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There are instances where a licensing
opportunity arises unexpectedly or is an
adjunct to another transaction. Prior to
undertaking the negotiating process, each
party should have developed its own business
case for the transaction, establishing a range
of parameters of principal terms. The licence
agreement negotiating process in many
instances resembles an auction in which the
parties, through the negotiation, can be led in
an incremental manner to a position that they
may not have deemed commercially viable at
the outset. Regrettably, the time commitment
and established relationship between the
parties make backing away from the
negotiation at a late stage awkward,
sometimes resulting in acceptance of
objectively unsatisfactory terms. Accordingly, a
well-defined outline of acceptable terms
should be developed prior to undertaking
substantive negotiations. 

Take the case of a licence to practise a
patent that covers a product. At a minimum,
the business case study should establish: the
volume projections for the product; the time
duration of the commercial opportunities
presented; the territorial scope desired
including emerging markets; the influence of
technological advances on the licensing
relationship; the economics of the business
opportunity presented; the exclusive or non-
exclusive nature of the relationship; and the
influence of competitive pressures including
the presence of other licensees in the field. It
is recommended that these business case
parameters be memorialised in an internal
memorandum that can be referred to
throughout the negotiations process.

In addition to establishing a business case
for its own part of the transaction, it is often

very helpful for an organisation to attempt to
establish the other side’s business case. This
is especially appropriate in the case of a
licensor that would like to establish appropriate
royalty parameters based on things such as
expected market opportunities, volumes and
territories presented by the licensing
relationship. Although industry norms and prior
practice are obviously relevant in the complex
process of establishing appropriate economic
consideration for the licence, the ultimate
determination will be based on the specific
business opportunities presented by the
licence being negotiated. Only with at least a
basic understanding of the economic realities
of the licensee’s business can an appropriate
royalty scheme be developed. Armed with such
an evaluation, the licensor can respond to a
licensee’s objections to a royalty range
established in negotiation. In the event that a
party lacks the internal expertise to conduct
such a market evaluation, consultation with an
outside expert is highly recommended and
generally well worth the investment.

Particularly in the case of proposed
exclusive licensing arrangements, the licensor
should insist on reviewing the licensee’s
business case analysis. This may allow the
licensor better to evaluate the value of the
transaction, and specifically the licensee’s
commitment to and understanding of the
business opportunities. If an exclusive licence
does not include any escape valves for the
licensor, the licensor may find that the
licensee’s failure to develop a strong and
realistic business case will harm it - in terms
of the opportunities lost - far more than it will
harm the licensee.

Which party should be the first to propose
the principal terms of the licence? This debate
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comes into sharpest focus with the royalty
figure and other financial considerations
supporting the licence. The author’s premise is
that a well-understood business case of the
transaction for both sides, coupled in part with
industry norms, enables a fairly narrow range
of economic terms to be developed. Neither
side should hesitate to make the first proposal
if such parameters can be established.

Use of an agreement term sheet
A licence agreement can be thought of as
comprising at least two groups of terms. The
first group is agreement terms which are
fundamentally crucial to the licensing
relationship, with the second being
agreement terms of tangential relationship to
the core concepts, including so-called
boilerplate provisions. 

One technique frequently implemented is to
begin negotiating from a written outline of the
principal terms, also referred to as a term
sheet or a heads-of-agreement document that
is exchanged between the parties. The use of
such a document is often effective for focusing
issues at an early stage in the negotiation. In
many settings, it is awkward and inefficient for
one party to create a detailed licensing
agreement document which is cumbersome
and time consuming for senior management of
either party to consider fully, as the incidental
details often obscure the principal terms.
Using a term sheet helps keep the parties on
track in a step-by-step fashion.

The use of a term sheet is not to be
confused with a document often referred to as
a memorandum of understanding which is
generally intended to be legally binding on its
own accord. Rather, a term sheet is simply an
outline of principal terms in contemplation of
a detailed agreement to be drafted at a later
date. Preferably, such a document is expressly
non-binding and is used merely to establish
the principal terms, such as the parties to the
agreement, the subject matter being licensed,
territorial scope, royalty provisions, duration,
exclusivity or non-exclusivity, and other
fundamental terms. Often this document may
be one or two pages in length and can be
readily and conveniently evaluated by senior
management of both parties. This approach is
also effective in that it allows the members of
the negotiating teams to be selected for
appropriate segments of the negotiating
process. The early stages of resolving the
term sheet provisions may include legal
counsel and senior management. Once the
principal business parameters are accepted
and the process transitions to drafting a
formal agreement, senior management may
become less involved, allowing the detailed

provisions to be resolved primarily by legal
counsel and the parties’ licensing specialists. 

The use of a term sheet also enables the
parties to reach an early decision point as to
whether to continue the negotiations or decide
that it is unlikely to result in an acceptable
licensing relationship. Use of a term sheet
can reduce legal costs in cases where the
parties decide to abandon the licensing
project and in cases where a licence
agreement is eventually executed by reducing
back-and-forth changes to the formal
language. Because a term sheet is by design
a summary document, its use reduces the
advantages normally inuring to the author of a
detailed licence agreement who is able to
incorporate favourable positions that become
obscured by the detail of the document. 

There are negotiating processes that are
begun with a term sheet but, in the haste to
conclude an agreement, a suggestion is made
to regard the term sheet as a binding
agreement. This practice is not recommended.
If the parties have truly come to a meeting of
the minds on the business parameters
outlined in the term sheet, legal counsel
should be able to produce a fully defined
licence agreement within a short time. By
allowing the term sheet to become the legally
binding agreement, the time pressure to
prepare and resolve a more thorough legally
binding agreement may be reduced. In such
situations, it is not uncommon for the detailed
agreement to be dispensed with altogether,
leaving many important agreement terms
unresolved. This just increases the potential
cost, financial and administrative, until
another day, while creating legal exposure for
at least one side to the agreement.

Identify negotiating team members early
The communication patterns between the
parties need to be established to involve
individuals critical to the success of a
negotiation. Each party should be assured that
the other side includes members having
authority to negotiate and close the transaction.
Many have experienced negotiations in which it
is believed that a final agreement has been
reached, only to discover that a critical decision
maker has yet to consider the relationship and
later has substantial concerns or modifications.
Each party should identify an individual who is
primarily responsible for communicating
agreement amendments between the parties, to
preclude cross-communication and the resulting
confusion and inconsistencies that result.  

Establish time goals
An early consideration in the negotiation
process should be the timing goals of the
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parties. Artificial deadlines are impediments
to successful negotiations. Significant and
meaningful target dates increase motivation
and credibility and should be identified early.
The licensor must recognise that delays in
undertaking the licence may result in lost
opportunities with other parties. Conversely,
the licensee is presumably delaying market
introduction until the rights to the underlying
technology are secured. 

Establishing a near term target for
completing negotiations also guards against
the involvement of an insincere party whose
purpose is merely to test the water or to
evaluate the strength of the other’s position
without having a good faith intent to complete
the transaction. If holiday schedules or other
time commitments would affect participation
by critical individuals, such scheduling
limitations should be identified early. In the
case of a multinational transaction, the
parties should consider opportunities for
convenient meetings at events such as
industry trade shows and conferences. 

Use of accepted template documents
Working from an agreed-upon term sheet
reduces the inherent advantages possessed
by the author of a document, so it is still
generally preferred to assume the role of the
primary author. For those disinclined to do this
because they feel it may be the more
expensive option because selecting the other
party to be the author of the agreement
lessens counsel’s time commitment, the
advice is to think again. There is, in fact, no
substantial reduction in workload and costs
attributed to considering another’s draft,
compared to the preparation of an agreement
by competent and experienced legal counsel. 

One negotiation strategy derives from
adopting form or template standardised
documents within a company. Once a form or
template is created that is generally accepted
by one of the parties, the motivation to utilise
such a document is strong as it is viewed as
streamlining the negotiation process. Some
parties will justify a form or template
document as being the corporate norm and
will adamantly take the position that
exceptions to it require special considerations
that require a higher threshold of management
scrutiny. Thus the temptation to use such a
template document becomes strong from both
sides. Accordingly, if a legal entity is to be
involved in numerous licensing transactions
having similar characteristics, it is highly
recommended to create such a form or
template document. Even if that document is
not ultimately used as the framework of the
agreement, it becomes a means of comparing

the terms of another document to ensure its
completeness.

Only one of the parties in the transaction
should be responsible as the author of the
document. That party will ensure that changes
made by either side are applied to a base
document. Any changes in a complex
agreement should be shown by one party to
the other in a word processing format that
reveals all changes. 

Conveying hidden file information
Modern word processing software incorporates
codes and historical data within files that
enable the recipient of an electronic file to
discover logistical information relating to
modifications that have been made to the
document, such as the date, time, and author
of changes, its source and storage locations.
Although this information may generally not
have a prejudicial effect, it should be
recognised that transmitting such a file to the
other party may reveal unintended
information. Accordingly, a party should either
understand the details of such hidden
information being transmitted or, more
preferably, strip it from the file. Various
techniques can be implemented to modify text-
based files in such a manner. 

One easily-employed technique is to convert
a text-based file to an image-based file, such
as an Adobe .pdf formatted file. The drawback
to this technique is that the receiving party is
unable to make electronic changes directly to
the file. This keeps the author in control of the
document but slows down the negotiations
and, on occasion, creates frustration for the
receiving party who has to make handwritten
edits on the .pdf file.

54 Licensing in the Boardroom

Negotiation


