtedly increase.
Businesses and public research or-
ganizations will increasingly tum
to patent protection for inventions.
And once the culture of Latin Ameri-
ca changes and becomes more aware
of the fruits of intellectual property,
companies, individual inventors,
and public organizations will realize
that licensing provides an additional
stream of income that has gone un-
recognized in the past. The culture
will change as more and more edu-
cational opportunities are provided,
and we expect the Licensing Execu-
tives Society and its members will
continue to provide education and
other opportunities to advance the
licensing of intellectual property in
Latin America.
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La venta de Seminis a Monsanto es mas que un
premio a la visién de Alfonso Romo. Es un gran
paso al lanzamiento de las semillas supernutritivas.

Diego Fonseca
Ctugad de México

An [994. ei mexicano Alfonso Romo
creé Seminis. fa mayor productora de
semiflas hibridas de frutas v verduras

B del mundo. Era el resuitado de las
sompras de Asgrow . Petoseed v varias se-
milleras asidticas v Romo estaba convencido
de que seria buen negocio. Lo es, pero no
seii Romo quien vea sus mejores resultados,

Sermunis crecid rapido con un portafolios
de casi 6.000 vunedades agricolas que en
199% reenfocd en solo 3.500 para achicar el
exceso de inventario. En 2003, sus finanzas
colapzaron s Romo entendic de qué se rata
ser pionero: en ocasiongs lus mercados no
estin listos pars una empresa. Ese afo. Romo
vendid al fondo califerniano Fox Paine & Co.
¢l 58% de suempresa en USS 163 millones.
En febrero pasada. finalmente, Fox traspasé
Seminis a Monsanto. ¢l mayor productor
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clobal de urganismos penéticamente modi-
ficados (OGM. o transgénicos). que pagard
USS 1.400 millanes por el 100% de Seminis
v asumird una deuda de US3 400 millones y
un pago basado en dividendos de hasta US$
125 millones a abonar en 2007

La historia deju 2 Fox con les bolsillos
lienos. a Romo. como chairmarn de la nueva
Seminis ¥ a Monsanto, ingresando al mer-
cado de frutas v vegelales. donde no tenia
presencia Esodispardla pregunta del millén:
cacaso Hugh Grant. el CEO de Monsanto,
pensaba convertir a la free-GM O Seminis en
otro tenticulo de su pulpo transgénico? Grant
no jugard con fuego. El mundo no digiere
compietamente los transgénicos v €l tiene
bastante por hacer con Seminis antes de‘entrar
a la proxima década, cuando podrd pensar en
vender semillas con curnponentss netritivos
repotencizdos v plantas-farmacia.

Seminis. que contrela el 23% del mercado
olobal de semillas de tomates y més de un
tercio del de pimientos y pepinos. proveerd a
Monsanto una red de distribucién de frutas y
verduras en Europa, Medio Oriente. Africa.y



Niorteaménca v ventas por USS 525 nullenes
anytales. Monsanto tamién se hizo, de los
programas de control de virus de plantas
GM de Seminis. que ella no poseia. v de
a0 técnicos, 8 expertos v cenisns de
operactongs en China e India gue permitirdn
revortar 2l tempo que 1oma a un prodicio i
del taboraiorio al mercado. Finalmente. la
rransaccion. que se aprobaria en sepuiembre.
aumentaria e} fujo de caju v beneficios por
accitn de Monsanto en 2006
SER 0 NO SER.  (ud papel tendrd América
Latina pma la nueva Semunis ’ La compaiida
era de propredud mesicana. pero estaba
basada en California. enentada al mundo
v poco serta en ba regidn Eso seguiri
ieual Brasil y Arcenuna en particular, los
mavores evportadores agrivolas Je la region.
ofrecen pocas oponunidades para sus senmlliss
vegetales. San mis aptos para cultivos de
bajo valor y alto yolumen. como maiz. sop
o algoddn, propios de Mansanto

Argenting v es ¢l segundo productor mun-
diad de iansgénicos de primera genericion,
plantas con genes resistenics a herbicidas e
insectos Brasil conena lu atencidn de las
sesulieras desde qgue liberd en 2004, y hasta
2006, sus primeros eventos transgenicos. Esie
ang. Nidera. de EE.UUL comprd {a dinisidn
local de culnvos de Baver para meursionar alli.
Monsanto esperaba la ley desde 20800 repro-
dutiendo ~emillas GAY en el norte argentino
s consignd goe Brastl » Paraguay ercer
exportador sojero regional. acepien pagar
revabing por elus. asegunindose neresas que
no obtiene ent Areennna, donde sus patentes
MEUCH 0 TECOnOCimiento

Fuerade vso. Grant. ¢l CEQ de Monsanto.
no ha hechao saber min si Seminis tendrd unn
palitica especitica para la rezion Sus ojos
esldn en Asia. donde of consumo de vege-
tales s frutas es may o, precisumente lo que
necesita part isegury ¢l futuro immediato de
Monsanio La patente de su nave insignia,
¢l herbicada Round U, cuducard en breve,
pomiendo en riesgo ingresos por LSS 3.000
nullones anvales s lahurd mds dependienie
del negocio de simientes. s sezunda fuente
de recursos v primera en crecimiento. En
el ultima afo, la venia de semillas conven-
cionales y transgdnicas de Momanio subid
un 24%. hasta USS 2350 millones. Semunes
puede complemenias ese negoecio. puesto
que es un productor de semillas hibridas,
una téenrca de polimzacion cruzads gue no
modifica genes ¥ gue Monsanto no practica.
La imagen no-transgénica de Seminis senvird
también Jde magudlage parza las cuestionados

semillas runsgémcas Jde Monsanio.

Perc ;se favard la cara Monsanto? Por
»u agresividad con los ransgénicos, tras la
compra muchus se preguntaron cudndo Grant
lanzard <emillay de Senunis modificadas
cenéticamente. Grant sabe que la resistencia
ani-QGM se Jdebiiita con cada habilitacion
de eventos transeénicos. Tras la diberacidn
en Brasil. ahora sdlo resta que Clhina e [ndia
lo hagan, Cuando ocurra. 1a resistencia de
{a Unién Europea. el mavor opositor a los
QGM. perdera senuido frente al valumen
de los tres mercados emergentes. Todo eso
abona lz pasibilidad de que Serminis acabe
hibridada por Monsanio.

Los ojos de
Monsanto estan en
mercados grandes

como Asia, antes que
América Latina

Pero ésas son especulaciones. Segin
Gillian Turco. analista del bance holandés
Rabobank. una compaiia biotecnoldgica
pero no transgénica como Seminis puede
ser Jo gque Monsanto necesita para mejorar
su ymagen piblica Mamener a Romo como
su chairman funcionaria come una sefal Jde
que las aguas no se mezeiarin. El propio
Grant se ha esforzado por iranquilizar a los
productores orgdanicos v supermercados que
compran hibridos o laex compaiiia de Romo.
Ha dicho que aprovechani su ke -ftov para

10

atacar el mercadu-de vegetales v fnnas y .
gue se enforardi en sreasde crecimienta’ dey
corta plazo. Y si bien aplicari Ias teenologia
de ambas compaififas en investigacione:
combinadas, una Semims-transgénica estd
en su agenda recién "a largo plazo™. Lo
Fisher, directora de asuntos publicos de
Monsanto. en St. Louis. no pudo responder
a tiempo consultas adicionales de Améri-
caEconomii.

Laexpectativa vs que Grant use a Sennnis
para vender mds agroguimicos cuidando
mucho su estrategra de comunicacion para
gue los agricutiores no crean que tras ellos
vienen las frutas v vegetales GM. Yo no
esperaria ningln inpur como tolerancia a
herbicidas y resisiencia a inscctos por largo
tiempo ni ninguna yvanedad GM de Semenis
entrando al mercado antes de 20100 20127,
dive Anatole Krattiger, director de la consul-
tora BioDevelopments.en Nueva York. “El
potencial real de crecimiento y agregacion de
valor tecnoltgico [de Monsanto v su nueva
empresa] viene de soluciones que atiendan
las necesidades de los consumidores v su
voluntad de pagar un premio. ¥ esas solu-
clones.esidn basadas en la salud™

Romo pensaba aleo parecido. Para €l
las sermullas eran “un sofiware™ para gene-

rar desarrollos de mayor valor. No estaba

equivocado: el futuro del negocio agricola
de avanzada esti en los OGM de segunda y
tercera generacion, semtlias con mayor poder
nutricional y productoras de biofdrmacos.
Las compaiias globales han aprendido que el
modo de menguar la resistencia a los QGM
de primera generacidn. como las simientes
que resisten entermedades ¢ insectos, estd
en enfocar su estrategia en el valor de esos
nutrientes repotenciados.

Ambas tienen como preparar ese camino.
Monsanto ya ha ensavado productos enri-
quecidos vomo la soja reductora de grasas
v también Seminis estd involucruda en
desuarrolos moleculares y enriquecimiento
y modificacion de vegetales. Muchos de sus
productas ya tienen distintos colores, tama-
fies y sabores. Vanedades como la lechuga
Jammers —disefiada para fandticos de las
dieras bajas en carbohidratos. ya gue por su
fornma y resistencia puede sustituir el panen
sdéndwiches y wraps- y la sandia Bambino.
de un kilo. ideal para un consumidor. son
preferidas por las familias de EE.UU. Al fina}
del dia. la fusidn de esas capacidades ser
ganadora si Monsanto lee bien los habito.
de consumo de la gente. Grant sabe que le
va la cosecha en eso. m
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:_'Agreements On Research Cooperatlon
‘Between Industry And University ~

Suggestions For Solutions

BY HEINZ GODDAR AND
HERMANN MOHNKOPF*

1. Introduction

he amendment to section 42
I of the German law on em-
plovees' inventions, which
has applied to “new contracts” since
7 February, 2002, and which, since
7 February, 2003, has in some cases
also made 1t necessary to adapt “old
contracts” concluded before 18 July,
2001, has led to an intensive search
on the part of universities, and also
on the part of industry, for model
contractual solutions for standard
situations.

It 15 desirable to find model solu-
tions that will be regarded both by
the universities and by industry as a
positive basis on which to transpose
the new legal standards into a form
of practical co-operation which all
concerned will consider tolerable
and positive. In the search for these
solutions, a working party of experts
from the university and industrial
sectors has been set up, at the sug-
gestion and with the active partici-
pation of the IPAL Gesellschaft fur
Patentverwertung Berlin mbH, the
Society for Patent Exploitation in
Berlin, which is the central tech-
nology transfer institution for the
majonty of the Berlin universities,
namely Charité, the Free Unijversity
.of Berlin, Humboldt Uruversity Ber-
lin and Berlin Technical University.
Intensive efforts, involving lengthy
discussions, have been made to put
together some components for a
model contract, under the general
heading “Berlin Contract,” which is
intended to make it easier in prac-
tice for academics, universities and
industrial companie< to handle the
new legal situation that has arisen
as a result of the abolition of the
university lecturers’ privilege.

The members of the above-men-
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tioned working group, as well as the
“Berlin Contract Components,” can
be seen from the web site of IPAL,
namely hitp.//www.apal.de, which
is continuously up-dated and will
make also adapted, future versions
of the Berlin Contract Components,
as well as other news with regard
to unnersmr mdustn inventions,
available in future. The essential
parts of the “Berlin Contract” are
attached to this paper.

2. Contract components “Berlin
Contract”
2.1. Structure and organisation
A preface dealing with the gen-
esis and the proposed practical
application of the "Berlin Contract™
is followed by a brief introduction,
which is intended to explain how
the Contract components are to
be handled. This is then followed
by differentiation indicia for the

] Contract components in the “Berlin

Contract,” which, it is hoped, will
facihitate assigning a specific joint
research project betwevn a university
and industry to one of the categories
of a contract for work and services,
research commission or co-operation
on research. These differentiation
indicia should not be understood
here as alternatives, nor should
they apply cumulatively, but, as the
very name suggests, they are merely
intended to provide the practitioner
with pointers to help him make the

appropriate assignment.

After the above-mentioned list of
“differenhation indicia™ come Con-
tract components for research com-
missions between universities and
industry. foliowed by appropriate
Contract components for co-opera-
tion on research and development,
which is referred to in the following
as "research co-operation.”

2.2. Pointers helping to differen-
tiate between contracts for work
and services, research commis-
sions, research co-operation
2.2.1. Contracts for work and services

If an industrial partner commis-
sions a university to carry out certain
research work, with an unambigu-
ous, known objective and laying
down a defined way of performing
that work, the university will gen-
erally demand that the entire costs
be assumed. The university, in the
person of the research worker (here
and in the following usually under-
stood to mean the “project director”
responsible), is not required to inter-
pret data or results in any way; nei-
ther the university nor the industrial *‘i
partner has any interest whatsoever
in publication. The result of;a con-
tract for work and services of this
kind is an obligation owed by the
university to the industrial partner.
In this case, according to the “Berlin
Contract” (and one is tempted to say
that this ought to be self-evident!) all
the results of the research, including
any inventions that might be made
by the university, i.e. by the research
worker or by any other member of
the university, belong to the indus-
trial partner without any additional
remuneration, and it is the latter
which decides at its own discretion
whether to file applications for any
industrial property rights, to engage
in exploitation actions, etc. It goes
without saying that any applica-

*Hemz Goddar is a partner in the law
firm of Boetrmert & Boehmert, Muenchen,
Germany, and a Past President of LESI.
Hermann Mohnkopf is IP Counsel for
Rolls-Royce Deutschland Lid. & Co. KG
in Dahlewitz, Germany.
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tions for industnial property rights
are filed by the industrial partner

exclusiveiy in its own name, without.
any right whatsoever on the part cf -

the university to participate.
2.2.2. Research commissions

In the context of research commis-
sions, the industrial partner places a
targeted commission with the uni-
versity to carry out certain research
work, the result of which s neverthe-
less open, but the way of perform-
ing that work and the purpose of
" the study are defined. In this case
too, the university will expect the
entire costs to be assumed. The data
or results have to be interpreted by
the research worker. The industrial
partner, having placed the commus-
sion, will as a rule be interested in
receiving the results at short notice or
at Jeast on schedule. The unjversity,
or the research worker, for their part
have an interest in seeing the results
published. In this case. no successful
result is owed by the university.

The parties involved in drawing
up the “Berlin Contract” are unani-
mous in their opinion that, when
research commuissions are organ-
ised in this way, the university has
a fundamental right to remuneration
for any invention. The rights in the
inventions concemed, including the
right to file the first application and
to carry out subsequent applications
in other countries, also need to be
settled in detail.

2.2.3. Research co-operation

In the case of research co-opera-
tion, the industrial partner places a
research commission with the uni-
versity, the objectives and results
being open; the implementation
15 not defined in detail, and the
intended practical apphcation is
neither known in detail nor defini-
tively laid down. Both partners, i.e.
the university and the industrial
partmer, contribute to carrying out
the research project on which they
are co-operating by providing per-
sonnel and/or assuming a share of
the costs. The incustnal partner,
having placed the commission, has
a medium to long-term interest in
the outcome, both partners have a
pronounced—and possibly a joint
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—interest in publishing the results.
In this cace, the university has no
obligation vis-a-vis the industrial
partner recarding the success of the
research co-operation agreement.
The parties involved in drawing
up the “Berlin Contract™ are unani-
mous in their opinion that, in the
case of research co-operation, the
industrial partner has a separate
obligation to remunerate the uni-
versity for any invention, the details
of which need to be settled depend-
ing on the situation, as do the filing
rights with regard to patents, etc.
2.3. Features common to research

comyumissions and research co-op-
eration

A common feature of the contrac-
tual arrangements both in the case of
research comrmussions and with re-
gard to research co-operation is that,
for the reasons which have in the
meantime already been discussed in
detail in the literature, a “trilateral”
contract between the university, the
industral partner and the research
worker is necessary.

Briefly, this necessity is based
on the fact that, because of the pe-
remptory provisions of the law on
employees’ inventions, it is only
possible for the contractual agree-
ment between the university and
the industrial partner to regulate
the situation concerning rights, and
obligations to acquire the rights etc.,
in inventions which can be covered
by patents or utility models. Any
additiona) know-how and advisory
services which the industrial partner
wishes to receive “in person” from
a specific research worker who is
particularly important to him as a
co-ofperation partner (e.g. a profes-
sor) can only be rehiably obtained
by the industrial partner on the
basis of an appropriate contractual
agreement with the research worker
himself, since any “indirect route”
via the uruversity might in this case
affect the research worker's personal
rights with regard to research and
teaching, which are guaranteed by
the constitution.

A direct agreement between the
research worker and the industrial
partner 1s also needed if the research

worker is to waive his negative pub-
lication rights. The same applies to
any advance waiver of the research
worker’s right to take over any ap-
plications for industrial property
rights or the industrial property
rights themselves and to file appli-
cations in other countries.

For the reasons explained above,
the members of the working party
consider it appropriate, both in the
case of research commissions and
with regard to research co-opera-
hon, to conclude a “tripartite agree-
ment” between the university, the
industrial partner and the research
worker. “Research worker” here
is understood to mean the project
director responsible who has been
appointed by the university and the
industrial partner. If—and this is
likely to apply in most cases—other
members of the unuversity, whether
students or university staff {(em-
ployees), are involved 1n carrving
out the work on the research project
concerned, it needs to be ensured in
advance, by means of an appropn-
ate declaration of association, that
the obligations of the project direc-

. tor also apply, mutatis mutandis, to

that group of individuals.

2.4. Contract components for
research comurussions

According to the model contract,
research results arising from a
research commission belong ex-
clusively to the industrial partner,
irrespective of the extent to which
the research worker or other “asso-
ciated” members of the university
is/are involved in the production of
the corresponding research results,
especially inventions.

Regarding the filing of any ap-
plications for industrial property
rights, referred to in the following as
“patent applications™ for short, it is
envisioned that the first application
is filed either by the university or
alternatively by the industrial part-
ner, though of course in a manner
to be settled in advance, but always
as joint applications on behalf of the
university and the industrial partner.
This arrangement is intended to
satisfy the universities’ interests in
appearing in the relevant “ranking”
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lists with a corresponding number
. of first applications. The industrial
members of the working party ac-

cept the fact that “ranking” positions -

of this kind are becoming more and
more important in assessing the
performance and the general repu-
tation of universities for the sake of
international comparisons.

It is the industrial partmer alone
which decides on whether to file
foreign applications in the case of
research results based on research
commissions, and any foreign ap-
plications are also filed solely by the
industrial partmer in its own name.

The arrangement regarding remu-
neration 1n the case of research com-
missions has the following structure,
according to the “Berlin Contract™

After the first application has been
filed, the industrial partner pays
the university a first remuneration
amounting to € 2,500.00. This is then
followed by remuneration payments
according to the following altema-
tives:

a) € 2,500.00 at the beginning of

exploitation, this remuneration ris- .

ing to € 10,000.00 if exploitation be-
gins more than 7 years after the fifst
application, the industrial partner

may, however, redeem the obliga-

tion to pay the increased lump sum
by paving a further remuneration of
€ 2,500.00 before the expiry of the
above-mentioned 7-year period.

b) When certain turnover thresh-
olds are reached, further lump-sum
payments are made, though it is
necessary to lay down the details
on this in the contract.

¢} After exploitation has begun,
an appropriate remuneration is
paid, depending on the degree of
exploitation, which 1s subject to
later negotiation.

2.5. Research co-operation

The research results arising from
research co-operation are in prin-
caiple broken down into results
achieved by tne industrial nartner,
joint results and uruversity results.

Results achieved by the industrial
partner are research results attnibut-
able solely to the industrial partner's
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staff. Joint results mean research re-
sults in which the university’s, or
the wiiversity staff’s, share of the
invention is no more than 50 per
cent. University results are research
results, in which the university's
share of the invention i1s more than
50 per cent.

2.5.1 Industrial partner's results

Research results which fall into
the category of "industrial partner’s
results” belong exclusively to the
industrial partner. The latter has the
sole right to file applications for in-
dustrial property nights, exclusively
In its own name where appropriate;
the industrial partner has no obliga-
tions vis-a-vis the uruversity whatso-
ever to pay any rerunerabon.

2.5.2. Joint results

In the case of joint results where
the university’s share of the inven-
tion 1s no more than 25 per cent, the
industrial partmer has the right to file
the first application exclusively in its
Oown name.

If the university's share of the
invention is more than 25 per cent,
the arrangement corresponds to the
one for research results based on
research commissions, i.e. the first
application is filed as a joint applica-
tion either by the industrial partner
or alternatively by the university, in
the names of the uruversity and the
industrial pattner.

On the whole. in the case of joint
results, foreign applications are filed
in accordance with the arrangements
regarding research commussions (see
24.), i.e. by the industnal partner
and exclusively in its own name.

The remuneration for an invention
which the industrial partner has to
pay the unijversity 1s settled as fol-
lows in the case of joint results: if the
university s share of the invention is
less than 50 per cent, the remunera-
tion for the invention is paid in the
same way as with research commis-
sions. If the university's share of
the invention 1s 50 per cent, the in-
dustrial partner pays the uruversity
remuneration for the invention as
in the case of the university results,
which will be discussed below (see

2.5.3), but deducting 10 per cent from
the remuneration agreed for univer-
sity results of that kind.

2.5.3. University results

University results, i.e.’research
results emanating from research co-
operation, in which the university's
share of the invention is more than
50 per cent, belong exclusively to the
uruversity. The industrial partner
does, however, have an option on
taking out an exclusive licence on
reasonable terms. The correspond-
ing remuneration for the inven-
tion may comprise one or more
lump-sum payments or a reason-
able licence fee. The members of the
working party regarded the sample
calculations annexed to the “Berlin
Contract” as being appropriate for
the standard situation.

In the case of university resulits,
the university has the right to file
the first application in its own,
exclusive name. After the option is
exercised (and only in this case does
remuneration for the invention have
to be paid to the university by the
industnal partner, of course!) the cor--
responding application rights revert:~
to the industrial partner in a manner
to be agreed. i

3. Concluding Remark

The members of the working
party mentioned at the beginning

.hope that, by presenting the contract

components of the “Berlin Contract,”
they have made a constructive
contribution to the discussion of
solutions which appear reasonable
both to the universities and to the
industrial partners for the future
conduct of research projects in the
university /industrial sectors. Mak-
ing the discussion more objective,
on a reasonable basis of this kind,
is probably also likely to reduce the
attractiveness of industry’s thoughts
about at least partially transferring
research commissions into regions
outside the purview of the law on
employees’ inventions.
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Text Modules for the “Berlin
Contract” — For Mission-Ori-

ented Research Between Uni- .

versity and Industry’
1. Note: Contractual Parties

- University,

- Industrial enterprise (hereinafter:
Industrial Partner),

- Project Manager.

All other university employees
participating in the research project
who perform educational and re-
search work in the research project
within the meaning of sec. 42 of the
German Employee Invention Act
{ArbnEG), as well as freelance inven-
tors, must also be incorporated into
the contract (see Clause 3.2.4)

2. Subject Matter of the Contract

2.1. The subject matter of the con-
tract 15 the realization of the follow-
ing research project as described in
detail in the research plan (Appendix
1) (hereinafter: Research Project):

{..] [To be completed n accordance
with the specific research project in-
volved.]

Note: To the extent that the pri-
mary. subject matter of the research
plan is the commercial exploita-
tion of copyright protected works
and related intellectual property
rights, such exploitation will not be
covered by the following contrac-
tual modules.

2.2. Performance of the contract

[...] [Depending on the specific re-
search project involved, add any further
tndwvidual provisions regarding the per-
foermance of the contract, including the
Project Manager's obligation to assume
the tasks in the research project accord-
g to the research plan.]

3. General Regulations on In-
ventions, Intellectual Property
Rights and Know-how

3.1. Old Intellectual Property
Rights

3.1.1. Each contractual party re-
mains the owner of the inventions
it creates prior to the commencement
of the Research Project, as well as the
intellectual property rights applied
for or granted for such inventions
(hereinafter: Old Intellectual Prop-
erty Rights).
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3.1.2. The Project Manager shali
inform the industnal Partner accord-
ing to his best knowledge prior to
the commencement of the Research
Project and then on an ongoing basis
regarding the existence of Old Intel-
lectual Property Rights belonging to
him or the uruversity, where it1s an-
ticipated that they will be necessary
in order to utilize the work results
engendered in the course of realizing
the Research Project and pertawn to
the task as formuiated in the research
plan (hereinafter: Research Results).
He shall further inform the Indus-
trial Partner according to his best
knowledge of the extent to which
third parties are entitled to use such
Old Intellectual Property Rights and
to what extent the respechive owner
of the right 15 restricted in the use of
such nghts.

Should such a restriction prevent
the Industrial Partner from using the
Research Results and if the right to
such use cannot be achieved by
modifying the research plan, the
Industrial Partner shall be entitled
to termunate the contract for cause.
Such a termination must be de-
clared in writing within two weeks
of learning of the restrichion. The
Industnal Partner shall assume all
costs incurred by the University up
to the date of the termination, as
well as any costs resulting from ob-
ligations entered into a! the time of
the termination.

3 1.3, Where Old Intellectual
Property Rights—whether or not
notified pursuant to Clause 3.1.2.—
are necessary for the realization of
the Research Project and there are
no conflicting third party rights, the
respective contractual party shall
grant the other party free of charge
a non-exclusive license himited to
the duration and purpose of the
Research Project.

314 To the extent that and as
soon as the Old Intellectual Property
Rights notified pursuant to Clause
3 1.2 are necessary for the exploita-
tion of the Research Results and no
confliching thurd party rights exist,
the University or the Project Manag-
er shall grant the Industrial Partner a

non-exclusive license to these rights

at terms and conditions customary

in the market. If the University's
collecting society is entifled to such
Old Inteliectual Property Rights, the -
University shall ensure that the In-
dustnal Partner is granted a license
to use these rights.

31.5. Clause 3.1.4. shall apply
analogously to Old Intellectual
Property Rights which were not
notified pursuant to Clause 3.1.2,
unless at the time of the Industrial
Partner’s inquiry about a license
for such Old Intellectual Property
Rights the University is already
engaged in negotiations regarding
the exploitation of such nghts with
good prospects for success.

3.1.6. Clauses 3.1.1 to 3.1.5 shall
apply mutatis mutandis with re-
spect to the know-how obtained by
each Party prior to the commence-
ment of the Research Project, as
well as for existing copyrights or
copyright licenses.

3.2. Research Results

3.2.1. Notwithstanding the pro-
visions in Clause 6 regulating ap-
plications for intellectual property
rights, the Industrial Partner shall be
exclusively entitied ‘o all substantive
rights to the Research Results.

Upen conclusion of this Agree-
ment, the University and the Project
Manager shall transfer to the Indus-
trial Partner in advance all rights to
any Research Results created in the
future; such transfer applies to the
Project Manager with respect to Re-
search Results which are not eligible
for protection, independent inven-
tions which are not job-related (freie
Erfindungen) and, with reference to
the ime at which they become in-
dependent, for any inventions that
become independent. This transfer
is subject to the condition precedent
that the Industnal Partner meets its
financial obligations pursuant to
Clause 9.

3.2.2. In order to secure this com-
prehensive transfer of rights pur-
suant to Clause 3.2.1, the Project
Manager undertakes not to bring
University employees falling within
the scope of sec. 42 no. 2 Employee
Invention Act into the Research
Project until they likewise assume
his duties under this Agreement by
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- way of a declaration corresponding
. to the example attached as Appendix

2. The names of the University em--

-ployees envicigned for the. perfor-
mance of the Research Project'who
carrv out educational and research
work within the meaning of sec. 42
Employee Invention Act are lListed
in Appendix 3. The Project Manager
affirms that such University employ-
ees have rendered a declaration cor-
responding to the sample attached
as Appendix 2.

The Project Manager shall further
ensure that other persons participat-
ing in the Research Project who are
not emploved by the University (e.g.
graduates, doctoral candidates, stu-
dents) are not brought into the Re-
search Project untl they assume the
Project Manager's obligations under
this Agreement mutatis mutandis and
have ensured the direct transfer of all
rights to the results of their research
to the Industrial Partner

The University shall assume re-
sponsibility for these obligations of
the Project Manager.

3.2.3. The University and the
Project Manager shall be entitled
to a ron-exclusive, non-transferable
right to use the Research Results for
their research and educational work.
This shall not affect the contractual
provisions regarding the secrecy of
the Research Results. Moreover, the
Research Results may be used within
the scope of research for or with
third parties only upon the Indus-
trial Partner’s prnor written consent,
which, however, mayv not be unrea-
sonably withheld. Excepted from
this provision shail be Old Intellec-
tual Property Rights, know-how
which existed prior to the conclusion
of this Agreement and non-confiden-
tial information.

3.3, Copyrights

With respect to copynghts pertain-
ing to the Research Results, the In-
dustrial Partner shatl be granted, free
of charge, an exclusive, transferable
license for all tvpes of use which is
unlimited in .ime, terntory and sub-
ject matter. Clause 3.2.3. applles mu-
tatis mutandis. Where the Industrial
Partner uses copyright protected
works or objects protected by related
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intellectual property rights for com-
mercial purposes, 1t shall remunerate
the author appropriately within the
meaning, of sec. 32 UrhG.

3.4. Results QOutside of the Re-
search Plan

Results arising in the course of car-
rying out the research plan, which,
however, are not related to the
task assigned in the research plan,
shall accrue to the Party who has
achieved them.

4. Negative and Positive Publica-
tion Rights

4.1. The Project Manager un-
dertakes vis-a-vis the Industrial
Partner to report all the Unversity's
service inventions pursuant to sec.
Emplovee Invention Act and iden-
tify to the University the respective
shareeach inventor had in the inven-
tion. With rspect to all Research
Results, the Project Manager un-
dertakes vis-a-vis the Industrial
Partner to waive the assertion of his
right to refrain from publishing them
pursuant to sec. 42 no. 2 Employee
Invention Act.

4.2 The Industrial Partner ac-
knowledges that the University
must publish research results and
shall take this interest into account.
However, the Project Manager and
University undertake vis-a-vis the
Industrial Partner to refrain from
publishing Research Results or
disclosing them to other third par-
ties—even during the preliminary
publication procedure—without the
Industrial Partner’s written consent
as long as the Research Results are
subject to a duty of confidentiality
pursuant to Clause [-..]. They shall
present the Industrial Partner with
the manuscript intended for print
or oral announcement (hereinafter:
the Publication) for its review at least
sixty (60) days before submitting the
manuscript to third parties or mak-
ing the announcement.

If the Industrial Partner commu-
nicates within forty-five (45) days
after receiving the manuscript that
the l'ublication conflicts with secrecy
requirements, the University and the
Project Manager shall ensure that
Publication does not occur or that the
information requinng secrecy from

the Industrial Partner’s point of view
is deleted..If the Industrial Partner
does not respond within forty-five

© {45) days, it shall be deemed (o have

consented to the Publication. In the
case of a planned Publication of Re-
search Results which are eligible for
protection as intellectual property
from the Industrial Partner’s point
of view, the Industrial Partner shall
no longer withhold its consent once
twelve (12) months have elapsed
since the filing of the application.

5. Provisions on the Technical
Processing of Applications for
Registration

In the course ot performing this
Agreement, the Parties shall use
their best efforts to secure the Re-
search Results through intellectual
property rights (hereinafter: New
Intellectual Property Rights). The
apphcation for such New Intellec-
tual Property Rights shall be subject
to the following regulations:

5.1. Upon receipt of an invention
report which is complete from the
University's point of view, the Uni-
versity shall inform the Industrial
Partner of the zontent of the inven-
tion report withput delay. “

5.2. Within forty-five (45) days af-
ter the Industrial Partner's receipt of
the invention report, it shall inform
the University in writing whether
and to what extent it wishes to file
an original application giving rise
to a right of priority (priorititsbe-
griindende Erstanmeldung). If the
Industrial Partner does not respond
within this period, or its response
is negative, the substantive rights
to the respective invention shall
accrue to the University and shall
be transferred to it by the Indus-
trial Partner. In such a case, if the
University claims the invention, it

_ shall grant the industrial Partner a

non-exclusive, warldwide, irrevo-
cable and non-transferable license
to the invention involved and the
intellectual property rights result-
ing therefrom. Otherwise, the Project
Manager shall grant such license to
the Industrial Partner.

5.3. [Note: With respect to the pro-
cessing of the application, the Parties
may choose from the following alterna-

les Nouvelles



tives upon concluding the Agreement:]

‘Alternative 1: 1t the Industrial Part-
ner desires an original application
giving rise to a right of priority, the
University shall claim the invention
accordingly and without restriction.
The University shall then file such
an apphcahon without delay in the
name of both the University and the
Industrial Partner (Clause 6). The
University undertakes to engage a
lawyer or patent attorney, to be des-
ignated by the Industrial Partner
in 1ts communication pursuant to
Clause 5.2 sent. 1, to draft such an
application. If the Industrial Partmer
has not designated a lawyer or pat-
ent attoermey in its communication
pursuant to Clause 5.2 sent 1, the
University shall select a lawyer or
patent attorney. The content of the
filing shall be determined by the
Industrial Partner.

Alternative 2: If the Industrial Part-
ner desires an onginal application
giving nse to a night of priority, the
University shall claim the invention
accordingly and without restnction.
The Industrial Partner shall then file
such an application itself without
delav or have 1t filed by a lawver or
patent attorney it has engaged in the
name of both itself and the Univer-
sity. The Industrial Partner shall be
entitled to direct the procedure and
have the right to formulate all texts
and nghts, as well as to carry out
review procedures.

5 4. The Parties undertake to sup-
port the entitled Party in its efforts
to obtain the New Intellectual Prop-
erty Rights, in particular to submit
all requisite declarations in a timely
and factually accurate manner. The
Parties shall further refrain from
any and all actions which could
be detrimental to the granting and
maintenance of New Intellectual
Property Rights.

5.5. The University shall have
the right to entrust an exploiting
company (herenafter: Exploiting
Company) to process the applica-
tion in its stead and consequently
to disclose information it obtains
within the scope of this Agree-
ment to the Exploiting Company
as necessary, provided that the Ex-
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ploiting Company has previously
obligated itself to maintain secrecy

in accordance with the provisions in |

this Agreement.

6. Status of Applicant; Trusteeship

6 1. The onginal application giving
rise to a right of priority shall be filed
by the Undversity and the Industrial
Partner jointly, unless the Univer-
sity watves submission in its name
in writing to the Industrial Partner
until the latter has issued its com-
munication pursuant to Clause 5.2.
The original application giving rise
to a right of priority shall, as a rule,
be an application for a German or
European registration.

6.2. The University shall hold the
status of applicant merely in trust for
the Industrial Partner. Internally, the
right to the New Intellectual Prop-
erty Right shall accrue exclusively
to the Industrial Partner. The Uni-
versity shall therefore comply with
the Industrial Partner’s instructions
with respect to the exercising of the

- rights under the application and

under the New Intellectual Property
Right granted.

6.3. After eighteen (18) months
have elapsed since the date of the
filing, the University shall transfer
its share in the application to the
Industrial Partner without delay,
or its share in the respective New
Intellectual Property Right if it has
already been granted, and render
all deciarations necessaryv for that
purpose.

7. Foreign Filings, Abandonment
of Intellectual Property Rights in
Individual Countries

7.1. The Industrial Partner shall
prepare and file the foreign applica-
trons in its own name. It shall select
the countries for which it will file
applications at its own discretion.

7.2. The Industnal Partner shall
be free to abandon New Intellec-
tual Property Rights in whole or in
part at any tume, or to refrain from
further pursuing filings in foreign
countries.

8. Cost of the Intellectual Prop-
erty Rights

The costs involved in the filing,
maintenance, defense and enforce-

ment of the New Intellectual Prop-
erty Rights shall be borné by the

Industrial ‘Partner, unless it has

transferred its substantive rights to -
such rights to the University pursu-
ant to Clause 5.2,

9, Note: Remuneration for the Work

9.1. For carrying out the Research
Project, including the materials and
use of all facilities necessary for the
performance of this Agreement, the
University shall receive a remunera-
tion in the amount of € |...} (herein-
after: “Contractual Sum™).

9.2. This sum shall be due and pay-
able as follows:

{..] [additional individual regu-
lations for each specific research
project]

9.3. A prerequisite for each pay-
ment is the proper issuance of an
invoice by the University. If the
realization of the Research Project1s
subject to turnover tax for the Uni-
versity, it shall receive the turnover
tax at the statutory rate in addition
to the Contractual Sum pursuant to
Clause 9.1, provided that the net
amount, the tax amount with the
*ax rate and the gross amount are
stated on the invoice.

10. Remuneration for Inventions

10.1. The industrial Partner shall
pay the University the sum of €
2,500 forty-five (45) days after the
original application for New In-
tellectual Property Rights, but no
later than six (6) months after the
Industrial Partner has issued its
communication pursuant to Clause
5.2 sent. 1.

10.2. In the event that the invention
underlying the original application
is used for commercial purposes, the
Industrial Partner shall further remu-
nerate the University as follows:

[Note: For the remuneration the
parties can choose from among the fol-
lowing allernatives upon concluding
the contract:]

10.2.1. {Alternative 11 The Indus-
trial Partner shail pay the Univer-
sity a sum of € 2,500 for each patent
family if the invention is used for
commercial purposes. This sum shall
increase to € 10,000 if the Industrial
Partner begins to use the invention
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more than seven (7) years after the
.. original application. The latter debt
can be discharged by the Industrial

‘Partner with a payment of the €.

2,500 to the University before the
seven (7) years have elapsed.

|Alternative 2] The Industrial Part-
ner undertakes to pay additional
rernuneration for each patent fam-
ily if the following thresholds are
achieved:

upto € [...] mvention-related pro-
ceeds € [..]

from € [...] to € [...] invention-re-
lated proceeds € |[...]

from € [...] to € |...] invention-re-
lated proceeds € {..]

[Alternative 3] If the Industrial
Partner uses the New intellectual
Property Rights commercially, the
University shall have a claim to
reasonable remuneration for each
patent family, the tvpe, amount,
duration of which the Parties shall
define at the proper time by mu-
tual agreement.

10.2.2. Use within the meaning of
Clause 10.2.1. shall be understood to
mean the actual deployment of the
_ wnventive achvity behund the inven-
tion, in particular in the forms of use
set forth in sec. 9 of the German Pat-

ent Act (PatG). If the use consists of.
the fact that the patent/patent family .
is merely licensed by the Industnal .

Partner within the framework of a
patent license exchange contract in
a broad technical area in which the
respective licensed intellectual prop-
erty rights are not explicitly listed,
the remuneraton pursuant to Clause
10.2.1. shall be reduced by half.

10.3. For the simple rights pur-
suant to Clause 5.2. the Industnal
Partner shall pay the University a
remuneration of {...].

10.4. The University shall be
responsible for remunerating all in-
ventors involved in the Research Re-
sults who are its employees or with
whom it has another form of con-
tractual r2lationship, in accordance
with the statutory provisions.
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Appendix - Letter from the
university employee to the ln-
dustrial Partner

(Address of Industrial Partner)

Letter of Accession to the Obli-
gations of the Project Manager
in the Agreement between the
[name of universitv] ( “Univer-
sity”) and [name of industrial
partner] { “Industrial Partner™) on
the Research Project in the Area of
{[description of research area}

Dear Sir or Madam,

Within the framework of the afore-
mentioned contract (the “Contract™),
I as an empiovee of the University
within the meaning of sec. 42 of the
German Emplovee Invention Act
{ "ArbnEG™) am involved in the
execution of the work according to
the Contract ( "Research Project”).
The Contract contains a number
of provisions which also affect my
involvemnent in the Research Project
and require a separate agreement
with vou. Accordingly, we hereby
agree as follows:

1 My rights to inventions and
the intellectual property rights ap-
phed for or granted prior to the
commencement of the Research
Project { “Oid Intellectual Property
Rights™) remain unaffected by this
Agreement. Where any of my Old
Intellectual Property Rights are
necessary for the execution of the
Research Project, | hereby grant the
University and the Industrial Pant-
ner a non-exclusive use right free of
charge which is limited to the dura-
tion of the Research Project. To the
extent that and as soon as such Old
Intellectual Property Rights become
necessary for the use of the results of
the Research Project { “Research Re-
sults”)and no condlicting third party
rights exist, | shall grant the Indus-
trial Partner a ron-exclusive license
to these rights at the terms and con-
ditions customary u the market. The
same shall apply to the know-how |
acquired pnor to the commencement
of the Research Project and for any
existing copyrnights.

2. 1 hereby undertake vis-a-vis
the Industriai Partner to report to

, the University all service inven-

tions made in the course of the
Research Project pursuant to sec. 5
ArbnEG and quantify my share in
the invention to the University. In
this connection, | hereby undertake
vis-a-vis the Industrial Partmer to
waive the assertion of my right to
refrain frem publishing pursuant to
sec. 42 no 2 AtbnEG.

3. I hereby transfer to the In-
dustnal Partner in advance all my
rights to Research Results arising
in the future, provided they are not
eligible for protection, independent
inventions which are not job-related
{freie Erfindungen) or inventions
which become independent.

4. 1 shall assist the respective
contractual party which is entitled
under the Contract in its efforts to
obtain new intellectual property
rights; in particular | shall submit
any necessary declarations accu-
ratel\ andina hmelv manner I'shall
further refrain from any activity that
could be detrimental to the granting
and maintenance of new mteUect‘ual
property nghts.

5. With respect to copyrights
pertaining to the Research.Results,
I hereby grant the Industrial Parmer
an exclusive, transferable license for
all types of use, which is unlimited in
time, territorv and subject matter.

6. | shall retain a non-exclusive,
non-transferable right to use the
Research Results for my research
and teaching activities. This shall
not affect the contractual provi-
sions on the obligation to maintain
secrecy with respect to the Research
Results. 1 further undertake to use
the Research Results while carrying
out research for or with third parties
only with the written consent of the
Industrial Partmer. This restriction
shall not apply to my Old Inteliec-
tual Properry Rights, to know-how I
acquired prior to the commencement
of the Research Project, to copyrights
which have arisen and to subject
matter which is not confidential.

7. The Contract also contains
provisions on the confidentiality
of the Research Results and tech-
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nical knowledge and information
which the Industrial Partner makes
- directly or indirectly accessible to
the participating Scientists within
the framework of the Research
Project. | therefore undertake, [...]
[confidentiality clauses specific to
the industry]

8.1 hereby undertake vis-a-vis the
Industnal Partner to refrain from
publishing Research Results or oth-
erwise disclosing them to third par-
ties—even during the preliminary
publicahon procedure—without the
Industrial Partner's written consent,
as long as the Research Results are
subject to the dutv of confidentiality.
I shall present the Industnal Partner
with the manuscript intended for
print or aral announcement (the
“Publication™) for its review at least
sixty (60} davs before submutting the
manuscript to thard parties or mak-
ing the announcement.

les Nouvelies

If the Industnal Partner commu-
nicaies within forty-five (45) days
after receiving the manuscript that
the Publication corflicis with secrecy
requirements, 1 shall ensure that
Publication does not occur or that the
informanon requiring secrecy from
the Industrial Partner’s pount of view
is deleted. If the Industrial Partner
does not respond within forty-five
(43) days, it shall be deemed to have
corsented te the Publication. In the
case of a planned publication of Re-
search Results which are eligible for
protection as intellectual property
from the Industrial Partner’s point
of view, the Industnal Partner shall
no longer withhold its consent once
twelve {12} months have elapsed
since the filing of the applcation.

9. This Agreement is concluded
for the duration of my participation
in the Research Project. The duty to
maintain secrecy and the obhgation

to present manuscripts shall end
[...] years {e.g. five vears) after the

completion of my participation in
. the Research Project. The provisions

pertaining to inventions within the
scope of this Agreement shall end
with the expiration of the longest-
lived intellectual property right re-
sulting from the Research Project

10. Should any of the provisions of
this Agreement be or become wholly
or partially invahd or void, this shall
not affect the validity of the remain-
ing provisions. We shall replace such
provisions with new, valid provisions
which correspond most closely to the
purpose of the contract.

To indicate your consent to this
Agreement, please sign the attach-
ed copy of this letter and return 1t
to me.

(Complimentary close)
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manufacturing. The world market
share in cars and other sectors was

decreasing for U.S companies and

the battle for innovation was about
' be lost * In order to win the war
.f global competition several steps
were taken. Among many interven-
Hons, universities offered enormous
potential in terms of outsourcing
innovation. Leading American unj-
versities such as the University of
California, Massachusetts Institute
of Technology and Stanford Uni-
versity alreadv had patents and
connections with industry.

At the same time during the
1970s, the genetic revolution was
happening, baoth for fundamental
discover:es in the biotech sector and
_for a more permissible approach to
patenting adopted by U.5. courts. In
1976-1978, Stanford and UC filed for
the Cohen-Bover patent. In the same
vears, Bover co-founded Genentech.
A boom in information technology
and telecom followed the one in ge-
netic engineering and biotech.

As American companies were
discovering universihes as sources of
innovations, patents, and increased
profitability, American.universi-
ties were discovering the value of
research turned into patents and
technology transfer Between 1981
and 2000, the number of inven-
tions generated by the University
of California’s nine campuses and
three national labs increased four
times, while UC's patent licensing
income increased forty times, from
around two million dollars to about
eighty million dollars.

After the U.S. Congress passed the
Bayh-Dole Act in 1980, many other
uruversities began setting up intemnal
offices for the management of pat-
ent portfolios and other intellectual
property nghts on facultv-generated
inventions. Quite importantly, urnu-
versities were not the main intended
addressees of the Bayh-Dole Act."
The Congress was indeed favoring
the creativity of small and medium

13.].B Baker, Fringe Firms and Incentives to
Inncvate, 63 ANTITRUST L] 621 (1995)
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enterprises and supporting not-for-

* profit corporations. Here came into

play US. universities. They showed
the greatest abilitv in creating ‘a

strategic and enduring alliance with’

industry, thus boosting technology
transfer achvities

The growth of technology trans-
fer activities of facultv-generated
inventions since the passing of the
Bayh-Dole Act can be conventior-
ally defined as a second generation
of technology transfer (2GTT). We
can also assume the first generation
being that when commercialization
of scientific results was done in a
more passive, sporadic, unstruc-
tured way

What we referred to as 2GTT is
mainly grounded on a linear, uni-
directional process of innovation,
where research is done remotely
within labs and campuses; it hap-
pens to generate mvention disclo-
sures, hopefully turned into patents,
which are eventually commercial-
ized (See Table 1). If no technologies
and no patents are obtained from
the research, investments in R&D
remain as sunk costs. Basically, un-
der this setting, technology transfer
is still conceived as a by-product of
research conducted within univer-
sities and other public institutions.
Accordingly, there is no direct con-
nection between research and the in-
tended outlet of its results—that is,
the market—via technology transfer.
In this way, professors and research
personnel undertake R&D programs
and, from time to time, they realize
some of their technologies are worth
protecting and patenting. As in the
majonty of cases, universities’ em-
ployees are bound to disclose their
inventions to the university, which
usually elects to retain legal title
to them or is given title to them by
statute."” When this occurs, profes-
sors report their discoveries and in-

14 WM Sage, Funding Faimess Pubhc Invest-
ment Proprietiny Rights and Access {o Health
Care Technologv, B2 VA, L. REV. 1737, 1748
{1996).

15 See G K. Smith, Faculty and Graduate Stu-
dents Generaled Inventions Is Untversity Own-
ership A Legal Certainty, 1 VA L. & TECH
4(1997)

ventions to TTOs’ officers that take
care of evaluating the invention, of
assisting the inventors in specifying
their creations ‘and in-writing ap- -
propriate claims for patents. Even-
tually a patent application is filed.
Interestingly, as some studies have
demonstrated, even if the law binds
professors to disclose inventions,
technology transfer personnel have
to invest heavily in encouraging fac-
ulty members to disclose their inven-
tions.* The reason for such inertia
(and the need for encouragement)
may depend on the unawareness of
professors about the invention and
its patentability, on their adversity to
patenting and intellectual property
protection for the results of science,
or simply on their laziness."”

Institutional ownership of facul-
ty-generated inventions means the
university is supposed to go about
identifying potential licensors for
the inventions and to ensure pat-
ents find their way to the market.
When an industry is found which is
willing to develop the technology, a
licensing agreement is negotiated
and executed and usually royaities
eamed by universities are shared on
a variable basis with the inventor.®
Alternatively, the same inventors
might have an interest in starting

16. Cf. Siegel et al., 1999 |supra note 5], at 6.
17. Indeed, some scientists have complained
(Siegeletal,, 1999, [supra note 5], at 34} about
the fact they do not receive in the course of
their studies an appropriate or even rudimen-
tary education on patents and intellectual
property. If this holds in the U.S., where the
patent culture is generally stronger, a more
encouraging situahon is unlikely in Europe.
Usually professors learn about intellectual
property at their own expenses, after going
alone through the all procedure of patent
protection and licensing to the industry.

18. It seems that payments made back by uni-
versities to professors are based on equitabie
reasons, as the inventor thus enjoys the fruits
of his work, despite the fact that ownership
is in the first place institutional. However,
this is quite a sensitive issue, strongiy influ-
enced by the assumption that public-hunded
research has internalized all risks of failure
and no ex post incentives whatsoever should
be awarded in terms of intellectual property
protection. On this ground, it can be argued,
as many do, that intellectual property rights
are superfluous in the field of public research,
because there is no need for ex post incen-
tives. For more discussion on this point, see

infra, par. 6.
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therr own company to exploit the
technology In such a case, univer-
sities still plav an important role,
as licensing is done in favor of the
spin off company and usually equi-
ties are accepted as consideration.®
Moreover, sometimes universities
have incubators, which provide as-
sistance 1n the start up stage of the
company’s life.

It 15 not useless, incidentally, to
emphasize that institutional own-
ership (as opposed to individual
ownership)of professors” inventions
is economically effictent as universi-
ties can appropriate all positive ex-
ternalities created by research and
re-distribute them internally.® Of
course, universihes encounter limits
in their efforts to market their patent
portfohos, as an aggressive policy
towards industry would clash with

19 The model 15 a modified version of Siegel
et al, 1999, [supra note 3. al 3

20 For ltaly, see P Zanelin, Nuom percorsi dalia
ricerea ali'impresa espenenza di Span-off v tro-
presa dall’ Unrversita I+ Bologna, . Contratio e
impresa, 2000, 1461

21 Thus 15 also the reason for universites to
sel their own technology transfer program,
see Siegel et al, 1999, [supra note 5). at 3
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the main educational mission and
with the not-for-profit nature of the
institution itself. Nonetheless, title to
the inventions is a nonreplaceable in-
gredient for command and control in
technology transfer activities.

4. LESSONS FROM THE PAST,
LEADS FOR THE FUTURE. TO-
WARDS A NEW GENERATION
OF TECHNOLOGY TRANSFER

In terms of results, traditional
technology transfer based on strict
ficensing is not optimal The occa-
sional character of innovation rro-
duction under the above-sketched
scherre determined over the years
a significant amount of patents,
bu! a relatively modest number
of licenses, which less-than-com-
pensates all investments done in
R&D.2 [n other words, universities
have continued to produce technolo-
gies, some of them extremely good,
and, on the other enc uf the market,
industries and venture capttal have

22 According to Thursby et Al, 2000, |supra
note 6] at 6, the propensity to patent 15 an
index for the commercial aggressiveness of
universities’ administrations

persistently sought tec_}'mologles.
Nonetheless, only occasionally un-
der such approach does the demnand
for innovation meet the supply and
as a ~onsequence we observe umn-
versities' patent portfolios increase
and many financial resources go
underutilized. As a matter of fact,
TTOs are not always able to license
a patented invention. Actually, the
ratio between patents issued and
licenses granted is far from being
one to one, Of course, few licensed
inventions can generate significant
amounts of money for universities
and more-than-compensate technol-
ogy transfer undertakings ® As an
example, the University of Florida
is very well known for the trivial roy-
alties earned by licensing the patent
for the famous energetic drink “Ga-
torade.” Nonetheless, in general the
great bulk of patents tend to remain
uncommitted.” Since patent filing
and administration are expensive,
large patent portfolios remaining
unexploited represent a sunk cost
for universities and, eventually, a
loss of social welfare. Moreover, all
R&D investments do not have the
approrriate impact on the economy,
either tocally or globally.

The overproduction of patents can
have also side effects, when the in-
tellectual property protection in fact
*locks" a given technology.® While
this is the natural consequence of all
patents, because of their very nature
of legal monopolies, keeping the

23 The relationship between patented inven-
tions, executed licenses, and revenues per
contract 1s largely uneven, as it is shown, as
far as the University of Califorrua system is
concerned, in greater detail in UC Technology
Transfer Annual Repart 2001, for the previ-
ous fiscal year, available on the Internet at the
following location: httpurww. ucop.edu/ottfars/
ann0l/ar01 pdf. In general, see also Thursby
et Al, 2000, [supra note 6} at 7.

24. Thrsby et Al., 2000, [supra note 6] at 11,
report that the number of licenses executed
is decreasing against the number of thcse
offered to the industry and this is probably
due io the decreasing quality of university
pateats.

25 See C. Shapero, Navigaling the Patent Thick-
et: Cross Licenses, Patent Pools, and Standard-
Setting, in Innovation Policy and the Economy,
A.jaffe,]. Lerner, 5. Stern,eds., Volume [, MIT
Press, 2001
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Beyond Traditional Technology Transfer Of &

Faculty-Generated Inventions: Building A

Bridge Towards R&D* BY MASSIMILIANO GRANIERI"

ABSTRACT

Despite original differences be-
tween U5 and European unuvers:-
ties in technology transfer activities
of faculty-generated inventions,
European universities are becom-
ing more and more awate of the
importance of intellectual property
rights and their importance to tumn
research into direct economic im-
pact Traditional technology trans-
fer is mainly based on licensing of
inventions randomly generated.
Such modeis produce a great deal
of patents and immense patent
portiolios, but a comparatively small
number of licenses. This paper sug-
gests a more cost-effective approach
to technology transfer based on the
idea of backward integration with
R&D. Defirution of market’s needs
In planning future research should
be the key to have a more efficient
ratio between patents issued and
licenses executed. Cooperation, at
regional and internaticnal level, is a
main factor of success for such a new
methodology, but some difficulties,
biases and wrong beliefs can be en-
countered. They are also dealt with
in the paper.

1. INTRODUCTION, SOME
DIFFERENCES IN EU AND
U.S. ACADEMIA

here still exist remarkable dif-
I ferences between Europe and
the United States in terms of
university /industry relationships
and technology transfer of univer-
sity-based technologies. The reasons
for such differences lie mainly in cul-
tural and historical factors

[t is well-known that a decisive,
robust contribution to technology
transfer in the U.S came through
the enactment of the Patent and
Trademark Law Amendments Act

les Nouzelles

{most commonily referred to as the
Bayh-Dole Act) in the "80s.’ That the
Bavh-Dole Act played an important
role for the growth of innovation,
there 15 general consensus; its effects
will be shown later in this article.*On
1ts quantitative tmpact, though, the
debate is not yet settled ? Important
studies have demonstrated that the
Bavh-Dole Act was not the only
factor of development;* available
data and evidence are controversial
and what zach university achieved
depended largely also upon local or-
ganizationa) reasons.® Furthermore,
some argue that the Bavh-Dole Act
had aside effect in which it diverted
the research agenda of academic in-
stitutions,' making professors exces-
sively keen on financial retum and,
because of this, more devoted to

. applied research.*

" *An earlier version of thus paper was prepared

for USA-Canada meeting of the Licensing
Executve Society. Salt Lake City, February
14, 15, 2003.

1. Public Law No 96-517 of December 12, 1580
{now codified under 35 U S C. 200-212}

2 For empinical support see R Jensen, M

Thursby, Proofs and Pretotvpes for Sale The
Licensing of Unrersity Inventions, in 91 AM.
ECON.REV 240 (2001).

3 See T Valowr, Gevernment Funded Inventions:
The Bavh-Dole Act and the Hopkms v CellPro
March-In Rights Controversy, \n 8 TEX IN.

TELL. PROP. L 211, 234 (2000).

4 DC. Mowery, R.R. Nelson, BN Sampat,
A A Ziedonus. The Growth of Patenting and
Licensing bv LS Universihies: An Assessment of
the Effects of the Bavh-Dole Act of 1980, 1n 30
RESEARCH POLICY 99, 100 (2001), herein-
after, Mowery et al., 2001.

5 D Siegel. D. Waldman. AN, Link, As-
sessing the Impact of Organizational Practices
on the Productitaty of University Technology
Transfer Officer’ An Expleratory Study, NBER
Working Paper Ne 7256, 199, hereinafter,
Siegel et al, 1999,

& See authors quoted in ) | THURSBY, M.C.
THURSBY, Who Is Selling the Ironv Tower?
Sowrces of Growth in Unmiversity Licensing,
NBER Working Paper Nao. 7718, 2000, 3,
herewnafter Thursby et Al , 2000

Transfer of technology hinges on
strong intellectual property protec-
tion. The European academia on its
part has been traditionally skeptical,
when not suspicious, towards pat-
enting, and more generally, towards
a private-like form of appropria-
tion of publicly funded scientific
results. Despite the fact that intel-
lectual property protection is not at
odds with scientific divulgence, the
wrong perception of the contrary
has historically caused suspicion
about intellectual property rights
within public research institutions.”
Discussing the implication of differ-
ent possible legal regimes for science
is beyond the scope of this article;
however, it needs to be highlighted

that any technology trans{zr policy is .

inevitably influenced by biases and
beliefs about the degree scientific
advancements should be sub]ect to
a regime of property rights.

This article aims at comprehen-
sively reviewing some features of
traditional technology transfer of
faculty-generated inventions draw-
ing on the results of empirical stud-
ies done on this topic. Those results
are then used to outline an alterna-
tive scheme of technology transfer,
markedly market-oriented, with the
purpose of providing European uni-
versities in the process of defining

7 See, in general, R.M. Sherwood, Global
Prospects for the Role of Intellectual Property
in Technology Transfer, in 42 IDEA 27 (2002}
(asserting the essential role of intellectual
property right for full-ledged technology
traisfer).

*By Massimiliano Granigri, Departmient
of Legal Studies, Libera Universita degli
Studi Sociali *Guido Carli, Rome (Italy)
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their internal innovation manage-
ment strategies with suggestions
and guidelines. These new schemes
. for transfer of technology can be
considered as belonging to the new
generation of technology transfer.
2. RECENT DEVELOPMENTS
IN EU ACADEMIA ABOUT
TECHNOLOGY TRANSFER

Despite original differences be-
tween the two continents, technol-
ogy transfer and related activities for
faculty-generated inventions have
gained momentum recently ail over
Europe. Universities and research
centers currently show a deeper
awareness about the importance of
turning the results of their research
into more direct economic impact,
Further reasons exist for such ac-
crued interest. First and foremost,
public funding for R&D 1s dramati-
cally decreasing almost everywhere,
because of financial difficulties ex-
perienced by local governments and
because of the general shortfall of the
E-economy.* In this vein, technology
transfer is regarded as an additional
source of financing for universities.

Second, as a consequence of the
above-mentioned 1mpoverishment
of universities, the distance between
applied science and basic science is
doomed to increase and to conceal a
more alarming dichotomy between
rich sciences and poor sciences.*
Revenues earned out of technol-
ogyv transfer activities can thus be
used internally to cross-subsidize
those disciplines that, by their very

8 For the Unuted States see TA MASSARO,
Innovation, Technology Transfer, and Patent
Policy The University Contnibution, B VAL L
REV 1729, 174 (1996)

9 The danger 15 noticed also by those au-
thors claiming that a stronger involvement
of universihes into technology transfer could
harm their mission P.K. Chew, Facultv-Gen-
erated Inventions: Who Owns the Golden Egg?
1992 WIS, L REV. 259, 307 (1992): =|blasic re-
search s directed at answering an intellectual
tnquiry rather than achieving results with a
practical apphcation. It has produced revo-
luttonary breakthroughs that have vielded
highly sigrficant societal benefits. Because
basic research often lays the foundation for
applied research, a decrease in the former
could jeopardize the success of the latter-

) (hereinafter Chew, 1992)
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nature, do not spawn marketable
results, although they may repre-
sent building blocks for future in-
ventive activities.

Third, as a consequence of the cre-
ation of one, integrated market and
an internal area of research, uruver-
sities in Europe seem much more in
competition today than they used
to be in the past. They compete not
only to attract prospective students,
but also to lure the best faculties.
in such a marketplace for human
capital, ability shown by profes-
sors to engage in applied research
activities, their enhanced attitude
to intellectual property protection
of their efforts, and their increasing
propensity to get involved into com-
mercial activities begin to be consid-
ered important features for faculty’s
profiles and to come alongside the
traditional credentials (overwhelm-
ingly, publications) evaluated in the
selection and hiring processes.

The institution of internal tech-
nology transfer offices (TTOs) and
incubators by many European
unuversities witnesses the current
change. Of course, the pace towards
a more pro-active approach in Eu-

* rope is not homogeneous, as some

campuses seem lagging behind;
nonetheless, the trend appears con-
tinuous and steady.

Mapping out an innovation man-
agement policy within unjversities
requires the solution to the usual al-
ternative between “make orbuy,” re-
ferred to technology management.’”
In other words, it has to be decided
from the very beginning whether an
internal office for the protection and
valorization of intellectual property
is preferable or whether the same
results can be accomplished with

10 See, O. Williamson, The Econome Institu-
tons of Capitalism, Frrms, Markets, Relational
Contracting, New York: The Free Press, 1985.
It 1s stll a form of make when the umver-
sity chooses to perform technology transfer
through a controlled company, rather than
through an internal adminustrative office. A
very well known example 1s Isis lnnovation
Ltd . a wholly owned subsidiary of the Uni-
versity of Oxford

lower transaction, coordination,
and monitoring costs by externaliz-
ing the function. The schemes dealt
with in this paper are compatible
with any model adopted, although
in principle outsourcing the techinol-
ogy transfer function might result in
higher coordination costs."

3. TRADITIONAL TECHNOL-
OGYTRANSFER AS A START-
ING POINT FOR EUROPEAN
UNIVERSITIES

That a change in culture is taking
off does not necessarily mean that
European universities are uniformly
equipped to undertake efficient
technology transfer activities. Many
of them are now starting from the
point where leading U.5. universi-
ties were during the '70s and "80s,
in terms of experience and relation-
ships with industry.

To be sure, technology transfer
programs in the U.S. started long be-
fore the enactment of the Bayh-Dole
Act.2For instance, the University of
California (UC) technology transfer
program—by far one of the most
successful worldwide—had an im-
portant role for the Manhattan Proj-
ect. For a long period of time, licens-
ing of faculty-generated intellectual
property rights was done in a reac-
tive (not pro-active) fashion, re-
sponding to the increasing requests
of companies, which knew a certain
technology had been developed with-
in a campus or a lab. Wel before the
Bayh-Dole Act, there was an under-
ground change occurring however.
The U.S. continued losing industry
after industry to Asian and European
competition (especially German), in
industries such as consumer elec-
tronics, shipbuilding and hardware

11. It might be still convenient the resort to
market when the cost of organizing internal
offices is prohibitively high compared 1o the
expected production of intellectual property
rights and commercialization potentiais.
£ case-by-case strategy is recommanded.
One not overlcokable reason to spin out
the technology management function is the
need to escape the many legal constraints
surrounding admunistrative activities within
unjversities.

12. Mowery et al., 2001 [supra note 4), at 102
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Rembrandts in the attic may becomne
- the equivalent of passive strategies
“adopted by private comparues to
raise patent walls and prevent com-

petitors from entering the market

by means of intellectual propertv
nghts or to enhance their power in
cross-licensing deals.™ Apart from
all antitrust concerns, which can
anse, defensive strategies in patent
management might be compatible
under certain’'conditions with the
purposes of the pnvate company;
they are certainly incompatible with
the mission of dissemunating knowl-
edge endorsed by universities.

There are other minor, though se-
rious, drawbacks shown by 2GTT.
Orne rather severe problem is related
to the involvement of professors/
inventors in the commercial deploy-
ment of their inventions, either by
licensing or by spin-off compares.
In such scenarios, compelling mar-
keting reasons and trade secrecy can
take over the more collaborative and
internationally oriented dirnension
of science. It has already happened
that former colleagues working on
the same research project became
competitors 1n the marketplace
on a later stage once involved in
the marketing of the technology
Even worse, sometimes patents are
litigated and, of course, in the event
of litigation relations go definitely
awry. Under an all-or-nothing ap-
proach, some may argue that this 1s
avalid argument to stop all technol-
ogy transfer activities and opt for a
regime of free appropnation of sci-
entific results Modern economes
could not afford such a conclusion. A
more serene way to look at the prob-
lem calls for caution and a deeper
understanding of it recommends
other possible solutions. indeed, a
good technology transfer practice is
helped bv profesqors in marketing
their technologies “faculty mem-
bers are frequentlv involved in the
marketing phase because they are
often in a good position to identify
potential licensees ar.d because their

26 See K.G. Ruvette, D. Kline, Rembrandts
the Attie, Cambridge: Harvard Lhiversity
Press, 2000.
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technical expertise often makes them
a natural partner for companies-that
wish to commercialize the technol-
ogv."7 There 15, however, a problem
of keeping control of such an involve-
ment and to define the right trade off
between unchecked, unrestrained
participation and total abstention.

Lastly, after some twenty years of
constant growth since the passing
of the Bayh-Dole Act, the income
from technology transfer based on
traditional hicensing has become flat
and such a trend is a another reason
to revise the traditional technology
transfer techniques as a distinctive
form of organization for uruversity/
industry relations.

These being the main deficiencies
of 2CTT, it is now to be asked about
the causes. The short answer is
“discreteness.” Technology transfer
has been functional to the licensing
of few, sometime sporadic inven-
tions in response to random inven-
tive activities of faculties. It is still

27 Siegel et al., 1999 [supra note 5}, at 7.

rather detached from R&D and, at"'“":
the same time, too far apart from" -

market needs. In other words, 2GTT
dces not allow filling in efficiently
and exhaustively the gap between
research and the market. Its remote-
ness from the needs of the industry
does not provide directions back to
the research, so that the produc-
tion of innovation continues to be
partially untargeted. Since market's
needs are not identified, doing trans-
fer of technology in an unoriented
way may cause a double risk: a) on
the one side, some specific needs
for innovation can remain unad-
dressed; b) on the other, some areas
may present an undue concentration
and a wasteful duplication of R&D
activities which can consequently
result with obvious overproduction
of patents.

Technology transfer needs not to
be the end of the chain, it should
rather be seen ac one of the elements
of a unified virtual strategy, where
all steps are actually intertwined and
coordinated and each one provides
the other with useful inputs and
feedbacks. The model of innovation
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io look at is not a linear one, but
rather a circular one, in which not
.only pesitive externalities created oy
.R&D programs are more efficiently
appropriated, but also a mecharusm
to transmit signals back to research is
worked out. This, of course, implies
a more creative approach in dealing
with industry, as opposed to the con-
servative approach so far shown by
technology transfer offices.™

The way torealize a more effective
technology transfer 1s to shorten the
distance between applied research
and the market, and this can only be
done by welding technology trans-
fer to R&D planning In other words,
when defining and implementing
strategies of research and develop-
ment of new technologies, decision
makers should already have a clear
understanding of the future needs
of the market Because technology
transfer people are in touch with the
industry, they are well positioned,
together with professors, to provide
R&D planning with a market’s pres-
ent and expected requirements.

If it were only a matter of provid-
ing inputs to those in charge of de-
fining investmentsin R&D, it would
not be appropriate to speak in terms
of a new generation of technology
transfer. It would not be technology
transfer at stake at all. Scientists,
professors, and researchers are in
principle always free to define their
own objectives and to shape them
after a markets needs (real ur fore-
seen). They do not need technology
transfer offices to accomplish that.
What is suggested here 1s a bottom-
up approach to a more effective and
market-oriented R&D by means of
more a proactive technology transfer
strategy, (see Table 2).

The basic idea is that, first of all,
TTOs have to start assessing the
existing intellectuat propertv right
portfolios and undertake an explor-

28 Siegel etal . 1999 |supra note 87, 1t 11, note
that the conservative atitude of heensing of-
ficers in structuring deals stems from theur
commitment to the role as guardian of the
university’s inteliectual property Such in-
flexibility 1s consistent with the bureaucratic
organizational culture of the university
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ative due diligence.” Usually, even

- small universities have patents and

patent families, which can be used
as a starting point. In other words,

the scheme proposed here is work- -

able even if universities have not yet
entered the 2GTT.

Once the portfolio has been
screened, three situations can oc-
cur: 1) sorne technologes are ready
to be marketed and licensed. [It is
very likely that patent portfolios
contain untapped patents, due to
the unchecked quantity and the va-
riety grown over the years]; 2) some
patents refer to a technology which
appears to be incomplete. [It might
well be that they are small pieces of
a broader technology, which needs
to be combined with others to form
2 more comprehensive licensable
patent portfolio. In such a case,
the further step is the research for
complementary technologies in oth-
er’'s patent portfolios. This strategy
implies cooperation with research
institutions or industnes, which ac-
tually hold part of the complementa-
ry technology]; 3} some patents refer
to a technology that appears to be

not yet mature enough for commer-

cialization. This is exactly the stage
where the existing technologies can
provide inputs for research in at least
two different ways. First, research
can be mapped out and designed to
complete the available technologies
up to the point when they become
ready to be licensed. Second, the
TTO officer should now be able to
sayv why the patents found are not
good for the market, what portion
is missing if any, and what future
research efforts should be redirected
to alternative technologies. Quite
importantly, the TTO officer plays
in both cases an important role in
defining the ime-to-market; that is,
in determining how long it would
take to bring a brand new technol-
ogy or an improved pre-existing one
to the market.

It should be clear that although

29 If the portfolio 1s particularly large and
mulb-technology 1t can be worth referring to
specialized software for patent mappung

stages 2) and 3) are the distinctive
features of any new generation of
technology transfer, they are almost.
never parallel. Technologies can be |
immature and incomplete in many
respects and on different scales at the
same time. In such conditions, they
can be held by different research in-.
stitutions and appear in a quite dis-
integrated fashion. In fact, this can -
translate in to call for a cooperative
and integrated strategy of comple-
menting scattered technologies and
defining joint research projects with
all those somehow interested. A
closer, cut-across interaction among a
plurality of actors comes into play as
the newest characteristic of the new
generation of technology transfer.

It is celf-evident that as long as
technology transfer is an occasional
activity, passively functional to
research and not determinant of
R&D planning, inter-institutional
cooperation has scarce or no value.
Everything is conducted internally
and there is no need to interface
with other campuses, regionally or
internationally. Because science and
research are international almost by
definition and faculties cooperatz i
the framework of broader R&D proj-
ects, backward integration of tech-
nology transfer with R&D planning
causes the former to became as in-
ternational as research. Thus, when
adopting a new generation setting
for technology transfer, universities
must be aware that additional prob-
lems may arise and a more careful
approach is in order. Some of these
difficulties are expressly addressed
inpar. 6.

5. SOME PRECAUTIONS

There are few things that should
be really avoided in pursuing a more
innovative technology transfer poli-
cy, either within a starting or within
a continuing operation.

First of all, the management of
technologies, from the very mo-
ment of an invention’s disclosure to
the licensing of the resuling patent
is such a complex and demunding
activity that none can afford doing
it in an unprofessional manner.
This should read more as a warn-
ing for universities willing to start
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- their (effective) technology tra_nsfer
- programs from scratch; sometimes,
" especially in smaller campuses, a't00
“naive approach has beer: tollowed,
with few, not specialized resources
actually committed.® In a way, uni-
versities cannot be blamed for such
a strategy, as they might find them-
selves between a rock and a hard
place: having a technology transfer
office is a must to assist professors in
their inventive activities. At the same
time, there is an objective need to
limit expenditures for an operation
that is not expected to produce sig-
nificant revenues due to the dimen-
sion of the campus and the scarcity
of invention disclosures.”!

Much of the core of ali commercial
relationships between uruversities
and industries and between facul-
ties and technology transfer offices is
built upon responsive and proficient
structures and procedures. What an
efficient structure is expected to do
in a timely fashion is to gather as
many patent disciosures as pos-
sible, to assess them, to decide for
protection (or not), and tobring them
to commercialization as soon as pos-
sible.” Some studies have reinforced
the idea that “time-to-market” is a
crucial factor for entrepreneurs that
need technologies, since securing
them, once promptly and oppor-
tunely protected, translates into a
terrific competitive advantage.”
Unfortunately, time-to-market 1s a
concept absolutely obiscure to many
universities and their bureaucratic

3C. This trend 15 also witnessed by fancy
names adopted for the offices It should
be kept 1n muind that managing intellectual
property imphies a host of complementary
skiils and expertise

31 In the aftermath of the new ltalian law
{which gave title on the invention to profes-
sors, instead of to universities) the ltalian
Ministry of University and Research has
proposed a bill proposing the opposite solu-
tion Interestingly, under the bill universities
are mandated to se1 up efficient technology
transfer operations to valonize their technolo-
gies portfolios.

32 Thursby et Al, 2000 [supra note 6], at 13,
14, provides data according to which suc-
cess in licensing activities positively influ-
ences propensity to disclose inventions by
professors
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organizations. Managing profes-
sionally intellectual property rights
means to act at least as fast as the
market for the technologies handled
moves. It is common to hear R&D
and technology transfer labeled as
“pre-competitive” activities, espe-
cially by politicians. Whether the
formula is appropriate or not is
neutral in terms of an efficient prac-
tice; 1t would be harmful, though, if it
would be used as an excuse to justify
delay. There cannot be any accelera-
tion in the market, if “pre-competi-
tive” activities move slowly.™
Atthesame time, a quick response
is also essenhal to attract professors.
Because faculties are always keen
on publishung, when faced with the
need to wait too long for their inven-
tions to be protected, they would
likely turn towards the alternative
of publishing.® Hence bureaucracy
also generates under-reporting.

If there is a mistake that can be
done in building a technology
transfer practice, not taking things
seriously is probably the worst.
Unfortunately, the market rewards
efficiency over the most genuine,
though naive effort to do things *
The likelthood of success for non
professional-like initiatives is poor,
the risk to spoil irreversibly the al-
ways-fragile relationships with the
faculty is high,” and the university
itself could be exposed to disastrous
consequences.® If a university ad-
munistration cannot provide a sat-
sfactory budget for its technology
transfer program, then it is probably

33 Siegelet al, 1999 |supra note 5), at 12

3 This can be seen also as an explanation
why the bubble of the E-economy at some
pont deflated. There were no sound tech-
nologies and full R&D pipelines supporting
the enormous and unconstrained financial
fiows keen on market's outlets

35 As pointed out by Thursby et Al., 2000
[supra note 6]. at 4, «|iln some cases faculty
may not reahize the comurercial potential of
their ideas, but often they do nor disclose in-
ventions bxcause they are unwilling to risk
delaying publicabon in the patent and lcense
process= This explains why industries often
resort to delay of publication clause in their
uruversity contracts

36 On such meaning of efficiency see Siegel
et al, 1999 [supra note 5), at 30.

worth opting for the buy, rather than
sticking to an unsuccessful make.

Secondly, when adopting a pure -
2GTT scheme as described above
{see par. 3) to accomplish a technol-
ogy transfer program, satisfactory
results should not be expected in the
short-run.¥ Indeed, because a critical
mass of intellectual property rightsis
always required before an adequate
number of licenses is executed and
starts bringing in money, the break
even could probably be met in the
mid to long term, depending also on
luck and on the intensity of learn-
ing by doing. Accordingly, because
revenues only come at a later stage, a
technology transfer action in general
is inevitably a losing business at the
beginning. It goes without saying: as
a consequence, waiting too long is
the second worst decision that could
be taken.

Of course, evervthing would tum
out differently by adopting a more
integrated approach to technol-
ogy transfer, having R&D programs
immediately conceived as poten-
tial sources of intellectual property
and even undertaking scouting ac-i
tivities internally before definingd:-
R&D strategies.

6. DIFFERENCES AND BIASES
(NOT ONLY) IN INTERNA-
TIONAL COOPERATION

There are quite a few difficulties in
general that any technology transfer
undertaking 1s likely to encounter;
likelihood blurs into inevitabii-
ity whenever technology transfer is
truly integrated with research and
development in a market-oriented
bundle. First and foremost, differ-
ences in culture among co-operators,
although hardly measurable and
foreseeable in advance, do matter
and can give rise to clamorous fail-
ures.* Apart from that, more serious
unevenness paves the way towards
integration and cooperation in R&D
and technology transfer.

37. For more discussion see, infra, § 6.

38. Just to name a couple of risks: liability for
defects due to the technology and for patent
infnngement.

39. For figures on expenses and resources see
Siegel et al., 1999 [supra note 5], at 17,
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Probably the most problematic

Jssue is the one concerning the com-

patibility among the aims of public_

funded research and the idea of
private appropriation underlying
intellectual property regimes; such
an issue prompted a debate not yet
settled.!’ In other words, the ques-
Hon turns out to be: are patents and
science at odds? Is there an intimate
conflict between the purposes of
free divulgence of the latter with
the legal monopoly granted with
the former? The issue is too com-
plex, mulh-faceted and much more
worth discussion to be dealt with
here in few, scant words. Nonethe-
less, 1t is important to remember
that a more collaborative approach
to disclosing inventions and obtain-
ing patent protection strongly de-
pends on inventors’ beliefs about
the relation between patent and
science.® Of course, in the process
of setting up a new generation in
R&D and technology transfer, the
presence of groups of researchers
with different views on this very is-
sue can result in the impossibility to
even start any cooperation.

Incidentally, it is safe to say that
probably the debate 1s biased in
two senses. First, there is not an on-
tological difference between public
and private research and, as a con-
sequence, there cannot be differences
in terms of appropriation of their
results. The only diversity is in the
subjects: universities are supposed
to disseminate science, which means
that reasons of free availability need
to prevail over reasons of private
appropriation whenever a conflict
arises.® The same logic does not ap-
ply within industry, where there is
a more conservative approach and

40. This is not 2 technical legal problem,
although it is commonly overlocked and it
1s one of the major failures

41. For more details on the debate see AK.
Rai, Regulating Sewentific Research Intellectual
Property Rights and the Norms of Science, 94
NW U. L. REV 77 {1999)

42. Thursby et Al,, 2000 fsupra note 6], at
5, report that one cause for a piofessor not
reporting inventions is the “philosophical™
belief about the mission of academic scien-
tists and professors This is consistent with
the interviews done by Siegel et al., 1999
|supra note 5], at 29.
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usually managers and entrepreneurs
do not look favorably on publica-

tion even when a patent applicaton
. is already on.file.# Secondly, there

is not a real clash between the di-
vulgence purposes of science and
the nature of patents. Intellectual
property is usually depicted as a
legal monopoly awarded to the
inventor or the author to give them
ex post incentives for their inven-
tive or otherwise creahive activities.
Notably, the monopolv is not given
for free, nor the fees for patent filing
can be assumned as the price of the
monopoly. Instead, what the Jegal
system demands of the inventoras a
consideration for the grant is exactly
that the invention or the creation 1s
made available to the public. Indeed,
patented technologies are nowadays
accessible to anvone.

It is probably true that too strong
an involvement of universities into
appliced research and commercializa-
tion can result, under unrestrained
conditions, in bringing about side
effects: the research agenda can be
diverted.® Whereas this 15 a pos-
sible danger—much more matenal
whenever professors are left alone
by institutions in their contacts with
industry—there is actually evidence
that many professors are normal-
ly positively influenced by interac-
tions with industry; their basic re-
search gets improved quantitatively
and qualitatively *

Another set of differvnces capable
of influencing integrated R&D/
technology transfer cooperation is
the current fragmented scenario
of intellectual property regimes,
especially within European Com-
munity. Oftentimes, complemen-
tary technologies are not similarly

43 To be sure. dissenunation 1s not at odds
with patent protection

44, See Siegel et al, 1999 [supra note 5], at
32 The reason for such cauhous approach
is comprehensible in light of the very nature
of saentic knowledge. Trere 1= always the
nsk that divulging information about the in-
venticn nught determuns 2 ‘ost uf a portion
cf knowledge nut perfectly wrapped by the
intellectual property nght

45 Thursby et Al [supra note 6], 1B, say no
The danger i< deerned true by Chew, Faculty-
Generated inventions, oot 285

46 Siegel et al, 1999 [supra note 5), at 31,

homogeneous in terms of width of
pazent protection, so that it 1s hard
to assemble them into an appeal-
ing patent portfolio, according to
the scheme proposed above (see
Table 2). This translates easily into
a financial problem, as extending
protection abroad is usually a matter
of money.* Of course, if no serious
possibilities of hcensing exist, which
can justify the temporary, additional
expenditures for patent filing in
other countries, it is not worth ex-
tending the protection. At the same
time, rather paradoxically, if patents
available are complementary but not
homogeneous to others in order to
form a patent portfolio, it is almost
impaossible to start a co-operation. It
sounds pretty much like the story
of the chicken and the egg, until it
is recognized that the only way to
increase licensing possibilities and,
at the same time, to save money
is to integrate technology transfer
purposes into R&D planning and
devote resources only towards pro-
ductive uses. Planning R&D through
definition of market needs purports
atunderstanding which level of pro-
te<Hon is required for a technology
to be marketed.

Strictly related to the previous
aspect is the one concerning the
altermative between individual and
institutional ownership of faculty-
generated inventions. On the merits,
there is not much tosay; it is not even
aserious alternative. Good sense, be-
fore and better than any other legal
and economic explanation, tells us
that the best situation holds when
the university retains title over the
inventions done by its professors,*
Itis fair, efficient (universities appro-

47. Of course. especially in Europe the adop-
tion of a Community patent would solve a
lot of problems, among which the economic
one.

4B. For more discussion on thus peint in a
comparative perspective see, in ltalian, M.
Granien, Crrcolazione (marncata) dei modelli e
nicerca delte soluzioni mughori, Il trasferimento
tecnologico dal monde unrversitario all' indust ria
¢ la nuowta disciplina delle invenzioni d*azienda,
in Rio. dir ind., 2002, 63. and, in English, ID.,
Patent and Technology Transfer Law, Econom-
ics, and Policy, paper presented at the Haas
School of Business, University of California
at Berkeley, 2002. :
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priate positive externalities created
by a research) and it short-aircuits
many of the problems highlighted
-above. In most, if not all, western
civilized countries the rule is one
of institutional ownership. even
though, from time-to-time, odd
movements tend to reconsider the
suitability of the norm *

Technucally, it can be indeed dif-
ficult to start assembling patents
into marketable portfolios or to co-
ordinate groups of researchers when
different rules exist on the owner-
ship and parties cannot opt for an
alternative legal regime, due to the
mandatory nature of the rules. The
probiem becomes particularly tricky
whenever in the funding agreements
there are conflicting rules goverrung
the ownership of intellectual prop-
erty. In this case, addhtional adminis-
trative and transaction costs are to be
incurred to contract around the exist-
ing rules or to work out compatible
solutions. Especially within the Eu-
ropean Community, there is room for
harmonization, since differences in
regime can jeopardize the purpose of
structuring the European Research
Area® In the Proposal for a Direc-
tive of the European Parliament and
the Council on the patentability of
computer-implemented inventions
there is a shy acknowledgment of
the importance of having a har-
mornized svstem of ownership.®

49 Recently tn Europe there has ¢ been inter-
esting changes Naly has opted for a cnihazed
regime of individual ownership, whose only
result was the increase of admirustrabive costs
for universities and wornes on the part of
professors. See Art 7 of the ltaban Law No

383 of October 18, 2001 {in O] No 284 of Oc-
tober 24, 2001) Germany, instead, repealed
the so—called professors” privilege t Hochschu!

lebrerprivtleg), implementing an institutional
ownershup solution See Gesetz tur Anderung
des Gesetzes uber Arbaitnehmererfindgungen on
January 18, 2002 (Bundesgesetzblatt lahrgang,
2002 Tesl I No. 4) Quite interestingly, the
reason for Germany changed the law was its
modest results i term of iInnovaton.

50 See Deasion No., 1513/2007/EC of the
European Parliament and of the Counal of
27 june 2002 concerning the sixth framework
programme of the European Communiry for
research, technical development and demeon-
strahon activiies, contnbubing to the creation
of the European Research Area and to innova-
tion (in OJ L 232/1 of August 29, 2002).
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Although this is a first, important
step, 1 1s not vet sufficient and the

EC should ‘consider more seriously

the adoption of a directive address-
ing this specific issue.
7. CONCLUSION

This paper has dealt with virtues
and vices of traditional technology
transfer. Such schemes first devel-
oped in the U.S. when universities
were given the right to retain title
to faculty-generated inventions.
Unfortunately, that generation of
technology transfer 1s too remote
from the market. As a consequence,
universities continue to produce
inteltectual property rights, but
few licenses are executed. Even if
rovalties are earned, the system is
not producing optimal outcome.
A more effective technology trans-
fer program has to be integrated
in R&D and provide inputs on a
market's needs when R&D plans are
mapped out. The new generation of
technology transfer is supposed to

_ weld the research to the market and

" make sure the innovation produced

within universities has eventually
an impact on the economy and on
society as a whole. When adopting
such a new approach, cooperation,
both at regional and international
level, becomes a key factor. Accord-
ingly, complexities usually grow
and a certain number of biases
and wrong beliefs are usually met,
which can jeopardize the success
of the operations. This paper also
provides for some advice on how to
deal with them.
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At the Licensing Executives Society International Conference 2000 in Amsterdam, a workshop was presented in
which the allocation of ownership to inventions made in perforrnance of joint development agreements was
addressed. The format comprised a brief background statement regarding the nature of jotnt development agree-
ments, the establishment of a hypothetical situation and the presentation of papers by several members from

Canada, the Czech Republic, Japan, Malaysia, the United Kingdom and the United States. What follows is the back-
ground statement, the hypothetical statement and the individual papers from the LES! Conference 2000.

‘Allocations of Ownership of Inventlons in
Joint Development Agreements

BACKGROUND STATEMENT

Under a joint development agreement, two or more parties agree to cooperate in research and development lead-
ing to a technology or product goal of commeon interest. A joint development agreement is not contract research
where one party is in the business of doing research for a fee. In a joint development agreement, each party expects
to get something of value (other than money) out of the results of the R&D effort.

By means of a hypothetical situation, the following articles address common ways for allocating ownership and
rights in joint development agreements. The allocation of ownership itself is not complicated; 1t is the practical and
legal consequences of such allocation that introduce complications. The joint development agreement must antici-
pate and address the consequences of a particular allocation of ownership and rights.

Allocation of ownership to inventions made in performance of an international joint development agreement
requires consideration of the differing laws that affect the ownership rights in different countries. To provide a
basis for comparing the principles of joint ownership in different countries and their impact on joint development
agreements, each of the following articles will provides responses to the common hypothetical case from the
author’s own national perspective.

HYPOTHETICAL CASE

Big Automobile Company (“BAC”) wishes to develop
a new system for painting vehicles that is more energy
efficient and environmentally sensitive than the existing
systems. While BAC has considerable experience in the
area and owns a portfolio of patents, trade secrets and
know-how related to such paint systems and methods,
BAC recognizes that a critical aspect of any such system
or method is the paint formulation.

Since BAC already buys a large portion of its paint
from LCC, BAC asked LCC if it would jointly develop
with BAC a better painting system and method. After
BAC disclosed to LCC, under a confidential disclosure
agreement, BAC's desired specification for the new
painting system, the parties negotiated a joint develop-
ment agreement. Under the agreement, each party, at its
own expense, will do part of the R&D work. Each party
will send some of its technical employees to facilities of
the other to assist in the R&D program

les Nouvelles

Large Cherucal Company (“LCC") has been in the
business of making paint for over 100 years. It has con-
siderable experience in developing and manufacturing
paints of different formulations for all major applica-
ttons. Over the vears, LCC has worked with many cus-
tomers to develop painting systems. LCC owns a large
portfolio of patents, trade secrets and know-how
directed to paint formulations, paint manufacture and
painting svstems.

BAC and LCC have agreed that each will retain own-
ership of inventions and patent rights that they owned
prior to the agreement. The parties believe that many
inventions will be made during the course of their joint
R&D. Some of these inventions will be made solely by
employees of one party or the other, and some of the
inventions will be made jointly by employees of both
parties. Each party wants rights to inventions made
during performance under the joint development agree-
ment; BAC wants the right to use the system, method
and paint invented in manufacture of automobiles, and
LCC wants to sell the paint formulated during the R&D
and to license the system and method developed to cus-
tomers who will buy the paint from LCC.
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Allocations of Ownership of Inventions in
' Joint. Development Agreements —

The United States Perspective
by D. Patrick O’Reilley

If the agreement between LCC and
BAC does not allocate ownersiup of
inventions made by their emplovees
during the course of the R&ED pro-
gram, who would own the inventions
and patenits? .

In the United States, inventions
are owned by the inventors unless
they are under some express or
impliec cbligation to another. If sev-
eral inventors jointly make an inven-
tion, the invention is owned jointly
by each of them,

Where the inventors are hired to
invent and inventions are made as
part of their employment, those
inventions are the property of the
emplover If an invenhon is jointly
made by emplovees of different
- employers, the invention is jointly

owned by the emplovers. Assuming .

all inventors are emplovees of LCC
or BAC and there is no contractual
allocation of ownership, inventions
made solelv by LCC employees
would be owned by LCC, inven-
tions made solely b} emplovees of
BAC would be owned by BAC, and
inventions made by emplovees of
both parties would be jointly owned
by BAC and LCC.

Should LCC and BAC have agreements
with therr emplovees regarding inven-
tions made during the course of the
R&D program?

As noted above, in the Uruted
States an employer is entitled to own
any invention made by an employvee
who was hired to invent. Without a
contract with the employee, the
employer will not have complete
ttle until either the employee exe-
cutes an assignment or a court
orders transfer of title. If such an
employee has left the company after
making the invention or otherwise
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refuses tuo cooperate 1n transferring
title to the emplover, confirmung title
to an invention and related patents
can be very difficult, expensive and
time-consuming,

¥ an inventon s made by an
employee who was not hired to
inven! or to work in areas where
invention is expected, normally the
emplovee would own the invention
The employer would only receive a
nonexclusive, non-transferable, roy-
alty-free L: zense to use the invention
and any patent on the invention (a
"shop right”), but onlv if the
employee used the emplover’s ime
or facilitie> to make the invention.
Since a shop right is not transferable,
a party to the joint development
agreement who acquired onlv a
shop right could not give rights to
the other party.

To avoid such problems, most

employers require employed inven-

tors, and sometimes all emplovees
to sign an emplovment contract that
automatically assigns the
employee’s inventions and patent
nghts to their emplover, In terms of
employment contracts, it is impor-
tant to note the difference between a
promise to assign an invention in the
future and a present assignment of a
future invention. Under US. law, an
employment contract can provide
for the present assignment by an
employee of all future inventons.
Such a provision results in tmmedi-
ate and automatic assignment to the
emplover of any invention. This
avoids any dispute over who owns
legal title to the invention.

Under US law, inventions and
patents on the invenrtions are differ-
ent richts. An employer’s owner-
ship of an invenhon made by an
emplovee does not automatically
result in the employer’s ownership
of any patent on the invention. Thus,

in addition to a contract provision
that automatically transfers legal
title to an invention, the contract
provision also should provide for
the present assigrument of all future
patents on such inventions.

Since emplovees normally are
not parties to a joint development
agreement between their employ-
ers, the joint development agree-
ment cannot impose obligations on
the employees. 1l 1s good practice,
therefore, to require each party to
the joint developrnent agreement to
place each employee who 1s likely
to work on the R&D project under
a contract to presentiy assign to his
employer al! future inventions and
patents thereon.

If BAC wants the exclusive right to
exploit the results of R&D in the auto-
mobile industry and LCC wants to
exploit the R&ED results elsewhere, how
can nights be allocated in the joint devel-
vpment agreement?

In the United States, inventions
and patents may be assigned in
whole or in part and may be
licensed exclusively, non-exclu-
sively and n fields of wuse.
Ownership of and rights to inven-
tions made under the joint devel-
opment agreement and patents on
such inventions may be allocated
in any way the parties agree.

OWNERSHIP ALLOCATED
TO ONE PARTY

The joint development agreement
can provide .hat all inventions and

D. Patrick O'Reilley is a partner at
Finnegan, Henderson, Farabow,
Garrett & Dunner, Washington, D.C.,
UsAa
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patents made during the R&D proj-

ect will be solely owned by LCC,

for example. While this appears to
be inconsistent with BAC's desire
to have exciusive rights in the auto-
mobile industry, this approach has
certain benefits under U.5 " patent
laws.

Where inventions are made by
different inventors who are obli-
gated to assign to different employ-
ers, a patent application on one
invention mav be used as prior art
aganst a patent application on the
other invention. This can be a real
problem where the two employers
are involved injoint R&D since it is
likelv that all inventions made in
the course of such effort will be
related and therefore likely to be
available as prior art. The problem
can be alleviated by providing in
the |oint development agreement
that each party’s emplovees will
assign inventions made during the
R&D to a single entity. The single
entity can be one of the parties or a
separate joint venture company set
up solely for that purpose.

The parties’ respective benefit
from the R&D can be provided by
exclusive field of use licenses.
Thus, for example, BAC and LCC
can agree that their employees will
assign all inventions made during
the R&D to LCC. LCC will grant to
BAC an exclusive, rovalty-free,
irrevocable license under all such
inventions and patents in the auto-
mobile or vehicle manufacturing
field. This provides BAC what it
wants from the joint development
and leaves LCC with rights outside
of BAC's field.

One disadvantage of this
approach, particularly for smaller
companies, is one party gets no
asset for the expenditure under the
joint development agreement.
Investors may not consider an
exclusive field of use license to be
the same thing as ownership of
patents.

Other problems, discussed more
fullv below, concemn the cost and
control of prosecution of paients on
the inventions and erforcement of
the patents. If LCC owns all inven-
tions, logically LCC should control
obtaining and enforcing patents.
BAC may wish to share such con-
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trol; any rights to do so must be
provided in the joint development
agreement.

ALLOCATION OF OWNERSHIP
BY EMPLOYMENT

A typical approach in joint devel-
opment agreements 1s to allocate
ownership in the same way as
would happen without contract
provisions. Such an agreement
would specify that inventions
made solely by employees of BAC
would be solelv owned by BAC,
inventions made solely by employ-
ees of LCC would be solely owned
by LCC, and inventions made by
emplovees of both BAC and LCC
would be jointly owned by BAC
and LCC.

Such an allocation of nights intro-
duces two problems that should be
addressed in the joint development
agreement. First, how do the par-
ties cooperate with respect to the
jointly-owned inventions. This will
be discussed in detail below.

Second, what happens if employ-
ees of BAC are the sole inventors of
some process or formulation that is
critical to exploitation by LCC of
the R&D results. Without rights
under patents solely owned by
BAC,. LCC could be left at BAC's
mercy. Thus, the parties should
negotiate some cross license
arrangement to msure each party
has the rights necessary to exploit
the results of the R&D in its respec-
tive field.

ALLOCATION OF OWNERSHIP
BY SUBJECT MATTER

Another approach is to allocate
ownership based on the relation
between the invention and the
party’s field of interest. For exam-
ple, the agreement could provide
that all inventions and patents
solely related to paint formulation
will be owned by LCC and all
inventions and patents solely
related to paint systems and meth-
ods wiil be owned by BAC. The
agreement would require BAC to
assign to LCC all paint formulation
inventions made solely or jointly

by BAC employees and would
require LCC to assign to BAC all
other .inventions made solely or

“jointly by éemployees of LCC. To the -
“extent this approach avoids joint

ownership of patents, many com-
plications are avoided.

Although inventions may be
allocated by subject, patents often
claim both compositions and
related methods of use. A patent
directed to a paint formulation may
include claims to use of the formu-
lation. The joint development
agreement, therefore, should
inciude either an obligation on
both parties to limit patents to a
single invention, or means for allo-
cating rights where the field of the
invention or patent is not clearly on
one side or the other. An obvious
solution to the latter is joint owner-
ship of such inventions and
patents, but, as discussed more
fully below, each joint owner of a
patent can exploit the entire patent
without accounting to the other
joint owner. To completely. allocate
based on subject matter, other
restrictions would be necessary to
prevent one party from exploiting a
patent in the other party’s field.
And, because there would be some
jointly owned patents, the. compli-
cations discussed below: would
have to be addressed in the agree-

ment. e
CROSS LICENSES MAY BE
NECESSARY

In most joint development agree-
ments the parties must consider
how each will exploit the results
after the R&D is complete. If each
party expects to have some exclu-
sive rights under inventions made
during the R&D, regardless of how
ownership is allocated, some form
of exclusive cross licenses will be
necessary. Certainly, this is true
where one party will solely own an
invention that may have applica-
tion in the other party’s area of
interest. Ir. the United States, it is
also true where both parties are
joint owners of an invention and
patent, since, unless contractually
restricted, each joint owner can
exploit the patent without account-
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ing to the other joint owner.
To provide each party with exclu-

“sive rights in its respective field,

each party-could grant to the other

an exclusive field of use license. .

Thus, LCC could grant BAC an
exclusive license under patents
solely and jointly owned by LCC
but only for the automobile or vehi-
cle manufacturing industry, and
BAC could grant LCC an exclusive
license under patents solely and
jointly owned by BAC for all fields
except the automobile or vehicle
manufacturing industry.

LICENSES MAY BE NECESSARY
UNDER BACKGROUND
TECHNOLOGY

Before entering into the joint
development agreement, LCC and
BAC each owned patents and tech-
nology that may have application
to the results of the R&D. Such
background technology, and partic-
ularly the pre-existing patents,
owned by one party may be an
obstacle to the other party’s enjoy-
ment of the results of the joint
R&D. The parties, therefore, should
anticipate this problem.

Since BAC and LCC are not com-
petitors, each could grant- to the
other party a nonexclusive license
under background patents (and
perhaps technology) to the extent
necessary for the other party to
fully exploit the results of the joint
R&D. The license to BAC could be
limited to the automobile manufac-
turing field and the hcense to LCC
could exclude use within the auto-
mobile manufacturing field

The hcenses under background
technology do not have to be roy-
alty-free; as with any other license,
the parties could negotiate a rea-
sonable consideration.

If the parties are competitors or
the background technology and
patents are particularly valuable to
one party or the other, a simple
cross license may not be possible.
In such an event, an agreement by
each partv to give the other an
opporturuty to negotiate a hcense
for background rights mayv be all
that can be agreed to.

The parties should address nghts
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under background technology and
patents. Failure to do sc may result

<1n unintended imphied licenses to

the cther party For example, -if
LCC and BAC agree that BAC will
have the exclusive night to exploit
the R&D results in the automobile
manufacturing field, a U.S. court
later may prevent LCC from
entnrcing an LCC background
patent against BAC because LCC
cannot take from BAC what LCC
granted 1n the joint development
agreement. To avoid such implied
rights, the parties need to expressly
address in the joint development
agreement each party’s nghts in
the other’s background technology
and patents.

If the junt development agreement
promudes for jomnt ownership by BAC
and LCC of some inventions and
patents, what contract lerms are
needed to protect each party’s exclusive
markets?

In the United States, joint owners
of patents have no obligation to
account to the other joint owners.
Thus, a joint owner, unless there is
a contract restriction, can fully
exploit the patent, including grant-
ing licenses to others, without
notice to or revenue sharing with
the other joint owners.

If, for example, LCC and BAC
jointly own a patent on a paint for-
mulation, BAC could license LCC's
competitor under the patent and
coutd keep all rovalties received.
Since LCC wants to have exclusive
rights to pamnt formniations made
during the R&D, the joint develop-
ment agreement must provide pro-
tection.

One form of protection, as dis-
cussed above, is cross exclusive
field of use licenses. If BAC grants
to LCC under BAC's interest in the
patents an exclusive license for all
fields outside of automobile manu-
facture, then BAC will have no
right to license a third party to
compete with LCC.

Another form of protection is to
require each parrny tu obtsin prior
approval of the other party before
granting any license to a third
party under a jointly owned patent.

Parties dislike such restrictions as
they give the other party the ability
te frustrate negotiations-and busi-
ness’ plans. The obligation can be
maore narrowly defined, such as by
requiring prior approval only
where the third party is a competi-
tor of the other party. This, of
course, requires some definition of
a competitor and, given the possi-
bility of mergers and acquisitions,
may be a variable restriction.

If the parties to the joint develop-
ment agreement are competitors in
any market, any agreement for
cooperation regarding licenses to
third parties under jointly owned
patents may raise antitrust issues.
Where a contract requires two com-
petitors to agree before granting
rights to a potential third competi-
tor, the required agreement could
appear to be a conspiracy to
restrain competition, particularly if
the parties decide not to grant the
license. Thus, if the parties to the
joint development agreement are
competitors in the. area in which
the R&D will have impact, cross
exclusive field of use licenses are
preferred over prior approval pro-
visions.

Instead of preserving exclusive
markets, each party could be
allowed to grant licenses under
jointly owned patents for some
consideration. The joint develop-
ment agreement then could require
each party to share with the other
any revenue obtained from exploit-
ing the jointly owned patents.

If BAC and LCC jointly own g patent
on a painting system that uses a
unique paint formulation, will sale of
the paint by LCC give the purchaser
rights under the patent? If so, how can
the agreement restrict that effect?

Exhaustion of a patent right
arises from the unrestricted,
authorized sale of a patented prod-
uct or of a product having no use
except in a patented process or
with another patented product.
Thus, if the paint has no substantial
use except in the patented painting
system, sale of the paint by LCC
will convey to the purchaser the
right to use the patented system. As
a joint owner of the patent, LCC
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can grant a license, including an
license 1mphed from the sale of the
" unique . paint. Without contract
restrictions, BAC would have no
way to prevent such a sale and no
way to prevent the paint purchaser
from using the patented svstemn.

Several solubons exist. First, as
mentioned above, LCC could grant
BAC an exclusive license under the
jointly-owned patent in the auto-
mobile field. With such a license in
place, LCC would have no nght to
grant licenses, express or implied,
to 1ts customers 1n the automobile
field.

Relying on such legalities 1s not
alwavs wise. A purchaser of the
urique paint could assert an
implied license because he received
no notice of the restriction A US.
court may allow for such a license
in order to be fair to the otherwise
innocent purchaser.

In addition to the exclusive
license or 1n lieu of such a license,
the joint development agrecment
could contractually require LCC to
notify each of its customers for the
unique paint that purchase of the
paint does not conveyv a license
under the jointlyv-owned system
patent, or does not conveyv a license
to use the paint or the systemin the
automobile field. The notice also
could offer a license from BAC.
Assuming the paint and svstem are
within the scope of the patent
claims, such a written restriction, if
imposed at the time of sale, is
enforceable. Using this approach,
the purchaser receives actual notice
of a restriction which preciudes any
implied license.

What provisions should be included
regarding obtaining patent protection
on inventions made during the course
of the R&D?

If a party is the sole owner of an
invention made during the R&D,
that party can have full control of all
decisions regarding obtairung patent
protechon and have full responsibil-
itv for all associated costs.

Where an inventon and .any
resulting patent are exclusively
licensed to the other party in a field
of use, the other party may have an
interest in what countries patents
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are obtained and in the scope of
such patents Where the invention
and patert are jointly owned, each
party has an interest in the scope of
patent protection.

While parties can jointly control
decisions regarding patent protec-
tion, 1t 15 preferable to have one
party in control and give the other
party the opporturuty for input. For
example, if LCC is required to
obtan patent protection for all
pointlv-owned invenhons, the jont
development agreement should
provide for BAC input into which
countres patents will be sought, the
scope of patents to be obtained, and
any decision to abandon a patent
apphcahon or patent

Emploving a common practice,
LCC would have the first nght to
select countries for patent filing and
then BAC would have the nght to
add to the hst. Some agreements
provide that the parties will share
all costs while others will provide
tor shanng only as to countnes in
which both parhes elect to obtain
patent pro.ection

Because BAC is interested in
exclusive nghts 1n the automobile
field, BAC will want patent claims
that speaficallv address applica-
tions in that field. LCC does not
have that same interest. The agree-
ment, therefore, has to provide BAC
with the opportunity to review all
patent application decisions and to
cause changes The changes would
be himited to aspects that will have
an impact on BAC's ¢xclusive field.

If LCC has control over the
process, LCC should have the right
to decide to abandon an application.
Indeed. to protect LCC from unrea-
sonable obligations, the agreement
could provide a limit on how much
effort it must expend to obtain a
patent. For example, the agreement
could provide that LCC does not
have to appeal an adverse decision
of the Patent Office. With such free-
dom, the agreement must provide
BAC with the option to take over a
patent applicahon or patent that
LCC eiects to abandon

What provisions, if any. are necessary
to permut one or bath parties to enforce
Jomtly-owned or exclusively hcensed
patents? )

United States courts will not per-
mit a patent inf, ingement suit to be
brought unless all parties having
an ownershlp interest in the patent
are named in the suit. The courts
take this position in order to pre-
clude the possibility of multiple
swits for the same infringement.

If a patent is jointly owned by
LCC and BAC, both of them must
be named as parties in a suit for
infringement or a U5 court will
dismuss the action. Under U.S. law,
a joint owner cannot be compelled
to join in an infringement action
brought by the other joint owner.
Thus, if BAC refused to cooperate,
LCC could not enforce a jowntly-
owned patent. The joint develop-
ment agreement, therefore, should
include a provision that requires
each joint owner to cooperate with
the other joint owner in any
infringement suit Such coopera-
tion may be limited to permitting
use of the joint ownetr’s name so
that all joint owners are named par-
ties to the suit. The provision
should also provide that all’costs
associated with such cooperation
will be borne by the joint owner |
who brought the suit.

Such an agreement to cooperate °
in an infnngement suit does not
prevent the joint owner from:grant-
ing a license to the infringer::Since
the license would result in dis-
missal of the suit, except for past
damages, the joint development
agreement could restrict a joint
owner's abilitv to grant licenses to
a third party. To the extent the par-
ties to the agreement are or could
become comyetitors, a provision
that requires agreement between
them before granting further
license may present antitrust prob-
lems. It is probably safe to include a
provision that restricts a joint
owner's ability to grant license to a
third party who was sued for
infringement by the other joint
owner.

Under U.S. law, an exclusive
licensee is treated differently. Thus,
if BAC is graated an exclusive field
of use license under LC’s interest
in jointly owned patents, BAC as
the exclusive licensee may compel
LCC to join in an action for
infringement in the field of use.
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Thus, if the joint development
agreement provides for exclusive
field of use cross licenses, éach
party could compel cooperation in
enforcement.

Even where a party can compel
cooperation in enforcement, it 1s
good practice to include provisions
In the agreement that address each

12 December 2000

party’s rights and responsibilities.
For example, if LCC instituted suit
for infringement of a jointly-owned
patent and included BAC as a

party, who bears the cost of the -

suit? If LCC recovers damages
from the infringer, will LCC have
the share with BAC? Can LCC set-
tle the infringement action by

granting a hicense tn the infringer?
Can LCC concede in court that the
patent s invalid or agree to a con--
struction of patent claims that sig-
nificantly changes the scope of the
patent? All of these guestions
should be answered in the agree-
ment with respect to jointly-owned
patents.
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Allocations of Ownership of Inventions in
- Joint Development Agreements —

The United Kingdom Perspective

by Jeremy Brown

If the agreement between LCC an BAC
does not allocate ownership of mven-
tions made by their crnp!oyeec durmng
the course of the R&D program, who
would gwn the mventions and patents?

The position in the UK 1s broadly
similar to that discussed for the US
In the UK however ownershup of
emplovee inventions 1s regulated by
the Patents Act 1977 References to
section numbers are to sechons of
this Act.

A patent mayv be granted prima-
rilv to the inventor or joint inven-
tors. However it will be granted in
preference over these to any other
person entitled to the whole of the
property in it at the time the inven-
tion was made - for example by any
enactment or rule of law, or any for-
eign law or treatv or international
convention, or by any enforceable
agreement with the inventor (s7)

By s39 an invention made by an
emplovee belongs to the emplover
where

(a) it 1s made 1n the course of the
emplovee’s normal duties or duties
specifically assigned to him, in ar-
cumstances where an invention
might reasonably be expected to
result from such duties; or
- (b) it was made in the course of his
duties and because of the nature of
those duties and the particular
responsibilities arising from themn he
had a special obligahon to further
the emplover’s interests

Any other invention made by an
emplovee belongs to hum.

However s39 onlv operates to
bestow ownership on the employer
if the emplovee when he made the
invention was mainly emploved in
the UK or, if his main place of
employment is international, his
emplover had a place of business in
the UK to which the emplovee was
attached (whether or not also
attached elsewhere (s43(2)). If there

les Nouvelles

15 nc agreement allocating owner-
ship, the respective rights of
emplovees and emplovers with no
UK attachment will be determined
by the relevant local laws.

Note also that the provisions of
$39 apply not oniy to UK patents but
to “patents and other protection”
generally, irrespective of where or
how granted (s43(4)).

Should LCC and BAC have agreements
with therr emplovees regarding inven-
tons made during the course of the
R&D program?

53% operates to give the employer
ownership of the UK based or
"attached” emplovee’s invention.
The emplover has the right to apply
for a UK or European patent under
s7 and to be granted it in preference
to the inventor.

Even in such circumstances how-
ever a contract confirming and regu-
lating the relationstup between
emplover and employee will gener-
ally be desirable. The impact of laws
of other jurisdictions to which an
employee may be “attached” must
be considered. It should include pro-
visions relating to execution of fur-
ther documents and provision of
such further assurances and assis-
tance as may be required to apply
for and prosecute applications inter-
nationaily e.g. in the US where the
applicaton will be in name of inven-
tor{s), or where assignments of the
invention or nght to apply or prior-
ity rights may be required by local
law.

Clearly more comprehensive
agreements mav be required where
all the employees are not UK based
or attached.

In all cases local emplovment laws
must be considered For example,
the imposition without the
emplovee’s prior consent of new
terms for the jownt research which

affect or modify the employee’s
existing terms of employment could
constitute constructive dismissal.
Ideally provisions specifying duties
and responsibilites, ownership of
inventions, and related obligations
in the case of collaborations will, for
research workers at least, be contem-
plated in their regular employment
contracts.

What if an invention is made by
an employee outside his duties?

Any contract with the employer
which diminishes the employee’s
rights to an invenhon or patent or
application is unenforceable to the
extent it diminishes his rights
(s42(2))-

This applies not only to obliga-
tions to assign or license. It will
extend for example to clauses
requiring employees to give their
employers a first refusal or option.

An employee may of course agree
to assign or license his invention to
his employer. Even here he has a
right of recourse should it later tum
out that the benefit to him is inade-
quate compared with that enjoyed
by his employer. He may seek addi-
tional compensation. This may not
be excluded by contract.

If BAC uants the exclusive right to
explott the results of R&D in the auto-
mobile industry and LCC wants to
exploit the R&D results elsewhere, how
can rights be allocated in the joint devel-
opment agreement?

In Europe contractual terms regu-
lating ownership and allocation of
rights to inventions resulting from
join R&D will be subject to the pro-
visions of Article 81 EC Treaty, and

Jeremy Brown is a partner al
Linklaters Alliance in London.
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certain restricons or obligations
may be unenforceable. It is beyond
.the scope of our discussions today to
"discuss anti-trust issues in detail but

in this area they should be bome’in’

mund.

OWNERSHIP ALLOCATION TO
ONE PARTY

Provision for all inventions and
patents to be owned by LCC who-
ever invents with obligation by
BAC to assign all rights to inven-
tions made by 1ts emplovees may
have ant-trust implications, even
whether the partes are not com-
pefitors.

In the context of a technology
licence, an obligation on a hicensee to
assign (as opposed to license non-
exclusively) rights to improvements
to a licensor is considered poten-
tially anti-competitive and unen-
forceable under EC competition law
{see guidance of Technology
Transfer Block Exemption
Regulation 240/96 . Such an obliga-
tion is “black hsted” under Art 3(6)).

In the context of joint R&D there'is
nothing specific on this point in the
exising R&D Block Exemption
Regulation No. 418/83, nor in the
recently published proposals for a
new R&D regulation and accompa-
nying guidelines on horizontal
agreements.

The existing regulation simply
requires in Art 2(b)) that all the par-
ties to an R&D collaborahon must
have access to the results of the joint
R&D; and that where the collabora-
hon is limited to R&D which stops
short of joint exploitation of the
results each party must be free to
exploit the results and any necessary
pre-existing technical knowledge
independently (Art 2(c)) i the col-
laboration is to benefit from an auto-
mati¢ exempton.

The new proposals (aimed to take
effect from 1 January 2001) contain
sirmilar requirements.

Provided these “access” condi-
tions are met by appropriace licences
there seems no reason in principle
why ownership could not be cen-
tralised, whule still retaining the ben-
efits of an automatic exemption.
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Note however that the Regulation
does not aim to exempt restrictio: s

that are not “indispensable”. Art6 of .

the existing Regulation {(and Art 5 of
the proposed new one) detail “black
listed” restrictions or prohibitions
which will deprive an R&D agree-
ment of an automatic exemption.

These include (new Art 5(a))
where the parties are restricted in
their freedom to carry out research
and development independently or
1 co-operation with third parties in
a field unconnected with that to
which the R&D relates or, after 1ts
completion, in the field to which it
relates or 1n a connected field.

Centralised ownership of patent
rights must clearly therefore not
have this consequence, or indeed
any of the other consequences listed
in Art 5.

As for obliging emplovees to
assign their nghts to other parties,
the discussions above on ownership,
unenforceability of agreements
which diminish nghts, and the need
to beware changing terms of
employment without consent, are
relevant.

Note also:

* to be enforceable the terms of

licences should similarly eitner.

not contain any provisions Lon-
trary to Art 85(1} or should be
exempted by specific notification
or block exemphion

* whether or not the existing or
proposed new R&D block
exemphon regulaton will apply
will depend on whether or not
the parties are competitors, their
respective shares of the relevant
market etc -

* a field of use restriction in a
conventional technology licence
is not restrictive of competition
(the licensee is simply given a
limited licence). The existing
R&D regulation stipulates that
field of use restrictions are
acceptable. Query however
whether obliging one party to
give up its general rights to
wnother by assignment in return
for a himited hrence is an “indis-
pensable” restraint when reten-
tion of its nghts and a suitable
licence to the other party would
suffice

* joint R&D or exploitation of the

results includes allocation of
work between the parties by way
of specialisation in ‘research, .
development or. exploitatian.
This could include allocation'tg -
BAC during the term of the co-
operation of the right to exploit
the results in the automobile
industry

* the exemption is limited in
terms. The term differs depend-
ing on whether or not the parties
are compehtors, and on levels of
market shares enjoyed or
achieved.

e if different or more restrictive
terms that those conternplated by
the Regulation are desired, these
will need to be the subject of a-
specific exemption.

ALLOCATION OF OWNERSHIP
BY EMPLOYMENT

The considerations in the UK will
be similar to those mentioned for the
US. For practical and competition
law purposes, the terms of the col-
laborahon should by suitable
licences give all parties such access
to the results of the R&D ard free-
dom to exploit the results as they
reasonably require.

ALLOCATION OF OWNERSHIP
BY SUBJECT-MATTER

Again, simular considerations will
arise in the UK, and any restrictions
on access to results or exploitation
will need assessment for compet-
tion law purposes.

CROSS LICENCES MAY BE
NECESSARY

Again, similar considerations
apply in the UK. As to rights of joint
owners of UK patents however,
there is an important difference.
While co-owners may themselves
exploit their nghts independently, a
co-owner may not license, assign or
mortgaye a share ir, the patent with-
out the consent of the other(s) (s36).

Field of use restrictions in patent
licences are in prindple no problem.
But bear in mind the general rules
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about access to the rights of joint
.R&D and rlghts to exploit them.

" Tighter restrictions will need specific

‘ustification and exemption

BACKGROUND TECHNOLOGY

Similar considerations apply 1n
the UK. The existing and proposed
new R&D block exemption regula-
tion specifically mention the need
for each party post-R&D to be free to
exploit not only the results but also
any necessary pre-existing technical
knowledge.

If the jomt development agreement pro-
wdes for joint oumership by BAC and
LCC of some inventions and patents,
what contract terms are needed to protect
each party’s exclusive markets?

There is a big difference in the
rights of co-owners of UK compared
with US patents. While co-owners
are free themselves to make, use or
sell under a joint patent thev may
not license, assign or mortgage with-
out the consent of the other(s). -~

Otherwise similar considerations
arise to those described, and as

always, competition issues need .to .

be addressed.

As the following discussions will
show 1t is always good practice for
co-owners of a patent carefully to
regulate their respective rights and
obligations in a suitable co-owner-
ship agreement.

If BAC and LCC jointly oun a patent
on a paniing system that uses a unique
paint formulation, unll sale of the paint
by LCC give the purchaser nghts under
the patent? If so, how can the agree-
ment restrict that effect?
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Under UK patent law co-owners
have equal undivided shares in the
patent (s36(1)). Each may do “in
respect of the invention concerned,
for his own benefit and without the
consent of .. the [others} ... any act
which would {(otherwise} amount to
an infningement of the patent con-
cemed” (s36(2)).

So each co-owner may humself {or
through his agent) for example
make, use, sell or import a patented
product, or use a patented process
without infringing the patent.

Each co-owner may also as a pro-
prietor supply another with the
essential means for putting the
inventon into effect without infring-
ing. To be an infringement under
s60(2) the supply must be made by
someone other than the proprietor
(or a co-proprietor - see s60(2) read
with s36 and s66).

This does not protect his custorner.
A person who does one of the acts
specified in s60 “without the consent
of the proprietor of the patent
mfrmges By 566(1)(b) the term “pro-
prietor” the context of co-owner-
ship refers to the person or persons
reguired by 536 to give the requisite
consent.

As we have seen above one co-
owner may not license without the
consent of the other(s). This presum-
ably includes authorising another
(including a customer for the essen-
tial ingredient} to use a patented sys-
tem. The customer remains at the
mercy of another non-consenting co-
owner.

So while LCC may supply a cus-
tomer with the umgue paint, the
customer may not use it an the
patented painting system without
getting BAC's consent too.

What provisions should be included
regarding obtamning patent protection

on inventions made during the course of

the R&D?

Similar considerations to these
discussed for the US will apply in
the UK Clearly the parties need to
agree, and co-operate closely regard-
ing a patent strategy.

What provisions, if any, are necessary
to permit ore or both parties to enforce
Jjomtly-owned or exclusively licensed
patents?

Here we see a very significant dif-
ference between the positions in the
US and the UK.

In the UK each co-owner has the
rights of the proprietor as regards
infringement. One co-owner may
sue for infringement without joining
the other as co-plaintiff. In such a
case the other co-owner(s) must at
least be made party to the proceed-
ings as nominal defendant(s). But, in
stark contrast with the US, there is
no need to secure the co-operahon of
a co-owner to sue. -

In practice however co—operatxon
in the further conduct of the litiga-
tion will be required. For unless this
is secured, the complainant will be
severely restricted in his ability to
negotiate a settlement. He needs the
consent of his co-owner to any
licence.

Asin the US it will always be good
practice to include provisions gov-
erning the handling of infringe-
ments (and litigation generally) in
the agreement.
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Allocations of Ownership of Inventions in
- Joint Development Agreements —

The Malaysian Perspective

by Timothy Siaw

Since the paper by Mr. O'Reilly
appearing earlier in this issue of
les Nouvelles very thoroughly
sets out the US position on the
hypothetical case, | will only
highlight where there are differ-
ences in Malaysia.

INVENTIONS MADE BY
EMPLOYEES

Unlike in the US, an invention
made by an emplovee who had
used data or means placed at his
disposal by the employer accrues
to the employer even if his contract
of employment does not require
him to engage in anyv inventive
activity. The employee will be enti-
tled to equitable remuneration that
may be fixed by the Court.

An inventor’'s nght to further
remuneration in the event that the
invention acquires an economic
value much greater than the parties
could have reasonably foreseen at
the time of concluding of the con-
tract of employment or the execu-
tion of the work cannot be
restricted by contract.

ASSIGNMENT OF INVENTIONS
" FROM EMPLOYEES TO
EMPLOYERS

The Patents Act provides that the
rights to a patent for an emplovee’s
invention “accrues to” as com-
pared to “deemed to be trans-
ferred” the emplover. For the
avoidance of doubt, emplovers
should include a clause in the
employment contract for an auto-
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matic assignment of legal title to
itself of all rights and patents to the
invertions that are made by its
employvees.

ALLOCATIONS OF RIGHTS TO
THE RESULTS OF R&D

The various permutations set out
in AMr. O'Reilley’s paper are also
possible in Malaysia:

* Allocation of all ownership
rights to one party who will license
the other.

* Creation of a separate entity to
own all the nghts

An entity resident in Malavsia
must not file an applicaton outside
Malaysia within 2 months of filing
in Malaysia without the permission
from the Registrar. Malaysia is not
vet a PCT member

* Allocation of ownership by
emplovment/subject matter.

Separate the individual contribu-
tions made by emplovees of the
parties into separate patent appli-
cations.

EXPLOITATION OF THE RESULTS
OF R&D

Under the Patents Act, in the
absence of any agreement to the
contrary, joint owners of a patent
application or patent may, sepa-
rately,

* assign or transmit their nghts or

* exploit the patented invention or

* take achon against an infnnger

but may only jountly

* withdraw the patent application,

* surrender the patent or

* corclude a licence contract

INFRINGEMENT PROCEEDINGS

Any licensee, may, if he proves
that the owner of the patent refuses
or fails to institute legal proceed-
ings against an infringer within
three months of receipt of the
licensee’s request, mayv nstitute
proceeding in his own name.
Notwithstanding the 3-month
notice period, the Court may grant
an appropriate injunction to avoid
substantial damage upon applica-
tion by the hicensee.

PATENTED PROCESS AND THE
PRODUCTS OF THE PROCESS

The exclusive rights in relation to
a patent in respect of a process
includes the exploitation i.e. mak-
ing, importing, offering for sale,
selling or using the product
obtained directly by means of the
process.

IMPLIED TERMS AND
CONDITIONS

Under the Sale of Goods Act and
common law, unless expressly
excluded, it could be implied that
the purchaser of a pa.ented prod-
uct has also been granted the
licence to use any patented system
necessary for the use or enjoyment
of the product.

Timothy Siaw is a partner at Tay &
Partners, Kuala Lumpur, Malaysia

les Nouuvelles



rf!?fof payment made l?y the ir}dps-
iy trial company 15 decisive.
Sometimes a compromise can be
found in right of first reh{sa}'or
. exclusive option to royalty bear-
' ing exclusive license to the future
. patents owned by the research
organisation, arising from the
research, granted to the industrial
company. The royalty rate to be
paid by the industrial company to
the scentific organisation in case
of executing an option 15 usually
also agreed in the R&D
Agreement. If the industrial com-
any elects not to execute its right
of first refusal or option nght, the
scientific inshtution will be free to
negotiate licenses with third par-
Hes.

If the jem! development agreement pro-
vides for jomt ounership of some
inventions and patents’ wha! contract
terms are needed to protect each party’s
exclusive markefs?

The Czech Patent Law states that
each of the joint owners shall have
the nght to work the inventon. It
means that the joint owner can fully
exploit the patent but granting a
license shall require, in order to be
vahd, the consent of all joint owners.

Concerrung the exclusive exploita-
tion of the patent by the parties it is
necessary to define in the agreement
the rights of both parties e.g. exclu-
sivity for a special product, for
group of product, field of use, for
certain patent claim, or exclusivity
for certain territones to each party.

How to address vartous situations, ans-
mg as a consequence of ene jomtly
owned patent and an arrangement
whereby one of joint oumers exploits
exclusively certan field of use and oums
additional patents?

Such situations have to be ade-
quatelv addressed in the in the R&D
Agreement or in the Co-operation
Agreement. The tools to resolve
variety of possible situations and
business interests available to
Licensors 2nd Licensees in the
Czech Republic arz as tollows:

+ exclusive right to use the joint
patent in one field of use {one prod-
uct, one claim, etc.) for one party and
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for another field -of use (product,
claim, etc ) for the other party

* right of the joint owners to use |

the joirt patent in different territo-
ries ’ e
* clear restrictions for a purchaser

What provisions should be included
regarding obtaiming patent protection
on nvenhions made during the course of
R&D?

The Czech Patent Law gives the
ownership of rights to patents pro-
tecting inventions made in the
course of working duties to inven-
tors or their emplovers.

When one contracting party acts
together with another party under
the scope of the agreement on joint
research and development, the fol-
lowing principles apply:

* Inventions made solely by
employees of one party would
belong solely to this party and
nventions made solely by employ-
ees of the other party would be
solely owned by the other party

* All rights and title to inventions
made jointly by personnel of both

" parhes shall vest as to an undivided

interest of both parties It 1s recom-
mended to conclude a Joint Patent
Agreement, as described urnder
point 3 above, with following basic
principles:

= the parties obligate themseives
to assist in preparation of docu-
ments required for filing of patent
applicaton

* the patent applicaton shall be
filied in the name of both parties,
each of the parties having the appro-
priate share

» the parties will make an agree-
ment who of them will file and pros-
ecute the patent application,
conduct the patent procedure and be
responsible to pav all connected fees
(costs are usually shared between
the parties)

» the patent application shall
include names of the employees of
both parties as co-inventors in case
they took part on the creation of the
inverntion

* partics will agree the extent of
toreign patent protechior und will
share the costs according to their
share on the invention, or parties
make an agreement on dividing the

territories of their interest which
thev will pay
* If a party does not wish to par-

ticipate on. patent protection of the”
joint invention in certain’ territory,"

the other party may file the joint
invention in such territory on its
own cost

It is aiso necessary to set clear
rules on publications, e.g.:

* publication or whatever disclo-
sure concerning research results
requires written agreement of both
parties

* In the event a patent application
is to be filed under the scope of the
R&D agreement the publication of
related results may be delayed until
this application is extended in other
countnes during the priority period

When appropriate and necessary,
hcenses under background technol-
ogy and pre-existing patents owned
by one party, are granted to the other
party for research purposes only,
nonexclusively and royalty free.

What promsions, if any, are necessary
to permit one or both parties to enforce
Jointly-owned or exclusively licensed
patents?

Where the nghts derived from one
patent belong to more than. one
party, the relabonship betweenjoint
owners shall be governed by general
rules of law on shares in joint own-
ership governed in the Czech
Republic Code of Civil Law.

Uniess otherwise agreed by the
joint owners:

» each of them shall have the right
to work the invention (to exploit the
patent without accounting to the
joint owner)

* sealing of a license agreement
shall require, in order to be valid, the
consent of all joint owners

* each of the joint owners may
independently take action against
infringement of the rights derived
from the patent

» Assignment of the patent shall
require the consent of all joint own-
ers. Failing the consent of other joint
nwners, each joint owner may only
assign his share to another joint
owner; assignment to a third party
may only be effected if none of the
joint owners has accepted a written
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offer of assignment within a period
of one month
* An exclusive licensee cannot

take an independent action against

infringers.

In the R&D Agreement, (or in the
Joint Patent Agreement) it is also
necessary .to set who will take the
achon against infringement, who
will pay expenses and how the costs
will be borne by the parties. The pro-
vision on co-operation in providing
documents and witnesses is also
necessary.
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REFERENCES

Civil code No. 40/1964 o
Commercial code No. 513/1991 -

Law No. 527/1990 on inventions, -

industrial designs and rationalisa-
tion proposals

Law No 478/1992 on utility
models

Law 137/1995 on trade marks

les Nouvelles



Allocations of Ownership of Inventions in
Joint Development Agreements —

The Czech Republic Perspective
by Jana Kiihnlova and
Vladimira Husakova

INTRODUCTION — CURRENT
STATE OF IP PROTECTION IN
THE CZECH REPUBLIC

To understand the current situa-
tion of the IP protection and jount
patent ownership matters in the
Czech Republic, it is necessary to
look briefly 1nto the tustory:

In the second half of the last cen-
tury the protection of industnal
property in  Austro-Hungarian
Empire and consequently in
Bohermia and Moravia was estab-
lished by Austrian Decree of ilth
January 1897

After  Czechoslovakia  was
founded in 1918, new state has
- adopted the former Austrian legal
regulations on industrial property
Czechoslovakia after the 1st World
War belonged among the European
states, which immedaately after their
creation consolidated also their rela-
tionships in the area of industrial
property rights. In Prague there was
established a Patent Office and a
Patent Law Court. As regards the
international relations, as early as
1919 Czechoslovakia acceded to the
Paris Convention for Protection of
Industrial Property, and Madrid
Agreement Concerning the
International Registration of Marks.

Successful  development in
Czechoslovakia of that time was dis-
rupted by the 2nd World War and
then terminated after 1948 by the
change of political system, which
lasted 40 yvears. The existing patent
system, cornpatible to that of devel-
oped industrial countries, was
almost liquidated. From 1972 in
Czechoslovalia the legal protection
of inventions and industmal designs
in the form of Authorship
Certificates was introduced. This
form did not acknowledge market
economy and industrial compeh-

les Nouvelles

ton. The owner did not have an
exclusive night to the filed invention,
but any organisation in
Czechuslovakia was enhtled to use
such invention. under an automatic,
non-exclusive, unpaid license. Only
because of membershup in the Paris
Convention the patent protection

was retained together with the

Authorshup Certificate. However,
only patent owners from foreign
countries could use proper patent
protection Though Czech compa-
nies and research insttuhons co-
operated a great deal. their joint
results belonged not only to them,
but also to any other company from
Czechoslovakia, who would wish to
use or explait them in any manner.
Queshons of ownership were disre-
garded. Co-operation with foreign
companies was almost non-exstent,
for political reasons.

After 1989, following the change
of political svstem, the economic
and societal attitudes have assumed
a new direction. Market mechanism
was applied to the economy. The
entire legal system was rebuilt and
new legal regulations on Industrial
Property formed a part of this
change. Now, the IP legal regula-
tions are harmonised with EU,
which the Czech Republic is
expected to access within 3 - 6 vears.
However, it is to be understood, that
in the Czech business environment,
which has begun to develop freely
as a market economy only 10 vears
ago, there still is not a great aware-
ness of IPP matters, and insufficient
experience with effective use of IP.
The legal system does not address
certain finer pcints (including
details of consequences of joint
patent ownershup), and no court tri-
als on these issues have been held
vet. Accumulated practical experi-
ence in joint patent ownership mat-
ters 15 rather limited.

If the Ownership of Inventions made
by collaborating parties were not allo-
cated during the course of the R&D
program, who would own the muven-
tions and patent?

In the Czech Republic, when the
rights derived from one patent
beiong to more than one party, the
relationship between joint owners
shall be governed by general rules of
law on shares in joint ownership as
stated in Code of Civil Law No.
40/1964.

Citation from 40/1964, §137:
“Non-existence of an agreement
results in equal shares of joint own-
ers.”

It is therefore advisable to agree the
proportion of the contribution of
inventors to the joint patent in order
to avoid future problems. If there is a
legal dispute, parties have to prove
the inventor s share and the material
support they gave to the joint project.

Should contracting parties have
aggreements wilh their employees
regarding nventions made during the
course of the R&D program?

The Czech law states that the right
to the patent on an invention made
by an inventor as part of his task
derived from an employment rela-
tionship shall pass to the employer,
unless otherwise laid down by con-
tract. The Czech law determines the
duty of the inventor who has made
an invention within the framework
of an employment relationship to

Ja:a Kiihnlovd and Viadimira Husdkoud
are affiliated unth INVENTIA s.ro.
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report the fact without delay, in writ-
ing, to his employer and to make
- available to him the documents
required for assessing the invention.

Where the employver does not
claim the right to the patent within a
period of three months as from
receipt of the communication, the
right shall revert to the inventor.
Both the emplover and the
employee are required to maintain
secrecy of the invention with respect
to third parties.

Any inventor who has made an
invention under an employvment
relationshup shall be entitled, where
the emplover claims the right to the
patent, to appropriate remuneration
from the emplover.

Termination of the employment
relahonship shall not prejudice the
rights and obligations denving from
the above mentioned provisions.

Some emplovers (especially the
orgarusations Or comparies where
many inventions are created) find 1t
useful to have an agreement for each
inventor and each patent. and an
intermal regulahons on inventor’s
remuneration.

Citation from the Law No.

527/1990:89 “Inventions belonging
" to an Enterprise

(1) Where an inventor has made
an invention as part of his tasks
deriving from an employvment rela-
tionship, by reason of the fact that he
15 a member of an organisation or of
any other similar emplovment rela-
nonsth by reason of the fact that he
is a member of an organisation or of
any other similar emplovment rela-
honshxp {hereinafter referred to as

“the employment relationship™), the
nght to the patent shall pass to the
emplover, unless otherwise laid
down by contract. The right of
inventorship as such shall remain
unaffected.

{2) An inventor who has made an
invention within the framework of
an emplovment relationship shall be
required to report the fact without
delay, in writing, to his empiover
and to communicate to hum the doc-
uments required for assessing tre
invention

(3) Where the emplover does not
claim the nght to the patent withun a
period of three months as from
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receipt of the communication
referred to in subsection (2), the right
shall revert to the inventor. Both the
emplover and the employee shall be
required to maintain the secrecy of
the invenhon with respect to thurd
parties.

(4) Any inventor who has made an
invention under an employment
reiationshuip shall be entitled, where
the emplover claims the nght to the
patent, tc appropriate remuneration,
the technical and economic impor-
tance of the inventon and the bene-
fit obtained from possible working
or other use, together with the mate-
nal contnibution by the emplover to
the making of the invention and the
extend of the inventor’s service obls-
gations shall be taken into consider-
aton. Where remuneration that has
already been paid s obviously no
longer proportionate to the benefit
obtained from working or other sub-
sequent use of the nvention, the
inventor shall be entitled to addi-
Honal remuneration

§10 Termination of the employ-
ment relationship between the
inventolr and the emplover shall not
prejudice the rights and obligation
deriving from the provisions of
Section9 ™

Hew can nights te exploit the results
of R&D be allocated in the jomnt devel-
apment agreement?

» Co-operation between scientific
institutions

Agreement  on co-operation

between scientific institutions has

usually conditions stipulating
how a commercalisation of
patents and/or  know-how

acquired under the tramework of
the Agreement will be managed.
We recommend to our chients to
conclude a separate Agreement
on Commerciahisation of Joint
Patent (Patents), where all aspects
of filing, 1ssuance, maintenance
and enforcement of Contract
Patent (Patents) and its future
commerciahisatton are set. It
appears useful to appoint an
Explcitation Manage.. who will
have the responsibility for
exploitation and use of contract
patents.

As regards licensing, each of the

co-owners may seek and propose
potential licensees or assignees,
but only Exploitation Manager
car negotiate, conclude or modify .
the hcense agreements or assign- .
ments. Exploitation Manager shall
inform the other party or parties
of the progress in negotiation and
after approval of the intended
license agreement or assignment
bv other contracting party shall
sign  the agreement. The
Exploitahon Manager shall than
provide a copy of any licenses or
assignments to the other party.
Exploitation revenue shall be paid
directly to Exploitation Manager
who agrees to distribute (after
deduction of patent prosecuhon
expenses and other costs) the
agreed proportionate share to the
other party or parties
* Co-operation between a scien-
tific institution and an industrial
company.
When a scientific organisation
and an industrial company co-
operate, the later is obviously
interested in obtaining exclusive
rights on results acquired under
R&D Agreement. The ownership
of rights depends on financial
and/or material support of the
scientific organisation by the
industrial company. The indus-
trial companies usually see as
most significant their financial
support to the research and tend
to underestimate the investment,
made by the scientific organisa-
tions over the years, resulting in
acquired knowledge and accumu-
lated experience. Industrial com-
panies quite often state it as their
imperative condition that they
will be the sole owners of all intel-
lectual property, arising from the
research project they finance. In is
often the policy of industrial com-
panies to avoid having any joint
patents, as joint patents can be
complicated and troublesome.
Their point of view and their pol-
icy is understandable. On the
other hand, some research organi-
sations have equally determined
policy to keep ownership of all
intellectual property, including
joint patents, and license their IP
to industry. In such cases compro-
mises are looked for and the size
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Allocations of Ownership of Inventions in

Joint Development Agreements —
The Japanese Perspective
by Kenichi Nakano

If the agreement between LCC and
BAC does not allocate ownership of
inventions made by their employees
during the course of the R&D pro-
gram, who would oun the muventions
and patents’?

In Japan, if inventions are made
by emplovees, the inventions are
owned by the inventors unless an
agreement exists between an
emplover and emplovees concern-
ing ownership of the inventions.

The Japanese Patent Law Sechon
35 stipulated as follows regarding
inventions invented by an emplovee.

Case 1: If an invention does not
fall into the business scope of an
employer, the inventor owns the
nventon.

Case 2: if an invention falls into
. the business scope of an employer,
but an act or acts resulting in the
invention were not part of the pres-
ent or past duties of the employee,
the inventor owns the invention.

Case 3: If an tnvention falls into
the business scope of the emplover,
and an act or acts resulting in the
invention were part of the present
or past duties of the employee, the
inventor owns the invention and
- the emplover has a nonexclusive
license on the patent right concemn-
ing the invenhon.

japan differs from the US where
an employer may be entitled to
own a “shop right” or ownership of
inventions in Case 2 or 3 regardless
of the existence of an assignment
agreement with an emplovee In
Japan, an employer 15 not entitled
to license or assign an employee’s
mnventions or patents to third par-
ties unless an assignment agree-
ment has been completed with an
employee

If -an emplover in Japar con-
cludes an assignment agreement
vith emplovees concerning the
nventions in Case 3, the ownershup
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of inventions made in the course of
R&D 1s the same as in the U.S.

Should LCC and BAC have agree-
ments with their employees regarding
muentions made during course of the
R&D program?

Yes, LCC and BAC should have
agreements with therr employees
to avold the problems mentioned
in relation to Question 1. Most
emplovers in Japan require all
emplovees to sign an employment
contract that automatically assigns
the employee’s inventions and
patent rights to the employer in
above Case 3.

However, the Japanese Patent
Law Section 35 states that in the
case of an invention falling into the
above Cases 1 or 2, any contract
provision, or other shpulation pro-
viding 1n advance that the right to
obtain a patent, or the patent right,
shall pass to the emplover, etc., or
that the employee shall have an
exclusive license on such inven-
tion, shall be null and void.

Before launching the joint R&D,
both parties should provide assur-
ance that any employment contract
between an emplover and an
employee shall include the provi-
sion that all inventions falling in
above Case 3 shall be assigned to
the emplover.

If BAC wants the exclusive nights to
exploit the results of R&D n the auto-
mokile industry and LCC uwnts to
exploil the R&ED results elsewhere,
how can rights be allocated in the joint
development agreement?

There are various approaches
that 1.CC and BAC can take to allo-
cate exclusive rights in order to
exploit the results of R&D, as out-
lined below.

OWNERSHIP ALLOCATED TO
ONE PARTY

Approach 1: In the same way in
the U.5., joint R&D in Japan entitles
the risk of a prior art collision
between LCC’s patent apphcations
and BAC's patent applications.

To avoid this problem, in this
approach BAC assigns all inven-
tions made during the joint R&D
program to LCC under the joint
R&D agreement. The joint R&D
agreement may then include the
provision that LCC grant to BAC
an exclusive, royalty free, irrevoca-
bie license to such inventions and
patents in the automobile or vehi-
cle manufacturing field.

However, this Approach 1 may
not generally be considered accept-
able to Japanese companies com-
pared with following Approach 2,
because an exclusive licensee needs
the consent of a patent owner to
grant a license for the subject
patent to a third party.

Approach 2: Step 1: LCC and
BAC agree that all applications for
inventions made during the Joint
R&D program shall be filed at the
Japanese PTO by one applicant, for
example LCC. This means LCC
would temporarily ow: the all
inventions made during the joint
R&D.

Step 2: When the patents have
been registered, the applicant,
LCC, will be changed to BAC in the
automobile or vehicle manufactur-
ing field. This means BAC would
then have ownership of the patents
related to the automobile or vehicle
manufacturing field.

Step 3: Concerning registered
patents which both LCC and BAC

Kenicht Nakano is a partener at
A. Acki, Ishida & Associates, Tokyo,
Japan.
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want to own, the applicant LCC is
changed to LCC and BAC. This

means LCC and BAC jointly own

the patents concerned.

Step 4. Concernung jointly ow ned
patents, BAC and 1LCC would
agree in the joint R&D agreement
that BAC owns the exclusive right
to exploit the patents in the aute-
mobile or vehicle manufactunng
field and LCC owns the exclusive
right to exploit the patentsin fields
other than automobile or vehicle
manufacturing.

The above approach may be eas-
ier to obtain approval for by the top
management of LCC and BAC
because the process is simple and
both parties can share in the own-
ershup of the patents.

Approach 3: Step 1: LCC and
BCC jointly file all applications at
the Japanese PTO for inventions
made in the joint R&D program.

Step 2: After the concerned
patents are registered, the name of
the applicant will be changed from
LCC and BAC to LCC or BAC
according to the practical necessi-
ties of the parties.

— In this way, BAC can basically
own the patents related to the auto-
mobile qr vehicle manufacturing
field and LCC can own patents
related to other fields.

Step 3: Concerning patents which
both LCC and BAC want to own,
the names of applicants LCC and
BAC can be maintained as joint
apphcants

Step 4: Concerning such jointly
owned patents, BAC and LCC
would agree n the joint R&D
agreement that BAC owns the
exclusive right to exploit patents in
the automobile or vehucle manufac-
turing fields and LCC owns the
exclusive right to exploit patents in
fields other than automobile or
vehicle manufacturing.

ALLOCATION OF OWNERSHIP
BY EMPLOYMENT

In Japan this is handled the same
asin the US

ALLOCATION OF OWNERSHIP
BY SUBJECT MATTER

182 December 2000

In Japan this is handled the same
as in the U.S.

CROSS LICENSE MAY BE'

" NECESSARY

In Japan this 1s handled the same
as in the U.S.

LICENSES MAY BE NECESSARY
UNDER BACKGROUND
TECHNOLOGY

In Japan this 1s handled the same
as in the U.5

If the jomt development agreement
prcn ides for joint ownersmp by BAC
and LCC of some inventions and
patents, what contract terms are
nceded to protect each party’s exclusive
market?

Again as in the US., LCC would
grant an exclusive lhicense to BAC
to exploit patents in the automobile
and vehicle manufacturing field,
and BAC would grant an exclusive
license to LCC to exploit patents
other than the automobile and
vehicle manufactunng field.

Iri the U.S,, Joint R&D agreement
must provide protection against
either party’s free licensing to third
parties because a joint owner can
grant a license for use of a patent to
any thurd parhes without the con-
sent of the other joint owner.

However, Japanese Patent Law
Section 73 states that a joint owner
of a patent right mav not transfer
his share and may grant neither an
exclusive license nor a nonexclu-
sive license without the consent of
the other joint owners. Because of
this article, a specific protection
clause in a joint R&D to prevent
unlimited. assignment and/or
hcensing to third parties is not nec-
essary

If BAC and LCC jointly own a patent
on a painting system that uses a
unique pain! formulation, will sale of
the paint by LCC give the purchaser
rights under the patent? If so, how can
the agreement restrict that effect?

in Japan this is handled the same
asin the U.S.

What provision should be included
regarding obtaining patent profection
on inventions made durmg the course
of the R&D?

In Japan this is handled the same
as in the U.S.

What prouvisions, if any, are necessary
to permit one or both parties to enforce
jointly owned or exclusively licensed
patents?

There is a considerable difference
in this regard between Japan and
the U.S,, as described below.

1} Exclusive license

An exclusive licensee in Japan
can enforce his exclusive right
without the consent of the patent
owner. Furthermmore, an exclusive
licensee need not ask the patent
owner to participate in any
infringement action.

2) Jointly owned patent

There is no rule in the Japanese
Patent Law covering a joint
owner’s position. According to
Japanese Civil Law 252, a joint
owner can individually sue an
infringer. If the joint owner wins a
case demanding an injunction,
there would be no problems resuix-
ing for the other joint owners of the
patent right. However, if the joint
owner was defeated in such a case,
there is some question as to
whether the other joint owners
could sue the same infringer again.
It is believed that the other joint
owners could sue the infringer
again because they have the right
to protect their own profits.

Concerning a 1equest for pay-
ment of damages from an infringer,
each joint owner can individually
take action for only because the
damages would be different for
each joint owner.

These concepts have already
been clearly adopted in Japanese
Copyright Law Section 117.

Because of Japanese Patent Law
Section 73 as explained in reladon
to Question 4, in Japan, there is no
risk that any joint owner may
license a jointly owned patent to an
infringer without the consent of the
other joint owners who sued the
infringer.
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Allocat_ions of Ownership of Inventions in
Joint Development Agreements —

The Canadian Perspective
by John H. Woodley

If the agreement between LCC and
BAC does not allocate ownerskip of
mventions made by their emplovees
during the course of the R&D pro-
gram, who would cwn the mventions
and patents?

Linder the Canadian Patent Act, a
person who believes he 1s the first
inventor of an invention 15 entitled
to apply for a patent on the inven-
tion! If the inventor assigns his
nghts 1 the invention to another
person, then the proper applicant
will be the person to whom the
invenhicn was assigned *

Where two or more persons by
their joint efforts make an inven-
tion, then the joint inventors
become joint applicants It 1s the
person who conceived the 1dea, not
the one who commerciahzes it who
is the inventor, having regard to the
invention as claimed.! A person
seeking to displace the presump-
tion of joint inventorship made by
the fact that more than one inven-
tor signed the petition, bears a
heavy onus of proof to displace
such a presumption.* On discover-
ing that one or more further appli-
cants should have been jorned in
applying for a patent, such further
applicant or applicants mayv be
joined by a request accompanied
by a new petition naming all of the
original inventors together with the
added inventors.' Similarly, where
1t appears that one or more of the
joint inventors had no part in the
mmvenhon, the application mav be
revised *

1 Patent Act, RSC 1985, ¢ P-4.5 2

21d

3 Comstock Canada v Electec 1+4 . 33 CTR {3d)
29at531{(Ont HC)

4 Windsurfing International [n¢
Ing, {198B5) § CPR {3d) 24) (FC A}

5 Patent Act, RSC 1983, ¢ P-4, 5 3114)

6lds 31(3)

v Frie Sports
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The Patent Act does net provide
guidance as to the ownership of
patents and patent applications
and thus it is the commen law that
governs the issue of ownership.

Unlike the case in the United
States, or the more recent trend in
England. the general rule in
Canada is that an emplovee pro-
ducing an invenhon, even on the
empioyer’s time and using the
emplover’'s equipment, can patent
it in the absence of a contrary
agreement,’ unless the emplover
can establish at least a partial bene-
ficial inter2st' The exception is
when a person is hired to develop
2n invention or is dutv bound to do
so0, in which case equitable princi-
ples mzy te invoked to enforce
trust obligations to the emplover.*
When a person 1s hired for the
express purpose of developing an
invention, whatever new material,
method or process the inventor dis-
covers belongs to the inventor's
emplover.®It s an implied term in
a contract of employment that an
employee is trustee for the
emplover in any invention made in
the course of rescarch as an
employee, unless such implied
term 1s displaced by a contrary
agreement having legal effect.”
However, the invention belongs to
the employee, in the absence of
agreement, if the invention does
not directly arise out of the work
assigned to the emplovee; each case
must be examined on 1ts own
facts.” The court should consider

7 Piper v Prper (1904} 3 OWR 431 at 435 {Ont
CA)

8 Spearman v Renfrew Molybdenum Mines
Ld (1919) 15 OWN 343 at 34445 (Ont HCY;
affd (1920) 17 OWN 406 OntC A

9 Sprreol Corp 0 Puits (1970) 26 CTR (2d) 260
at Ju2 43 tBCTA)

10 Devoe-Holoewn Inc v Yam (1984). 2 CIPR
29 (Que SC)

11 W] Gage Lt v Sugdent [1967) 2 OR 151
at 165-166 {HC)

12 Comstxk Canada = Electer Lid
(3d) 29 a1 86(Ont HC))

. 38 CPR

the nature and context of the
emplover relahonship. Exceptions
to the presumptions which favour
the inventive emplovee include:

{1)  an express contract to the
contrary, or

{2)  where the person was
emploved for the purpose of
inventing or innovating which
reqmres conSLdermg nature and
context of the emplover/emplovee
relationship which include:

{a} the express purpose of
employment;

(b)  whether the emplovee at
the time he was hired had previ-
ously made inventions;

{c)  whether an employer had
incentive plans encouraging prod
uct development;

(d)  whether conduct of the
employer once the nvention had
been created suggested ownership
was held by the emplover;

{e} whether the invention is
the product of a problem nthe
employee was instructed to solve,
(i.e., whether it was his duty to
make inventions);

() whether the employee’s
inventions arose following his con-
sultation through normal company
channels (i.e., was help sought);

{g)  whether the employee was
dealing with highly confidential
information or confidential work;

{h) whether it was a term of
the servant’s employment that he
could not use the idea which he
developed to his own advantage.”

Considering the hypothetical
posed above if these employees are
employed for the purpose of
inventing or innovating and if the

13 id
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inventions are made in the course
of their employment, it is likely
- those inventions will be the prop-
erty of their respective employers.
If an invention is jointly made by
employvees of different employers,
the invention will be jointly owned
by their respective employers
Assuming all inventors are
employees of LCC or BAC and
there is no contractual allocation of
ownership, inventions made solely
by LCC employees would be
owned by LCC, inventions made
solely by emplovees of BAC would
be owned by BAC, and inventions
made by employees of both parties
would be jointly owned by BAC
and LCC.

Should LCC and BAC have agree-
ments with therr employees regarding
mnventions made during the course of
the R&D program?

As noted above the Canadian
Patent act does not address 1ssues
of ownership of inventions and the
patents maturing therefrom. Where
the invention arises in the context
of emplovment the question of
ownership _becomes a contractual
issue. Where the emplovee is
retained for the express purpose of
making inventions, or of directing
his activities toward research or sci-
entific pursuits in the course of
which inventions will probably be
made, there is little doubt that the
invention will belong to the
employer. However, in the absence
of an agreement there will be
uncertainty. General rules for such
cases are not readily established
and the nature of the emplover-
employee relationship must be
examined. Was the emplovee hired
for the express purpose of invent-
ing? Was the idea underlving the
invention, or method of accom-
plishing it, communicated by him
to his employer? Does the inven-
tion reside in the underlying idea,
or in the method of accomplishung
it? Was the relationship between
the employer and employee of a
confidential character? In some
instances it may be that an inven-
tion is not solely that of either the
employer or the emplovee but is a
joint invention. Each case will of
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necessity be decided on its own
facts. The Courts will consider
what the employee was employed
to do. If the invention falls within

the scope'of the employee’s duties
{particularly if the employee has

been hired to solve problems) then
the invention will belong to the
employer. On the other hand, even
if an employee is working on the
inventions at the premises of the
employer, if the invention is out-
side the scope of his employment,
the invention will belong to the
employee.”* The American concept
of a “shop right” has not been well
received in Canadian law "

In a dispute between two parties
as to the true inventor of the inven-
tion disclosed in an issued patent,
the Federal Court mav grant any
appropriate remedy. The scope of
remedies includes a declaration of
invalidity, a declaration of inven-
torship and ownership or any
appropriate remedy known to the
common law or equity. The court
may order any entry in the records
of the patent office relating to the
title to a patent to be vaned as to
name the proper invention or

_ owner.”

Clearly the wav to avoid difficul-

ties is to address these issues con-

tractually at the outset of the
employment relationship. There
are many reasons for doing so, not
the least of which is aveiding the
cost and uncertainties of htigation
at a later date. Moreover, there are
a numnber of other issues that may
be addressed contractually at the
same time. The cooperation of a
former employee may be needed
after he has left the employer. The
input of the inventor in analyzing
the prior art or assisting in revising
the patent claims may be needed,
or the later cooperation of the
inventor may be necessary in legal
proceedings to enforce the patent.
The former emplovee-inventor

14 Russell's Patent (1857 2 DeG & ] 130;
Healey's Applciation {1859), Johnson 165

15 Comstock Canada et al v Llectec Ltd (1991)
38 CPR {3d) 29; Vokes v !feather {1945) 62
RPC 135

16 W[ Gage Lid v. Sugden [1967] 2 O.R. 151
HQO)

17 Comstock Canada et al ¢ Electer Ltd (1991)
BCPR {369

may develop improvements fol-
lowine his employment with the
employer which the employer
would iike to-acquire or -license. -
Trese issues and others can be
addressed at the outset by agree-
ment with the employee.

Particularly where corporate
entities are contemplating a joint
development agreement it is
important, to require each party to
the joint development agreement to
place each employee who is likely
to work on the research and devel-
opment project under an employ-
ment agreement which addresses
these issues to allow the parties to
fulfill their joint development
agreement obligations.

If BAC wants the exclusive night to
exploit the results of R&D i the auto-
mobile industry and LCC wants to
exploit the R&D results elsewhere,
how can rights be allocated in the joint
development agreement?

"In Canada, a patent may be
assigned either as to the whole
interest, or as to any part thereof,
and may be licensed on an exclu-
sive or non-exclusive basis, subject
to wnatever terms and conditions
which parties may agree upon.
However, absent agreement, the
consequences of joint inventorship
resulting in parties becoming co-
owners of a Canadian patent may
be quite different from the rules in
other countries.

As noted earlier the Canadian
Patent Act while providing for
multiple inventors in the applica-
tion process does not otherwise
address issues of ownership and
the exploitation and disposition of
the respective rights of patent co-
owners. Regard must therefore be
had to the limited jurisprudence
pertaining to the independent
rights of a patent co-owner in con-
nection with a jointly owned
patent. The recent decision of the
Britich Columbia Court of Appeal
in Forget v. Specialty Tools of Canada
Inc. confirmed a number of princi-
ples found in earlier cases. First,
Forget confirmed that a patent is a
chose in action and as such is a per-

18 (1995) 62 C.P.R. (3d) 537
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sonal right of property which -can
only be enforced by action, and not

"by taking physical possession. The’
effect of a patent is to exclude oth--

rs from the exploitation of an
nvention rather than to confer
rights with respect to that inven-
tion on the patent holder. Second,
the Court held that the exclusive
right to manufacture 1s an essential
charactenstic of the patent and any
interpretation of the Patent Act
which would have the effect of
depriving a patent of this essential
characteristic would defeat the
purpose underlving this statute.
The Court in Forget stated that in
the case where more than one indi-
vidual holds a patent as co-owner,
anvthing which has the effect of
diluting the exclusive right to man-
ufacture which they coliectively
enjoy would likewise defeat the
legislative purpose underlying the
statute. As such the Court held that
a co-owner could not dispose of
anvthing less than his entire inter-
est in a patent without first obtain-
ing the consent of the other
co-owners. By disposing of only a
portion of his interest, one co-
owner dilutes the interest which
each of the other co-owners have in
the paterit. The Court noted that if
the partial disposition of an interest
in a patent 1s not subject to the con-
sent of the other co-owners there
would be no effective monopoly of
manufacture and the essential
characteristic of a patent would be
destroved. Thus, the consent of the
other co-owners is required to pre-
serve the essential nature of the
patent.

The consent of patent co-owners
is also required 1n connection with
a license of the patent technology.
The Court in Forget held that the
grant of a hicense by a co-owner, no
matter what its terms, disposes of
something less than the entirety of
that co-owner’s interest in the
patent and as such it must be sub-
ject to the control of the other co-
owners, which is exercised by
means of their right to withhold or
grant consent.

No consent however is required
of the other co-owners where one
seeks to dispose of the entirety of
one’s interest in a patent Applying
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the foregoing prinaples, the Court
noted, that it is the dilution of the
effective monopely of the patent

‘collectively enjoved by all co-own-

ers, wiuch makes the valid disposi-
ton by one of only a portion of his
mnterest subject to the consent of the
others The potential for such dilu-
tion, dees not exist where one co-
owner disposes of his entire
interest in a patent. As mayv be
readilv appreciated, the Canadian
rules with regard to jointly owned
patents are quite different from
those in the United States where
each co-owner is entitled to license
others without the consent of the
other co-owners or anv obligation
to account.”” This nght of a U.S.
patent co-owner to grant non-
exclusive licenses has been
described as putting each co-owner
"it the mercy” of any other co-
owner.®

As regards exploitation of
patented technology 1n Canada, it
‘s open to a co-owner of a patent to
do so oneself for ones own profit
without accounting to the other
patent co-owners, provided that
such exploitation is by the patentee
itself and not by an independent
contractor. Thus, with regard  to
exploitation of a patent by the pat-
entees themselves, they are not in
regard to the profits therefrom
trustees for one another.
* Clearly 1n light of the foregoing
in order to facilitate their commer-
cial objectives and to avoid prob-
lems ansing from the consequences
of joint inventorship of the tech-
nologies resulting from the parties’
jomnt research and development
project, the parties should address
1n a joint developmen! agreement
their chuef concerns

Typically, in the absence of an
agreement between the parties, and
presuming that the usual employ-
ment agreements are in place
assigning all project confidential
information, trade-secrets, know
how, inventions and patent nghts
in connection therewith to the
employer, the ngh's of the parties
to the inventions will follow the

1% Schenng Comp v Roussel- UCLAF SA, 104 F.
3d 340 at 343 (Fed Cir 17

20 Ethicon Inc v U S Surgece! Corp , 135 F, 3d
1456 at 1468 (Fed Cir 1998)

employers. That is BAC will be the
owner of inventions made solely

by its employees and LCC will be -

the owner of inventions made
solely by its employees: BAC and
LCC will be joint owners of inven-
tions made by the joint efforts of
their respective employees. A com-
mon approach would be to
expressly confirm this allocation of
ownership nights by agreement.
One problem with allocating own-
ership in this fashion is that the
parties may not end up owning
rights which are critical to their
commercial objectives as it may be
the other party’s emplovees who
are solely responsible for the partic-
ular invention of interest and from
which technology they are now
excluded. To address this issue the
parties may provide by suitable
cross license provisions exclusive
field rights for their respective
areas of commercial endeavour. For
example, LCC would grant an
exclusive license under patents
solely and jointly owned by LCC to
BAC, but only for the automobile
manufacturing industry and BAC
would grant a similar license under
patents solely and jointly owned by
it, for all fields except for the auto-
mobile manufacturing industry.
There are alternatives to the fore-
going approach which may allow
the parties to better achieve their
commercial  objectives.  One
approach is to allocate ownership
by subject matter of interest to a
party. For example, since LCC is in
the paint manufacturing business
and is primarily interested in paint
products, the joint development
agreemnent could provide that all
inventions and patents related to
paint formulations will be owned
by LCC. On the other hand since
BAC's business is automobile man-
ufacturing and its primary interests
in this regard are paint systems and
methods, the joint development
agreement could provide that all
invertions and patents relating to
paint systems and methods will be
owned by BAC. To ensure that
notwithstanding the source of the
invention each party obiains the
rights to the technology that falls
within its area of interest, the par-
ties would agree to assign to the
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other rights in such inventions or
patents that fall within subject mat-
ter identified as relevant to :ts busi-
ness.

Another alternative to fac1htate
the parties’ commercial objectives
is to provide that all inventions and
patents made during the research
and development project will be
owned by one entity to which all
parties will assign their interests
The parties’ joint development
agreement would then provide for
the applicable exclusive field of use
- hicenses necessary to allow the par-
ties to exploit the technology for
their commercial objectives. The
parties may set up a separate joint
venture entity for this purpose or
may choose one of the parties for
example, LCC to be the owner of all
inventions and patents. BAC’s
objectives would be me! 1n this lat-
ter instance by obtaining an exclu-
sive field of use licence permiting
1t to use the inventions and patents
in the automobile industrv and
excluding LCC from this field of
use.

Lastly, it is important for the par-
ties to address in their jount devel-
opment agreement any
pre-existing inventions, patents or
trade secrets which may be rele-
vant or necessary for the other
party to exploit the technology aris-
ing from the joint research and
development project. 1t will assist
BAC little if a key patent owned by
LCC prior to their joint project
effectively blocks BAC's use of the
jointly developed technulogy.
Therefore, the joint development
agreement must provide for the
applicable licenses to preexisting
inventions and patents that are rel-
evant and necessary to the com-
mercial exploitation of the results
of the joint research and develop-
ment project by the parties

If the joint development agreement
provides for joint ownership by BAC
and LCC of some inventions and
patents, what contract lerms are
needed to protect each party’s exclu-
sive markets?

As noted above joint ownership
of inventions and patents in
Canada may have consequences
which may differ from the rules
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applicable in other countries. While
a patent co-owner may itself part
with the whole of its interest in the
patent or. exploit the patent for its
so'e purposes any oiher activity in
the nature of exploiting a patent

will require the consent of the other |

co-owners. .

If, for example, LCC and BAC
jointly own a patent on a paint for-
mulation, BAC may not license
LCD’s competitor under the patent
without LCD’s consent. Since LCC
wants to have exclusive nghts to
paint formulations made during
their joint research and develop-
ment, 1if 1t wants to commercialize
the same beyond using the same
for its own purposes then the rights
which it seeks must be addressed
in the joint development agree-
ment.

One approach, as discussed
above, is cross exclusive field of use
licenses. If BAC grants to LCC
under BAC's interest in the patents
an exclusive license for ali fields
outside of automobile manufac-
ture, then BAC will have noright to
license a third party to compete
with LCC.

. Parties to a joint development

" agreement which are competitors

in any market must aiwavs be
mundful of competition law issues.
In Canada, competiton law mat-
ters may anse under the criminal
remedies  sections of  the
Competition Act or under the
reviewable matters part of the Act
which falls under the jurisdiction
of the Competition Tribunal.
Parties should be particularly sen-
sitive to these concerns when they
are the dominant market partici-
pants as s. 79 of the Compehtion
Act, which makes reviewable con-
duct an abuse of dominant position
may have the widest scope of all of
the Act’'s provisions. Moreover,
though little used, Section 32 of the
Competition Act provides various
remedies in the event a license con-
tains terms which inight constitute
an abuse of the patent.

Another approach which the par-
ties may consider is an agreement
that the parties are permitted to
license other parties subject the
agreed upon license terms which
would include the requirement for
the licensing party to account for

royalties to the other party for its
interest in the jointly owned patert.

I BAC and LCC jointly owna pa!ent on-

a painiing system that uses a unique
paint formulation, will sale of the paint
by LCC give the purchaser rights under
the patent? If so, low can the agreement
restrict that effect?

Where a patentee has sold an arti-
cle covered by his or her patent
without imposing any condition at
the time of sale, the purchaser is
impliedly licensed to deal with the
article free of any objection by the
patentee. The patentee’s rights are
said to be exhausted with respect to
that particular article. If, however,
the patentee made it known to the
initial purchaser, at the time of sale,
that the patentee was imposing a
condition restricting the manufac-
ture, sale or use of the article, it
would be an infringement of the
Canadian patent for the initial pur-
chaser to do in Canada anything in
contravention of such condition.
With regard to the patentee’s exclu-
sive right to sell, knowledge of a
restriction on further resale at the
time of subpurchase, has been held
to be binding on the subpurchaser,
as a matter of patent law, where the
subpurchaser took with knowledge
of the condition.® While it is clear
that one co-owner may without con-
sent of the other, exploit the patent
for his own purposes without
accounting to the other co-owners,
on principle it is less clear that any
sale of the patented product by such
co-owner may carry with it an
implied license to deal with the arti-
cle free of any claim by all co-own-
ers of the patent. While logic
compels that the sale of a patented
product without restrictions by the
co-owner of a patent should exhaust
patentee’s rights in the sold article.
It must be kept in mind that in
Canada the law is clear that a patent
co-owner may not exploit a patent
by granting a license or sub-lice-
senses, without the concurrence of
the other co-owner or co-owners of
the patent.” The underlying ration-

21 Nalional Phonograph Co of Australia Ltd. v.
Menck, [1911] A.C. 336 (P.C)

22 Forget v. Special Tools of Canada inc., (1993)
48 C.PR. (3d) 323
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ale is that to permit a co-owner to
license without the consent of the

other co-owners would undermine

their rights by destroying the value

f the patent. While there s no case
Jdirectly on point1t may be useful to
distinguish the implied license that
accompanies the sale of an
patented product, which does not
impinge on this principle, from
typical licensing  transactions
which have the effect of undermin-
ing the rights of the patent co-own-
ers, such as a license to
manufacture the patented prod-
ucts.

It is not a given in Canada that
the sale of the paint by LCC will
convey to the purchaser the right to
use the patented svstem. As a joint
owner of the patent, LCC cannot
grant a license to the jointly owned
patent pertaining tp the system and
method. LCC would not be
restricted from selling the patented
paint product, and presumably this
would include the implied hcense
to anyv such purchaser to resell the
product Though there 1s no clear
law 1n connection with the exhaus-
tion of nights pertaining to the sale
of products which are the subject of
jointiv-owned patents

Clearly there are advantages to

providing certainty through the
parties agreement. Several options
exist LCC could grant BAC an
exclusive license under the jointlv-
owned patent to the automobile
field. Moreover, such license
should impose an obligation upon
LCC to restrict all of purchasers of
patented products from reselling
such products into the automaobile
field Moreover, LCC should be
obliged to notify all of its cus-
tomers of this resale condition at
the time of sale. This would meet
BAC's objectives with respect o its
field of endeavor, the automobile
manufactuning industry and would
clearly preclude LCC from selling
to BAC's customers or competitors
in the automobile field.

Again to avoid any confusion in
this regard the joint development
agreerment should require LCC to
notifv each of its paint customers
that purchase of the paint which is
the subject of this jointly-owned
patent does not convey a license to
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use the system, method or paint in
the automobile field. As noted ear-
lier a condition imposed at the time
of sale by the patentee restricting
the manufacture, sale or use of the
article, would make it an infringe-
ment of the Canadian patent for the
mmtal purchaser to do in Canada
anvthing in contravention of such
condition.

What provsions should be included
regarding obtanung patent protection
on muventions made during the course
of the R&D?

There are advantages to having
one party responsible for the global
patent strategy, including prosecu-
tion and maintenance. Where the
parhes agree to makimg one party
responsible in this regard it will
still be necessary to provide for the
other parties input Even where the
invention and anv resulting patents
are exclusively licensed to the other
partv 1n a field of use, the other
party may have an interest in what

. countries patents are obtained and

the scope of such patents For exam-
ple, if one party is responsible for
obtaining patent protection for all
joint inventions, a joint develop-
ment agreement should provide for
the other party’s input into which
countries patents will be sought,
the scope of patents to be obtained,
and any decisions to abandon a
patent application or patent

A common practice, is to have
one party select countries for
patent filing and then allow the
other party to add to the list There
are a variety of wavs to address
patent filing and maintenance
costs. Parties may agree to share all
costs. Alternatively, parties may
share costs pertaining to those
countnies in which both parties
elect to obtain patent protection.

Because BAC is interested in the
automobile field, BAC will want to
ensure that the global patent strat-
egy, and the scope uf the patent
claims specifically address its inter-
ests in that field. The joint develop-
ment agreement must provide BAC
with an appropriate level of input
and control pertaining to the
patents which affect its field of
interest. On the other hand if LCC,

subject to BAC’s input, 1s to be
given control over the global patent
strategy, LCC will seek to avoid
having imposed upon it unreason-;
able obligations. In this regard,-the
joint development agreement,must
address issues, such as the extent of
responsibility in the patent prose-
cution process; for example, under
what circumstances may a patent
application be abandoned; must
LCC appeal refusals by the Patent
Office examiners; on the other
hand the agreement must also
address the point in time when
BAC will have the option to take
over prosecution and maintenance
of the patents.

What provisions, if any, are necessary
to pernuit one or both parties to enforce
jointly-owned or exclusrvely licensed
patents?

In Canada the patentee and all
person claiming under the patentee
may bring an action for infringe-
ment.? Persons “claiming under”
the patentee include both exclusive
and non-exclusive licensees, .who
may bring action for damages they
have sustained.™ If the action is
broughi Ly a-party claiming under
the patentee such as a licensee, the
patentee must be a party either as
co-plaintiff or, if the patentee
refuses to join as a co-plaintiff, then
as a defendant. If the joint develop-
ment agreement provides for
exclusive field of use cross licenses,
any action brought by one party
will require that the other party be
made a party to the action, either as
co-plaintiff or as defendant. An
action for infringement of a patent
may be commenced in the appro-
priate court of the province where
the infringement occurred,” or in
the Trial Division of the Federal
Court of Canada.* Only the Federal
Court may declare the patent
invalid as against everyone by way
of an action for impeachment.?

The provincial courts can only
declare a patent invalid as between

23 Patent Act, RSC 1985, C. P, ss. 5%1) and (3)

24 Armstreng Cork Camada Ltd. v. Comco
Industres Ltd, [1982] 1 SCR 907 at 917-920

25 Patent Act, RSC 1985, C. P-4, 5. 54(1)

26 Patent Act, RSC 1985, C. P4, 5. 54(2)

27 Patent Act, RSC 1985, C. P4, 5. 60{1)
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the parties to an action for infringe-
ment.® Where an action for
infringement has been commenced

“in a provincial court and another -

* action for impeachment in the
Federal Court, the Courts are reluc-
tant to stay an action in favour of
the other particularly at the inter-
locutory stages.™ Thus, in Canada
multiple actions concerning the
same 1$$Ues may arise.

Unlike the requirernents in other
Junisdictions if a patent is jointly
owned by LCC and BAC, it is not
necessary to name both parties in a
suit for infringement to maintain
the action. Nonetheless, there mav
be advantages to having both par-
ties before the Court, or at least
partiaipating in a cooperative man-
ner in support of the action. A joint
development agreement, therefore,
should include a provision that
requires each joint owner to coop-
erate with the other joint owner 1n
any infringement suit The joint
development agreement may place
limitations on the cooperation
which a joint owner must provide.
Moreover, the agreement should
also allocate costs of the lihgation
and the proceeds therefrom
amongst  the joint  owners.
Additionally, other issues may
arise in connection with the litiga-
tion which may impact on the par-
ties” rights in the patents. For
example, should there be anv con-
straints on the parameters of trial
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strategy pertaining to admissions

- affeching patent validity or claim

construction.  An_ attempt to
address these issues or a mecha-
rusn: - for responding to them
should be provided for in the joint
development agreement

Since a joint owner's consent will
be required to any license of the
patent, there is little concern for the
issues raised by recent U.S deci-
sions.® However, the ability to
grant a hcense may be required as
part of a settlement of an infringe-
ment suit and the joint develop-
men! agreement mayv subject to
appiopriate terms, require the par-
ties’ cooperation in this regard.

SUMMARY

In Canada the general approach
to the allocation of ownership and
rights in situattons where two or
more parties cooperate in the
development of a technology or a
procuct of common interest is not
dissimilar from that applicable in
other major countnes, in particular
the Uruted States. However, as seen
above there are some nuances

W Dommen Mard Orde Productic & Weder
119771 1 FC 141 a1 143144 (FCTTY)

20 Eh Lally & Co v Novopharm Ltd (1995), 60
CPR (3d) 417 at 437 (FCTD) Meple Creek
Manufactuning & Marketing Ine v Hanson
Marketing Inc (1997). 72 CPR (3d) 417 {Ont Gen
D)

unique to Canadian patent law
which should not be overlooked in
a joint development agreement
involving a Canadian party or cth-
erwise subject to Canadian law. in

‘parh'cular, first, as noted above,

unlike the case in the United States,
or the more recent trend in
England, the general rule in
Canada is that an employee pro-
ducing an invention, even on the
employer’s time and using the
emplover’s equipment, will be the
party entitled to patent the inven-
tion in the absence of an agreement
to the contrary; the exception being
where an emplovee 15 specifically
hired for the purpose of engaging
in such development activities,
Second, the consent of all patent co-
owners is required in order for a
co-owner to dispose of less than its
entire interest; a license is consid-
ered to be a disposition requiring
the consent of the other co-owners.
Lastly, in Canada, multiple actions
in connection with the same patent
are not unknown and non-exclu-
sive licensees may bring an action
for infringement. These unique
aspects of the law applicable to
inventions in Canada should be
kept in nind when negotiating a
joint development agreement that
may be subject to Canadian law.

30 Scherning Corp v Roussel-UCLAF SA, 104 F.
3d 3471 at 33 (Fed. Cur. 1997}, Ethicon, Inc. v
U.5 Surgical Corp, 135 F. 3d 1456 at 1468 (Fed.
Cir. 1998)

les Nouvelles



Why Trade

Secrets Can Be -

So Valuable

BY JAMES POOLEY*
and WALTER BRATIC**

S

The humble trade secret created
on common law is viewed with
greater reverence today. Why?

he lawvers for the U.5. high-
T tech company DSC Com-

munications understandably
cheered when they received a jury
verdict for $369 million. But their
client wasn’t as happy. The case
alleged theft of trade secrets against
former employvees who started theur
own company. The verdict (reduc-
ed by the judge to a mere $137
million) certainly was big. But the
judge ultimately ruled that the ver-
dict amounted to an election of
remedies. DSC had in effect ten-
dered a license to its new com-
petitor, and could not obtain the in-
junction it wanted. DSC Communi-
cations v. Next Level Communmications,
107 F.3d 322 (5th Cir. 1997).

We cite this case not for civil pro-
cedure, or for client relations
(although it teaches lessons on
both.) Rather, it stands as one re-
cent example of how valuable trade
secrets can be. Another is the judg-
ment rendered in California in 1994
in the Stac v. Microsoft case, which
is largely famous for awarding $120
million for patent infringement
against Microsoft. Much less well
known — but arguably more impor-
tant — was the $13 million verdict
in Microsoft’s favor on its counter-
claim for misappropriation of trade
secrets, which contributed mightily
to the evenutal settlement allowing

Microsoft to acquire a portion of the -

much smaller company.

Through much of the 1990s the
international business community
was treated to extensive news cover-
age of corpcrate warfare in the
General Motors lawsuit and crim-
inal investigatior launched against
Volkswagen, over the departure of
GM'’s famed executive Ignacio Lopez
de Arriortua. Whatever might be
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said about the underlying motiva-
tions for this fistfight, obviously
GM valued very highly Mr. Lopez’
knowledge of its methods for
achieving cost savings and econom-
ies of scale. Settled for $100 million
after years of acrimony and expen-
sive, diversionary litigation, the
case exemplifies the emotional com-
mitment behind trade secret
disputes. ]

Put aside htigation. Business ex-
amples of trade secret focus are
similarly common. G.D. Searle,
owner of the Nutrasweet® brand of
aspartame, has secured dominance
in the artificial sweetener market,
extending the effect of its now-
expired patents, by keeping its
manufacturing know-how a secret.
In effect, no one can make the stuff,
whatever name it’s given, as cheap-
ly as Searle. Many vears ago, Du-
Pont discovered a method of manu-
facturing a whitening agent now
used in products from paper to
foods. Opting for trade secret pro-
tection, the company still enjoys the
commercial advantage of this in-
vention, more than 40 vears after a
patent would have expired.

Why is it that the humble trade
secret — this creature of the com-
mon law that seems frequently
overlooked as the “fourth leg”
(along with patent, copyright and
trademark) of inteliectual property
law — has come to such promin-
ence in the modern corporation’s
quest for intellectual capital? One
answer is that all patents begin their
life as trade secrets, while the ap-
plication remains hidden from com-
petitors and the public. Not that
trade secrets depend for their value
on eventual transformation into
patents. Manv compar.ies employ
a combination of trade secret and
patent strategies to provide sub-
stantive protection to their innova-
tions, in combination with a skilled

work force and financial resources,
to develop and maintain a com-
petitive edge in product and ser-
vices markets.

But a number of advantages ap-
pear when one considers the trade
secret form of protection in the con-
text of the modern information
economy. Most importantly, it is
the sheer breadth of subject matter
coverage that distinguishes trade
secrets. Consider the diagram
showing the comparison of forms
of IP.

We see that trade secret coverage
extends far beyond that which ap-
plies to patents. Patents apply
onlyto a subset of ““technical”” trade
secrets — truly novel and usefu] in-
ventions advancing the art of
manufacture (or, of more recent
vintage, methods of doing business -
on the Internet). As to technical in-
formation, trade secret law stretches
much farther, for example, to cover
all of the “"negative data (inventions
or processes that don’t work, or
work less well) that reflect the vast
bulk of a company’s research ef-
forts. Technical secrets also include
computer source code, mechanical
drawings and the details of
manufacturing processes. Fre-
quently, trade secrets are referred
to as ‘"know-how’’ (although that
term is not consistently used either
in court decisions or in business
transactions). Without legal protec-
tion for this information, com-
petitors would be able to sprint
almost abreast of any heavily-
invested technology company
simply by hiring away one or two
knowledgeable employees.

*Sentor Partner, Gray, Cary Ware &
Freidenrich, Palo Alto, California.
**Vice-Chairman, Technology &
Dispute Resolution Consulting, Inc.,
Houston, Texas.
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COMPARISION OF FORMS OF IP

Patantable
Subjact Matter

Technical Information

Trade Secrets

Business Ascertainable

Readily Ascertainable

<4 Beyond Technical Data »

But trade secret protection goes
well beyond technical data, to cover
the (presumably) much larger uni-
verse of '‘business information,”’
such as marketing plans, business
strategies, and information about
customers, emplovees and special
sources of supply. Consider the
modest example of a construction
company using proprietary soft-
ware to estimate labor costs against
job requirements in formulating a
bid. The raw data on cost and pro-
ductivity, derived from vears of ex-
perience, can be just as important
in the finished bid as the technical
software tool. If the success (or
even survival) of the modem cor-
poraton depends on harnessing
competitive advantage from infor-
mation, then trade secret law sup-
plies the necessary platform.

Excluded from coverage are areas
that should be obvious: information
that is generally known, for exam-
ple, because it is found in a com-
mon refereice work. Recognizing
the importance of free mobility of
labor, the law also refuses to sup-
port a property interest in the skills
of an ernployee, even if developed
on the job at the employer’s ex-
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pense. Finally, the definition of a
trade secret will not extend to infor-
mation that, although nominally
secret, is so easy and quick to
reproduce from known data that it
is considered '‘readily ascertain-
able.”” But apart from these three
exceptions, wvirtually all useful
business information qualifies.
Unlike patents, novelty is not a re-
quirement. In fact, protectable trade
secrets can exist in combinations of
data, each bit of which is well
known to the relevant industry.

Trade secrets differ from patents
in other ways that affect their value.
Notably, they can be relatively free
and easy to obtain. Establishing a
protectable secret requires no ap-
plication or negotiation with a
bureaucrat. [t is evidenced not by
a certificate, but by the records of
the business that demonstrate the
investment that produced it and the
continuing efforts to protect its con-
fidentiality. The front-end invest-
ments typical of a patent applica-
tion — attorneys’ fees and filing
fees — are avoided. The flip side of
this attribute, of course, if that the
corperation’s ability to protect the
information in court is somewhat
more in doubt.

Only in the context of litigation

are trade secrets meaningfully
defined and their ownersh.p ascer-
tained. Thus, while the investment
in their creation-may-be nominal,
their value is generally considered-
to be more difficult to determine
and therefore more of a challenge
to license for consideration, than is
true of patents. This is one reason
why obtaining patents as a defen-
sive strategy will almost always be
important, regardless of the relative
merits of protecting some of a com-
pany’s data as trade secrets. If a
competitor asserts patent infringe-
ment, normally you cannot counter
with your trade secrets. You must
have relevant, valuable patents to
“’trade’’ for freedom to operate.

Enforcement is another mark of
difference. Patents can be enforced
against “innocent’” infringers,
while a misappropriation claim
typically rests on demonstrating a
confidential relationship with the
owner somewhere in the chain of
custody. But to make out a patent
infringement claim, one must first
discover the infringing act. This is
why some technologies are more
likely to be protected by trade secret
law than by patent.

Processes defined in a patent, for
example, are published for the
world to see, but their unlicensed
employment in a foreign facility is
exceedingly hard to detect. A good
example is the manufacture of
semiconductor devices. The entire
process of producing a chip — from
growing the crystalline cylinder
through masking and etching the
wafer to final testing of the finish-
ed die — can encompecs over a
thousand separate procedures or
processes. While some .of these
processes may produce a unique,
identifiable *“marker’’ in the end
product, most are just variations on
a standard ‘‘cookbook,’” and it is
impossible to devine what recipe
was used merely by examining the
finished product. Accordingly,
semiconductor process technology
typically will be protected by a com-
bination of some patents and a
great deal of trade secrets.

-4 Obvious Difference »

Perhaps the most obvious dif-

les Nouvelles



“ference. between a patent and a

“trade secret is that the former is -

"ipublic and the latter not. Indeed,

one might wonder why the law
would recognize such apparently
opposing methods of protecting in-
formation. The patent grants a nght
to exclude others from making or
selling an invention. This exception
to the general prohibition on
monopolies resuits from a specific
bargain; the perceived benefit to the

ublic — in inspiration for further
technical advancements — from
disclosure of the invention, in
return for a time-limited nght to ea-
clude others from using it. In the
U.S., it was argued for years that
the patent system, enshrined in the
Constitution, should preempt the
“"weaker’’ form of protection of-
fered for secrets under the common
law. This debate was settled in 1974
by the U.S. Supreme Court in
Kewanee Oil Co. v. Bicron Corp , 416
U.S 470, the court explaining that
the common law of trade secrecy
served the valid social aims of re-
specting confidential relationships
and promoting ethical business be-
vior, and as a practical matter com-
plemented rather than interfered

with the statutory patent right.

Since that time the acceptance of
trade secret law has been even
more firmly established by adop-
tion mn more than 40 states of the
Uniform Trade Secrets Act, and by
issuance in 1995 of the authontative
Restatement (Third) of Unfair Com-
petition (covering trade secret law
in sections 39 through 45).

For commercial purposes, the
single most sigmficant distinction
between patents and trade secrets
is exclusivity. A patent provides ex-
clusionary rights against all others.
But it lasts only 20 vears, while a
secret lives forever, at least poten-
tially. And here is the major risk
factor affecting the value of most
trade secrets. Trade secret law pro-
vides no guaranteed exclusivity.
Even assuming that the information
continues to provide a competitive
advantage,it must remain a secret.
if it becomes krown through
carelessness, or if someone else
discovers it, either independently
or by “‘reverse engineering’’ a mar-
keted product, the information 1s
no longer exclusive. Of course,
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value may remain if an indepen-
dent discoverer also treats the
discovery as a secret. Indeed, it is
commaon for the same secrel to be

in use by several competitors within

an industry, who guard 1t {and the
fact of its use) from all others. Only
when the information becomes
generally known does it lose its
protectable status

But there can be ne guaraniee
that another holder of secret infor-
mation will keep 1t that way In fact,
under current U.5. law the inven-
tor whao elects trade secret protec-
tion accepts the nsk that another in-
ventor will seek and obtain patent
protection, thereby excluding the
oniginal inventor from using his
own creation The U.S. patent sys-
tem, unique in the world in this
respect, awards priority of nght to
the first inventor, rather than to the
first to file for a patent. However,
in judging the novelty of an inven-
tion no consideration is given to
any “'prior art”’ that has been ““sup-
pressed or concealed.”” Legislation
is currently under consideration in
the Congress that would provide
limited protection to “‘prior users”’
of business systems that otherwise
would be the subject of patent in-
fringement claims. But the subject
remains highly controversial, and
this risk is likelv to remain with
trade secret holders for the in-
definite future,

-4 Important Factor »

The inherent risk of independent
development is therefore an impor-
tant factor in valuation of a trade
secret. In general terms, this is
measured by the time, effort and
expense that would be required for
a competitor to duphcate the infor-
mation. We call this the “head
start,” a measure frequently em-
ploved by courts who are asked to
issue a perpetual injunction. While
one response mav be to invite the
defendant to return to court if the
secret becomes known without his
fault, some judges attempt to pre-
dict the likely life of the claimed
secret. That is of course an essen-
tiaily speculative endeavor.

While many of the more mun-
dane process secrets eventually
either lose their value or become

known, others, like Coca-Cola’s
famous formula, show no signs of
detenoration. In this way, we might
consider cne a'spect of a trade

. secret’s value in reference to its

relative ease of duplication. At one
end of the scale is information that
15 50 easy ta discover that it cannot
quahfy for protection at all. At the
other end are placed presumably
impenetrable formulae like Coca-
Cola’s.

It is in the field of licensing that
this essentiallv unpredictable life of
trade secrets can be most useful. A
pair of cases makes the point. In
Aromson v. Quick Point Penail Co , 440
U.S. 257 (1979). the Supreme Court
upheld enforcement of a contract’
for royalties on a key chain covered
by a pending patent application.
The inventor was to be paid a 5%
royalty if the patent issued, half
that amount if it did not. After the
device was on the market, where it
could easily be reverse engineered,
the patent application was rejected.
But the licensee had to pay, even if
it was the only entity in the world
burdened by a royalty. And in War-
ner-Lambert Pharmaceutical Company,
Inc., v. John]. Reynolds, Inc., 178 F. |
Supp. 655 (5.D.N.Y. 1959), the court”
considered the 1880s-era license to
the formula for Listerine® , still pro-
ducing royalties to the licensor’s
heirs 25 years after the formula had
become public. Again, the licensee
was held permanently bound by
the bargain it struck in return for
early disclosure of the secret.

Most often this notion finds ap-
plication in what are called “"hy-
brid"’ licenses, consisting of grants
under both patents and related
trade secrets. While patent terms
and their royalties expire in a mat-
ter of years, the indefinite life of
trade secrets will normally support
a virtually perpetual royalty obliga-
tion. There are two distinct risks
faced by the hybrid licensor, how-
ever. The first is that the trade
secret (or ‘'know-how'’) must be
sufficiently related to the patented
technology to provide a meaningful
combi:ation, but still not violate the
patent law’s requirement that the
“'best mode’’ of employing the pa-
tented invention be disclosed in the
original application.

The second risk is that the license
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TM PROTECTION IN THE U.S.

' Paient B Copyright Trademark Trade Secret

Law Federal Statute Federal Statute Federal and State | Statecommon law,

statute ' some statute

Protects inventions Form of expression Source/confusion | Information

Scope Narrow Narrow Narrow Narrow Broad

Lasts 20 years from filing] Author’s life + term of | Potentially Potentially
years Indefinite Indefinite

Exclusivity Yes Yes (Subject to Yes No
independent creation)

Registration Yes Yes Yes Yes

will be deemed an unlawful exten-
sion of the patent grant by unrea-
sonably intertwining it with trade
secret rights, even where the com-
bination was not apparently de-
signed to avoid the antitrust laws,
as in 5t. Regts Paper Co. v. Royal In-
dustries, 552 F.2d 309 (9th Cir. 1979).
Therefore, licensors are well advis-
ed to carefully separate the con-
sideration applicable to the patent
and trade secret portions of a tech-
nology license.

The core aspect of trade secret
value lies in the competitive advan-
tage it confers on the business that
owns the information. Successful-
ly maintaining information as a

secret counts for nothing if the in-
formation does not continue to pro-
vide an edge in companton with
the product or service output of
one’s competitors. Defining the
scope and significance of that ad-
vantage is not always easy, in part
because it requires differentiation
from other factors that can affect a
company’s market position, rev-
enues or profits. How does the in-
formation improve economies of
scale, lower the cost of manufacture
or distribution, or reduce failure
rates or inventory obsolescence?
There are no precise, one-size-fits-
all formulae that calculate the value
added to a busincss Ly a bit of trade

secret information. But in making
decisions about prospective in-
vestments in research, in produc-
tion facilities and in other hard
assets, business owners constantly
make judgments based on the per-
ception that the investment ulti-
mately will provide a *‘leg up’* on
the competition. In the increasingly
information-based economy, those
judgments are made faster and with
more consequence every day. It is
trade secret-law that provides pri-
mary protection to those invest-
ments. Without a thoughtful plan to
identify and protect trade secrets,
any business leaves a gaping hole in
its -1+rellectual property strategy.
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LETTER TO EDITOR

The September les Nourelles (page 9 of the blue sec-
tion contained a review ("'New Guide for Establishing
Damage"’) of my new book Intellectual Property Infringe-
ment Damages. Brian G. Brunsvold wrote a very nice
review for which I am grateful, but a misunderstanding
was contained in his review. In his review he states that
"“The author unequivocally describes the 25% rule as
applied to gross profits This is contrary to the
reviewer's understanding and case law recogrution that
the 25% rule is applied to net profits before tax."*)

On pages 171 through 174, | talk about the 25% rule.
I spedifically talk about the way it must be applied for
it to be useful and explain that it should be applied to
operating income (in generally accepted accounting
pnnciple definitions operating profit is typically

uivalent to net income glore tax) and not gross profits.

Ir. Brunsvold and 1 completely agree that the 25%
rule should not be applied to gross profits. The oruy
problem is that he has misstated my position.

Thank you for reviewing my book.

Sincerelv,

Russell L. Farr

les Nouvelles
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Filing a patent application is a business decision, and, like
any major business decision, it should be carefully
considered in light of applicable factors. The key factors
discussed include Cost, Ability to Obtain and Enforce, Need
for Exclusivity, and Return on Investment.

To maximize the chance for an adequate return on
investment, the decision process cannot stop with the filing
decision. The filing decision is just the first in a series of
portfolio management decisions needed. At every logical
decision point (PCT national phase entry, EPO validation,
etc.) and also on a periodic basis (yearly, bi-yearly) each
application/patent should be reviewed. Applications/patents
no longer meeting your criterian should be abandoned.



For applicants who license or sell their patents, an actual
ROI can be determined from the investment and the
revenue from the patent sale or license.

A patent is a business tool. In all cases, an applicant must
expect an adequate return on the investment on money
needed to obtain and maintain each patent application. A
patent must “pay its own way,” and provide adequate
revenue (in one form or another) for the patent holder. If it
~does not, then the patent is a drain on the business and
(most likely) should not have been filed.



Obtaining an adequate return on the investment (ROI)
made in filing, obtaining and maintaining patent
applications is a critical factor in the filing decision.
Unfortunately neither the existence nor magnitude of
the ROl is known at the time the applications are filed.
One can only rely on past experience and future
projections to try and f‘guesstimate” the expected ROI.

For applicants manufacturing and/or selling a product,
learning the actual ROl may be impossible — you will
never really know if the absence of a filed patent would
have affected your commercial success, or vice versa.
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For what period of time and where is exclusivity
commercially important? How long does it take
to get a patent in these countries? What is the

local law regarding provisional protection?

What is your patenting budget? What other developments
are competing for this budget money?

And, as we have discussed...

What is the current state of the patent and enforcement
system? lIs it changing for the better? Worse?

What does it cost?
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Is the invention on-point with your marketing strategy or
Is it defensive?

What are the consequences to your business if the
invention is copied in some/all countries?

By geographic area, what is more important, exclusivity,
freedom-to-practice or both?
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How easy (or difficult) would it be for a third party to copy
the invention? Is there an incentive to copy your
invention in “unprotected” countries?

How costly would it be for a third party to copy and market
the invention?

What is the smallest market size that would economically
justify a third party copying the invention?



.-L oa*-‘_ . Qta-: o ] . e 2 . o 3 Lo . E".m- ~.? . . o &g .
e BusihessiCommercial Need for BExclusivity

Where is the market for the invention - local, regional,
global? Who is the customer for the invention?
Who is the competition?

Where will the claimed product be manufactured or the
claimed process used? Where does the competition
manufacture its products?

How easy (or difficult) would it be for competition to
design around the claimed invention? How long and
what resources would it take?
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The BusinessiGomumergial Negd for Baoluaiviny
It is not possible to answer this questlon generically. The
business needs of each individual applicant vary too greatly to

give a stock formula or universal plan.

Each applicant must look at their individual business plans,
past experience in similar considerations, future expectations —
theirs and those of any expected licensees, to decide where to

enter the national phase.

After considering their plans and past experiences, |
suggest answering some basic questions to aid in making the final

national phase entry decisions:
Homember:
ANY PLACE YOU DO FILE SHOULD PROVIDE AN
ADEQUATE RETURN ON YOUR FILING INVESTMENT.
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The Business/Commaercial Need for BExclusivily

There are no formulas or schemes to make the filing
decisions. Each filing decision will depend on a
number of factors that vary dramatically across the
business community; every business, every product
category, has individual and diverse goals and needs.

To aid in making the business decision regarding
where to file, | suggest each applicant consider a

series of questions.

o, #
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ANY PLACE YOU DO FILE SHOULD PROVIDE AN
ADEQUATE RETURN ON YOUR FILING INVESTMENT.
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The single most important consideration in deéiding
where to file is the business need for exclusivity in the
country under consideration.

A strong business need should outweigh every
criterion we have previously discussed. If exclusivity
is required for a successful business venture, then
filing in a high cost country with a low rated patent and
enforcement system may be justified.

i i, ¥
3 £ 3 0 MR g-:‘;iq. g
PFERIROITIIeE;

ANY PLACE YOU DON’T FILE YOU HAVE NO CLAIMTO
EXCLUSIVITY.



[/

[[]]]

[ ]

|\

VA

/]
[[]]]

VAN




IT7 W51

Final Thoughts Regarding Patent
and Enforcement Systems

The “art” in factoring patent and enforcement system
evaluation data into the consideration of where to file lies
in the ability to “see the future” and judge where the
system will be at the time you will be prosecuting and
later enforcing your patent.

It is not easy, but for proper filing decisions, for proper
patent portfolio management, and to help insure the
maximum return on your IP protection expenditures, each
applicant, each practitioner must keep up-to-date on the
patent and enforcement systems of interest and
continually update the relative position of each country in
relation to their particular vision of the “ideal” system.



Final Thoughts Regarding Patent
and Enforcement Systems

The life of a granted patent is 20 years from the date of
filing.

The evaluation of fhe patent and enforcement systems that
will impact your filing decision is made before this 20-year

period begins.

Patent (and other) laws, patent offices and court systems
can and do change with time. A poor enforcement system
today may improve and be a good system some years in
the future.

Your patent application will probably take from 3 to 5 years
to grant. Enforcement will be sometime after that.
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An Evaluation

The charts are not to be viewed as promoting or
denigrating any countries patent or enforcement system.
It simply provides a single opinion of how the various
systems compare to one another using the standard of a
“mythical” good, workable and realistic patent and
enforcement system as envisioned by one group of

| people.

Different evaluators using a different set of criterion for

their “standard patent and enforcement system” could

easily come to very different conclusions regarding the
relative position of the various systems.



This data was compared to our own vision of a workable,
competent, fair and realistic patent and enforcement
system. |

Our comparison between the experiential data from these
multiple sources and our vision of a good, workable
system resulted in a chart detailing our conclusions
regarding the relative positions of various patent and

enforcement systems to one another.

-
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An Evaluation

Over the past several years we gathered input in an attempt to
fully understand and evaluate a number of patent and legal
systems. In our efforts, we gathered information, opinions
and impressions from a wide variety of sources:

4 Our own experience with filing, prosecution and
enforcement

€ The experience and conclusions of several global law
firms

€ The input and experience of our local agents in the
specific countries

€ Reports from the Office of the U.S. Trade Representative

€ Any other experienced and trusted input on the subject



Considerations relating to
Considerations relating to obtaining an enforceable patent
enforcing the patent right

The Current and Expected Future
State of the Patent Law

Key Considerations Relating to
Enforcing the Patent Right

* Political/judicial climate:

neutral or pro- or anti- patent
| neutral or pro- or anti- foreign patentee
€ Announced/Expected/Contemplated changes in
enforcement procedures/systems/timing/costs

€ Changes in political/judicial attitudes towards patents
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Considerations relating to

Considerations relating to obtaining an enforceable patent

enforcing the patent right The Current and Expected Future

State of the Patent Law

Available remedies for infringement under local law

Preliminary/permanent injunctions, Seizure actions, Border actions, Availability
of and amounts of/limits on damage awards, Criminal/civil penalties, etc.

System(s) for dispute resolution

Civil courts, Patent courts, Patent Office proceedings, Separate validity and
infringement proceedings, Mediation, Arbitration, etc.

How long for resolution? How expensive?
Availability of and rules of discovery
Technical competence of courts

Historical level and direction of any court bias
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Considerations relating to

The Current and Expected obtaining an enforceable patent

Future State of the Patent

Law Considerations relating to

enforcing the patent right

Ke\LConsiderations Relating to the
tate of the Patent {anc Other) Lawis)

Working requirements/Consequences of non-working
Parallel imports

Prior user rights

Border Protection |

Technology transfer requirements/restrictions

Other legal and regulatory requirements/laws

Announced/Expected/Contemplated changes in the Law
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Considerations relating to

The Current and Expected obtaining an enforceable patent

Future State of the Patent

Law Considerations relating to

enforcing the patent right

Patentable and unpatentable subject matter

Pharmaceuticals, Secondary Uses, Business Methods, Software,

Methods of Medical Treatment, Chemical Compounds, etc.

Novelty standards (for both publication and use)

“Grace” periods following public exposure

GATT/TRIPS compliance; Paris Conv./WTO membership
PCT and/or regional office membership

Provisional protection following publication/laying open

i



The Current and
Expected Future State of
the Patent Law

Considerations relating to obtaining
an enforceable patent

g ]
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'a".:::f \“‘i‘";‘" Considerations relating
LY to enforcing the patent

right

Key Con3|derat|ons Relatin ng to
Obtaining a Patent

Of the key areas to consider when deﬁ@rmmmg whem to
file, this is the least important because:

An applicant has some degree of control over the
outcome of the filing and prosecution process. An
applicant can prevent a case from issuing with a
claim scope that is beyond which the applicant is
entitled through amendment in light of all prior art
known to the applicant. This is true regardless of
the competency of the examination or any of the
other factors imposed on the application by the
particular patent system.



The Current and
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Considerations relating to obtaining Expected Future State of
the Patent Law

an enforceable patent

Considerations relating

to enforcing the patent

right

Ke\LConS|derat|ons Relatlngto

In short:

What are the chances of obtaining
a valid and enforceable patent in
a reasonable length of time and at
a reasonable cost?



The Current and
Expected Future State of

Considerations relating to obtaining the Patent L
aw

an enforceable patent

Considerations relating
to enforcing the patent
right

Key ConS|derat|ons Relatlng_tg
Obtaining a Patent

Cost and ease of filing and prosecution
Competence and reasonableness of examiners
Duration of examination

Quality of examination

Type, duration, cost and reasonableness of appeals

Type, duration and cost of oppositions

® ¢ ¢ ¢ ¢ 0 o

AnnouncedlExpectedlContemplated changes in
patent office operations
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Including:

€ Considerations relating to obtaining an enforceable
patent including timing, quality of examination, etc.

€ The Current and Expected Future State of the Patent Law

¢ Considerations relating to enforcing the patent right,
including costs, timing, immediate remedies, long-term
remedies, availability/size of damage awards, etc.
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For any application, the cost to file,
obtain and maintain a patent in any given
country at any given time is fixed and
generally known. This cost defines the
extent of the monetary investment being
made to obtain exclusivity.

The remaining factors introduce
intangibles -- business and legal
judgment, business goals, evolving laws
and rules, politics, etc. into the equation.



et professional: costs change over time.
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Relative Cost to Obtain and Maintain A Patent
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Relative Cost to

United States

PCT |

EPOvia PCT

South Korea
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Brazil
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Russia
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The cost to file, prosecute, grant and
maintain a patent varies widely by
country.

Comparing the costs across different
countries during various periods of
time In a patent’s life show the
breadth of this variation.
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With this potential level of investment in every
invention, each individual filing must be carefully
considered relative to several factors:

\ Cost
Ability to Obtain and Enforce
Need for Exclusivity

Return on Investment



Global Patenting is Costl

Obtaining & Maintaining Patents
Invention in the 50+

Major Countries of the World
Costs More Than ...
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