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Lntroduction
The purpose of this paper is to look more closely into one aspect of the condi-
tions governing th. activities of indugtrial enterpriscs oper ting under licensing

arraigement c.

iese conditions arec greatly influenced by the terms of the agreements concluded
with the licensing firms, a critical area of cuch agreements being the specified method
of payment.

In the course of time, Loth parties incur the conscquences of the provisions which
go into cffect upon conclusion of the agreements in the case of the licensor, those
which he has required of the licensee; in the case of the licensee, those which he
has undertaken to fulfil.

To the degrce that these provisions prove ircalistic", the agreement can be imple-
mented without unsettling pressure from either party, but if the data and judgements
upon which expectations werc based are later belicd by the facts, conditions are bound
to arise in which one or both parties will guffer cconomic loss, possibly leading to a

break in relations and temination of the part nership.

The aim of this paper is teo shed light on the logic behind the selection of a
particular method of payment under a licensiug agreement. Many additional factors
requiring analysis fall outside the scope of these remarks, whose broad purpose is to
express certain factors which arc usually regarded as purely subjective in the form of
objective and expl oit variables.

The next step aftcr this analysis would be to interpret real figures - the
royalties and fixed fees actually negotiated on the basis of expectations and operating
conditions in different arcas of activity. The purpose of this is not only to gain an
understunding of ihe actual process, but also to guide it towards the kind of rational
functioning that can guaramtce to the partics involved - and thus to the entire economy -
an efficient use of their rcsources.

The different mothode of payment

Enterprisee usually pay for technology in one of the following wayst

-

1a The lump--swn paomewt-of a fived fen nada at the begimning of the operat ion;

2. Poyment of e precetermined fee to bo remitted over an agreed number of
perioiio instalments;
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3+« Royalties on the value of salcs,
4« Royalties on the nmmber of units sold or produced;
5 Paymemt o1 an initial fee and royalties on sales or quantities;

6. Periodic fixed frc plus royaltics on sales or quantities whenever such

sales or quancitics cxcced previously agreei lower limitag;

T. Payment of an initial fec plus a fived periodic fee plus royalties on
sales or quantitics after theae reach a certain levele

Close examination of these methods of payncent reveals that they are no more than
variante or combinations of two basic principles: the payment of a fee determined in
advanoe, or the payment of a fee which is not determincd in advance but is calculated

over a period of time in accordance with certain variablc factors.

These two basic principles appear altcrnatively or jointly in the methods of
payment listed above, the particular way in whicl they are epplied depending mainly
on the licensor's degree of monopoly, the amount of information availaile to the
licensee and the conditions under vhich he operatcc, and finally the perception of
these conditions by beth partics.

Any financial assistance offecred to ihe purchager by the scller of the technology
may also be rclevant, as might te the case in methods 2, 6 and 7. By way of illustra-
tion, method 2 - the payment of a pPrearranged fce cover an agrced number of periodic
instalments - is conceptually identical to method 1, the only difference being that the

agreed fee is paid over time and may incluce an additional amount as in‘l‘.ercs.rt.:l

Under methods 1 and 2, the licensor enjovs the greatest guarantee of a fixed
return for his tcchnelogy, rcgardless of the cconomic success of its application. For
his part, the licensec assumes an obligation to the licensor binding him to meet the
economioc conditions imposod, rcgardless of how he appliecs the know-how he has purchased,

This dissociation of the licensor from the commercial success or failure of the
technology he sells means that, in the event of success, hc receives no further pay-
ment over and above the sum initially negotiated.

_]/ We shall employ the terms "licensor" and "licensec" even when it might be
more acourate to say "buyer" and *seller or "giver" and 'reoipiemt",
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In short, thc licenser in thic czgo may be said to obtain a guarantccd return
whatcver the rosult, in cxchangs for forfeiting the right to profit from the liccensce's ‘
skill in economic management. The latter, on thé other Land, acquircs the right to
full enjoimemt of hix potentinl ecenemic svecess in return for the risk of having to '

pay even in the cvent of failurce.

Conceptually oppositc to nethocs 1 and .. arc mothods 3 and 4, which involve
straight royaltics on cither seles or cuantities. slthough it is truc that these
methods rarely occur in the form stuted, but arc usually combined with the first two
(_v‘ig_g methode S, O and (), they ars ineludod here in erder to clarify the basic issuos

so that morc ~omplux cascs may be intcerprotod.

Straight royzlticgc, whether en salos or quantititics, thus imply a licensor—

licensec rclationship different from that which ariscs when a fixed fee is paid.

A grapaic rcpresentation, 1sing a co-ordinatc system, of the behaviour of
licensor and licensce might toke the ferm of Figure 1, where the nossible royalty
levels, in percentages or absolut:. unit valucs, arc lodd off along the axis of abacissas,
and the possible total agrecd foe valucs (for crample, in dollars) - along the axis of
ordinatcs. The rcsult will be a rogion of 'fixed feo-royalty' points describing the
negotiating options avcilavlc to both particse Baci side's cxact negotiating position
will depend on its poerception of the factws, its capabilitics and potential, and its
risk and profit proferences, taking into zccount the implications, for both parties,

of the basic methols of payment.

In the caze, t"l;urefom, of a hypetlictical busincss transaction under coneidcration
betwecn o potential liccensor end licenmsc., cach party may be assumed to have its
"privatct position recgarding profit and sefety (no-risk) margins, both dcsirable and
objectively possibles. IPurther, assuming thot thic is truc and considering that the two
parties arc at difforing stages of develogment, rrobably operate on different scales
and rcly on differemt detz, cach will envisage the transaction in the form of a curve
reflecting its proefcrence for a given method of poymenmt aceording to its asscssment of

the situation and thc variable factors alluded to above.

One may thus imagine ¢ situstion in which a potemtial licenscc, for rcasons such
as ignorance of the technology, the instability of the currcnt cconomic scene and the 7

rclatively limited impertance of his entcrprise in the market, fcels less than
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certain of succese. His inclination, on th¢ basis of this subjcctive evaluation, will

be to offer a high royalty figurc 80 as to avoid the need to pay should he fail. On ‘
the other hand, he will be willing to pay ¢ fixcd foe only if it is so low that its !
loss, in tlc cvemt of failurc, will nct be critical. The curve ropresenting this

situation might look like eurve pr in Figurc 1.
It vill be noted thats

1. The licensec will &gree to pay a meximum royalty of r per cent or a
maximum fixed feo of p dollears if obliged to scloct a “gtraight® payment formule;

e The licenscs will agrec to any arrangement located on or below hie pr curve,
which is a rcflection of his perception of the market and his placc and opportunities
in it (shaded arca).

Since the licensor also makes his own asscsamermt of the market, the chances of
his tecohnology!'s pProving successful and the potcntial licensec's busincss acumen,
these cevaluations will locad him to a preference which is likely to favour the payment
of royalties, even if modesty provided he has confidence in the licensec's ability,
in the technology itsclf and in the strength of the market. Under these conditions,
the liconsor will be willing to make availablc his specialized kmowledge in return
for a predcteimincd fixcd fee only if it is high cnough to compensate him for the loss
of royalties which would in all likelihood bccoms duce

The PR curve in Figurc 2 might well deseribe the kind of licensor preference we
have been discussing. It shows that:

l. The smallcst fixed fec or lowest royalty the liocnsor will accopt, assuming
he agreces to a “straight’ payment formula, will be P dollars or R per cent,
respectively;

2¢  The liccnsor will accept any arrangement locatcd on or above his PR ourve,
which limits the options acceptable to him in the light of hig assessment of the
situation (dotted arca),

Hlotet  Although for casc of prcsentation the preference curves have been repro-
duced as straight lince, this is obviously not tlcir true form. A closer approximetion '
to its real shape would make the licensor's prefcrence ocurve tend asymptotically
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towards the ordinate 2xis instcol of inter~
cepting it at peinmt P, tiws rcficcting tic
rcluctance of the licensor to forege royaltics

when the business catlock is gool. TPurther, '

the licensor may be cxpected to set himsclf \
the goal of a minimum rosalt; rate, therchy
producing an inflaction i1 the curve aftcr
which its slope will bogin to altcr noticee I

ably, finally becoming veaticale Thig can

be secn in tie figurc to the right.

It is worth noting that while attitwics regarding risk and profit may coxplain
why the partics have different prefercrces for = particular form of payment, theae
preforences arc influencced to a very high degree by the information available to them
rogarding the market, the tcechnology 2nd onc ancther, and it is this information which
is an csscntial factor in shaping their cxpeetations and thus in determining their

proferences as between fixed focs or royaliicsce.

If the prefercsnce curvers of the potential licensor and licensec arc plotted on
the samc grarh, the result will look like Figure 3, about which the following comments
are in order!

1. The area of ncgetiation between licensor and licensce is limitcd solely to
the points conteini::d within the figure I, which is obtaineu by superimposing the
alternetives accoptable to Loth partics. Tach of these '"possible poimts®, with the
exception of thosc along the axis of abscissas betwcen r and R, represent fixed foe-

royalty combinations accoptable to both sides.

2. The “possible points’ do not nccessarily corrcspond to cqual menctary values
for licensor and licensec; necither, consequently, doves any one point rcpresont
idemtical degrees of risk for both partics. In short, the peints conmtained within the
figurc rQR are thc oxpression, in terms of objective and measuiablc variables
(royaltice end fixed fccs), of the oritcric and expcoctations of the potential parties
to thc nogotiation.
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This graphic representotion bringc us bacl: in clliptical fachion to our anzlyeis
and discussion of the paywent formulec listcd cbhove. What we heve, thercfore, is
graphic confirmatisn that payment methods 5, 7 oand 7 are mer: 1y combinations of the
two bapic methodst roy=lticve wne Tixed foos. Hethods 6 and 7 - periodic Fixed fec
plus royaltics, and initizl foo rlus periclic fixed foc plus royaltics, recpeetively -
arc financial varietions of the resoibly ne lons common method 5 = initial feo plug

royaltics.

A we hav. already pointod cut, the chape of cach party's preforence curve will
be determined by the cipectations of koth rognrding the performance of the Espciving
party. Or, to put it differently, we might 50y that cach sidi 's bagic cttitude at
the start of the ncgotiations i ar indiceter - gsomctimes the only onc availablc - of
what it expcets to gain from the future contract. It would therefore scem ugeful, if
only as a thcoretical cxercise, to look into the 1rclationship Letween expectations

and ncgotiating positions.

Basically, two situvations ar possible vith rospect to cxpectationss the expecta-
tions of licensor and licenscc may . ither coineide nr differ. 1In the first situation,
when th. cxpectations of hoth partics regarding tiic liconscce's performance coincidc,
they mey agrce that the licensoc has .o high probobility of suecuss (casc Ss) or o high
probability of failure (casc Ff). 1In the sccond situation, in which expectations
diffcr, the licensor muy b eonfident of t1e sucec:ss of the licensee while the lattor
believes his own likelihood of succegs te we mmall (casc Sf), or ¢ls:, conversely,
the licenscc may r.gard his probability oi succuss ag high w.ilc the liccnsor thinks

othcrwise (casc Fe).

In casc Ss, the cssential ~loments in the cttvitudes of licensor ang licenseo

arc. expreseed grophically in Figurcs 4.1 and 4.2 and mey be summarized as follows:

l. The liccnsor iz willing tc accept lou royalty payments in order to gain ¢
sharc in a potcntially succcssful venturc. Conversely, if he is obliged to accopt a
fixed fee, hc will do so only if it is lerge enough to compensatc him for not sharing

in & posgible success.

2+  The liccnsce would accept low or zerc royalty payments in order to keep for
himself thc profits of a possibly successful verturc. If obliged te pay a fixed fec,
he would accept a high one in order to avoid the payment cf royaltics.
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If the curves arc agsumed to take the form of straight lincs, two possibilitios
can be represonteds

1. The licc.sce's cxpectations arc .lightly more favo rable than the ‘
licensor's (Figurc 4.1);

o

2o  The licensece's expectations, although good, arc slightly lcss favourable
than the licensor!s (Figurc 4.2).

In the first casc (Figurc 4.1), the arca of coincidence will be that deseribed
by the figure rQR, representing the sct of fixed fec-royalty" combinations in which
the royalty amounts arc lower than thosc in the first cituation.

What is important in this case is that the royalty and fixcd-fec levels arc
determined not on the basis of the "absolute" cxpectations of both parties, but
primarily as a result of a comparison betwecn the potontial partners' cxpectations.
Although many diffcrent variebles are responsible for determining the cxact bargaining
tomms, it will be noted that this theoretical casc is bascd on negotiations betweon
two soundly based cnterpriscs, this being particularly ovident in the case of the
liccnsees In this cvent, minor diffcrences in information and/or expcctations can
shift the ncgotiations from arca PQp to rQR, or vice versa, resulting in significant
economic differences over *he short and long tem

In case Ff, wherc oth partics' cxpectationc arc "pessimistic” regarding the
project, the attitudes will bvc¢ 28 follows:

1. The licensor will prefer cven a small fixed fee in order to guaramtec him-
gelf a minimum return in the cvent of failurc. If obliged to accept a royalty arrangc-
ment, he will do so only if it is high cnough to cnsure him some return in the evenmt
of very poor salcs.

2+ The licensec will prefer to pay high royaltics rather than a fixed fee, in
order to avoid costs in the cvent of failurc. Hc will accept a fixed fee only if it
is low and would not reprecscnt a scrious burden in the event of failure.

This case is typical of high-risk projocts and oncc again demonstratce the
importance of the "relativc expectations” of cach party (Figures 5.1 and 5.2), which
give risc to as many differcnt possibilitics as in the case Ss. If, givon a pessimistic
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4.1. Lioensee’s expestations ol
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outlook on both sides, the licenscc!s oxpectations arc slightly morc favourzble than
the licensor’s (Figurc 5.1), the arca of coincidence will be located in Pap. If, on
the othor hand, the expectotions of the licemsce are relatively less favourable than

thosc of thc licensor, the area of coincidence will be located in rQR (Figure 5¢2)e

The numericel magnitudcs resulting from nither situation will obviously differ,
although a poimt worth menmtioning is that, wherc the projcct proves successful, an
agreenment in the arca rQR will tend to cost morc than onc in the area Rp, somcthing
that is also true in the casc Ss.

If, for lack of information, for cxamplc, the licenmsee takes the attitude
represented in Figurc 5.2, but later achievss puccces, the economic burden of the
royalties will be much grcater than it would have been if he had assesscd tho
situation more accuratcly.

It is quitc obvious, of coursc, that fims opcreting in the business world are
forever being confronmtcd with options and "dangers” of the type discussed above, and
it is almost superfluous to call attcntion to them. Neverthcless, the quality of the
information which the liccnsor can pass on to thc licenscc plays a key role herc.
Generally spcaking, thc tcchnical know=how on the market is of proved production .-
efficiency, and if the licensec has been properly informod as to what is involved and
required, his starting position will be greatly improved. The licensor, however, will
resigt making this information availablc. Exprcssing this in terms of Figures 5.1
and 5.2, it might be said to be equivalent to shifting the negotiations from rQR to
PQp, which over the long teim is to the economic disadvantage of the licensor. This
explains why, as in thc casc Ss, measures to cncouragc the prior rclcasc of informa-
tion arc so nccessary, along with assistancc in obtaining information on market

opportunitics and on the usual ncgotiating conditions in the area of activity under
congideration.

The firct casc in which the expectations of thc two potential comtracting parties
differ is whon the licensor is confident of the cconomic success of the lioonsce,
while the licensce himsclf belicves that such success is far loss probable (cage Sf).

In effoct, this situation reprcsents a combination of the cxpectations attributed '
to the licensor in casc Ss ond those attributed to the licensce in case Ff. It is
represonted in Figure 6, in whioh the licensor ettempts to secure royalty payments, '
even though small, and will acoept o fixed foo only if it is sufficiently high.
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The licensec, rather than commit himsclf to o fixed fec, will prefer to make
high royalty payments. The apprepriate curves cre thus PR and pr r¢spectively, whioh
will bc more or luss stecp to the oxtent that licensor and licensce feel confident in
their cxpectations, favouraklc in the cas. of the former, unfavourable in the case
of the latter.

It is clear that the arca of ncgetiction will e RQr and that the probability of
the agrecment's including high royaltice will depend, among other factors, on the
licensor's ability tc detect the uncertainty of the licensce as cvidonced by his

willingness to acccept royalty obligations as high as r.

In practice, this casc is typicel of situvations involving projects whose aim is
to inmtroducc a totally new procduct to the market of the potential licensece In such
a situation, the licensce, becausc of his uncertainty regarding acccptance of the
product, the salcs costs he will incur and the problems he will have to facc, will

tend to reveal his thinking in tiic form of a curve similar tc pr in Figure G.

In this casc, thc strengthening of the licenscc's nogotiating position depends
cssentially on his ability to cvaluate his chances of success, and to do this he must
have access to informetion which the licensor is almost certain to possces. This
process of improving oncu's ncgotiating stance could be described as an effort to trans-

form curvec »r of Figure 6 into curve pr of Pigurc 4.1 and, possibly, 4.2.

The obversc of the previous casc is that involving a licensor who lacks confidence
in the success of the licensce, whilc the latter firmly belicves in it. Following
the samc line of rcasoning as befere, we mny assumc that this situation can be
graphically represented by Figurc 7; in which the arca of ncgotiation is PQp. In
this casc, the royaltics finally agrced upon might be zerc, while the fixed fee -
minimum for the liccnsor and maximum fcr the licensce — would correspond to the
ordinatc at point Q, the valuc of which would obviously fall with a decline in the
expectations of the lieccnsor.

Since the curve ropresenting the licensorts position tends to grow stceper as his
expectations risc, with the licensec's curve behaving similarly, graphic analysis makes
it clear that, ultimatcly, the more realistic the liccnsee's expectations (which
wholly determine the coursc of the negotiations), the morc coonomic will the final
agreements be in the cvent of success. It is truc to say that factual considcrations,
such as the licensce!s capacity, the appropriatcness of the technology and even the
opportunities of the market, will affcet the fincl agreement only to the degree that
thesc variables arc rcfleectcd in the oxpectations of the two sides.
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The schomatic approach describod above may also provide a partial oxplanation of
the olear preferonoc shown by licensces for roynltics as a payment formula, saince this
method involves th  least financial risk in thc cvemt of failure. Therc is a basic
discrepancy between the positions of the licenscr and the licensec which arises out
of the different economic risks they facc when undertaking a project. The fommer,
the liconsor, risks a loss of profit cver a limitcd period of time, which upually means
that, should the projcot not be realized, he will be una'bl.e to take it up again later.
The licensce, on the other hand, has to consider the investments which he has mede,
or will make in connexion with the project, as wcll as the profits he hopes to realige
from them - profits which arc normally not incidental to his principal operation, as

is customarily true in the case of the licensor, but on which may depend the emtire
future of his fimm.,

One result of the licensee!s lesser relative capacity to take risks is that he
is often obliged to accept methods of payment, such as royaltiocs, which prove more
expensivc in the long run. In the analysis givon above we have indicated, for ocach
set of oirmstanceé, the licensor's possible response in the light of his expectations,
whfoh, precisely becausc he is a seller of technology ... and experience, are frequently
closor to rcality.

- - -
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