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Introduction

The legal profession is very much like other successful services that have enjoyed longevity - it capitalizes on a need based on a recurring problem by fixing the problem(s) or preventing its persistence or recurrence specific to one client.  The legal profession with regard to intellectual property is no different.  In fact, the IP legal profession has perhaps relied on this business model to an even greater degree, as the general lack of comprehension with respect to intellectual property in the business setting has resulted in the tendency of businesses to throw IP in the corner, put up fences, and send the dogs after anybody that seems to be an intruder.  An in-house counsel may feel as though they are just putting out fires when it comes to intellectual property.  Lawyers have fallen into this ex-post facto exercise in legal services involving intellectual property because, of course, that has been the demand; supply must meet its demand, and excess supply (other services not requested) is only inventory without value.  This cause-and-effect business model relied upon by in-house counsel, IP lawyers and law firms has been easy going - IP assets have been viewed as a necessary cost center which deserves a litigation budget to protect the competitive advantage the IP creates.  Lawyers are very good at protecting IP, sending cease and desist letters, prosecuting patents and trademarks, drafting non-competes and confidentiality agreements, and taking other ex-post or preventative measures.  This business model has not met its demise, as the demand for ex-post legal services will always exist.  Note, however, that IP litigation decreased by 11% in 2009 as compared with 2008.  A shift in IP legal services has begun, and the shift is not exclusive to private practitioners or outside counsel.

Enter the decade of ex-ante IP legal services.  It is, after all, the decade of the intangible asset, and with this proclamation comes the announcement that strategic IP management services will become just as coveted as IP protection and prosecution.  Indeed, the space is not uninhabited.  IP management and consulting businesses occupy the area.  Nevertheless, lawyers will soon recognize the opportunity to move into this space.  See Morrison & Foerster’s collaboration with IP consulting firm Ovidian Group, LLC.  See Robins, Kaplan, Miller & Ciresi’s new IP practice group focused on value creation (as opposed to value protection).  The movement has begun, and it will continue.  As business executives continue to realize the importance of strategic IP management and the value-added approach to intellectual property, the demand for ex-ante IP legal services will rise.

Welcome to the Decade of the Intangible Asset

1. The Intangible Asset. 

A. Intangible assets include, without limitation, intellectual property, proprietary information, internal processes, customer lists, marketing information, data compilations, and employee know-how.

2. Over 50% of corporate value is attributed to its intangible assets.

A. High-Quality IP = Higher Gross Margins = Higher Shareholders Value.  For publicly traded IP-rich companies, the correlation between the strength of an IP management and protection plan and stock price is obvious and well documented.  The Ocean Tomo 300
 (OT 300) is an index of 300 companies that own the most valuable patents relative to their book value.  The track record of the OT 300 pitted against the S&P 500 between 2007 and the end of 2009 shows this clearly - the OT 300 outperformed the S&P 500 by 10.2%, or 430 basis points annualized.  As a result, while we know that shareholder value is tied to high quality IP for publicly traded companies, the correlation exists for all corporations.  Increasing stock value for shareholders begins with high quality IP, which is created by a well-executed intangible asset management model (licensing program) and forceful legal protection.  Such a proactive position taken with regard to intellectual property will provide a real opportunity and foundation for returning higher gross margins.  After all, it is the respective intellectual property that captures market share and creates competitive advantage, which in turn increases the returns in excess of costs, even if only by reducing costs (operating or transaction).  Thus, high quality IP, through strong protection, protects gross margins from depleting.  Of course, increasing gross margins means more profits (or lower costs), which leads to a higher cash value of the company, and therefore higher stock price.  The OT 300 is proof that objectively valuing intellectual property provides a fuller, more accurate picture of corporate health.  This is a very simplified explanation for the correlation between protecting high-quality IP and keeping shareholders happy.  Nevertheless, the correlation is evident, especially for certain companies where 50% or more of the corporate value is allocated to intangible assets.  Simply applying for and receiving a patent does not ensure that the competitive advantage created by that patent will not be eroded.  A calculated proactive position is useful in turning that patent into a high-quality patent, which in turn can increase stock performance, increasing access to investments and the opportunity to grow.

B. The Value of IP Portfolios in M&A.  In a 2009 survey conducted by Mergermarket, 72% of private equity respondents and 85% of corporate respondents agreed that IP portfolios are equally or more important than other assets when evaluating a target.

IP Management: The Ex Post Practice

1.
Protection
A.
The Ex Post Practice includes, without limitation, registrations, cease and desist letters, enforcing rights through arbitration/mediation/litigation, and negotiating licenses as a settlement option in lieu of litigation.  

B.
IP litigation was down 11% in 2009 as compared with 2008.

C.
IP Due Diligence as an M&A-induced reflex.  In the corporate world, the phrase “due diligence” is generally used in the same sentence as the word “merger” or “acquisition”, and quite rightly so. Due diligence is the practice of “fact-checking” the representations and warranties set forth in the acquisition documents and/or purchase agreement.  It is also a diligent investigation of the acquisition target to make sure no sleeping liabilities are left under the covers.

But due diligence is not inextricably tied to the M&A process.  In fact, it should be a routine process in which every company engages for itself, examining its own sleeping liabilities and undiscovered assets. It is, essentially, an organizational process; a method for keeping track of every component of a business entity. Due diligence is a practice that every organization hoping to become an acquisition target should undertake. In conducting routine due diligence, such an organization can keep from appearing like an amoeba, and instead much more like a well-formed entity.  For more on the shortfalls of conducting IP due diligence only as an M&A activity, see the attached article, IP Due Diligence: Shifting the Practice from Ex Post to Ex Ante, by Ian McClure.

IP Management: The Ex Ante Strategy
1.
Reasons for the Shift

A.
Creating Value Instead of Just Protecting It.  The growing recognition of intangible assets as valuable and exchangeable assets creates the need to reallocate attention and resources to deal with IP proactively through value-driven efforts.  The rising tide of the recession has brought with it a wave of change in our approach to commerce, but perhaps no transition has provided as much optimism as the growing share of commerce involving intellectual property assets.  Intellectual property has been increasingly recognized as a burgeoning asset class, an important financing tool, and a revenue-generating instrument for exchange.  Acknowledging this phenomenon, the United States has joined a global initiative to help push a common knowledge of this use of intellectual property, as well as to facilitate a legal regime that promotes the many opportunities for intellectual property in commerce.  The initiative has focused on three chief areas: IP valuation, IP finance, and IP exchange. 

For a full account of each of these initiatives and the legal changes that have taken place, see Economy Pulse Check: Valuation, Finance, and Exchange of Intellectual Property, by Ian McClure, attached herein.  The article was first published in the May 2009 issue of The Federal Lawyer, and is published here with permission.
B.
IP may be a profit center, and not just a cost center.

C.
New Opportunities for IP.  

[1] Open Innovation

[a] Individual progress can be realized more quickly by acquiring or using external processes and inventions instead of relying solely on internal research.  Internal research and intangible assets not core to operations should be shared externally through licensing, spin-offs, and joint ventures.  For an in-depth read on the advantages of open innovation as a research & development model, see The Era of Open Innovation, Henry W. Chesbrough, MIT Sloan Management Review, April 15, 2003.

[2] Secured Financing.

[a] As individuals and small businesses look to secure funding during a credit freeze, finance innovation has led to a jump in IP-based funding.  In 1997, David Bowie opened eyes when he issued asset-backed bonds on the basis of future royalties, raising over $55 million.  This year, Annie Leibovitz, the famed photographer for Rolling Stone and Vanity Fair, secured $16 million in loans by pledging her life’s work of copyrights.  The practice is not exclusively available for stars, however, as companies are turning to their IP to boost their pool of collateral, especially in the software and biotech industries.  It is apparent that banks and investors will be more inclined to offer money for the pledge of cash flow assets, such as the royalty streams of licensed IP rights, rather than the pledge of implicit assets, such as patents used internally for operations.  The latter will require additional proof of potential liquidity.  For the former, funds such as Royalty Pharma and Altitude Capital Partners have surfaced in recent years for the purpose of investing money in IP-rich companies in return for pledging IP rights or royalty streams. 

In the U.S., recent legislation and policy changes have helped to facilitate the use of intangible assets to secure credit.  The American Recovery and Reinvestment Act of 2009 (ARRA) provides for $255 million in funding to the U.S. Small Business Administration (SBA) for new deferred loans to be used by small businesses to pay off existing debt.  The loans are available up to $35,000.  Importantly, the ARRA allows the Small Business Administration to accept “any available collateral” to secure this loan.
  In March of last year, the SBA also revised its policy for goodwill and intangible asset lending.
  Originally, the SBA had limited lender use of SBA-backed loans to finance goodwill at a maximum of 50% of the loan amount up to $250,000.  Lenders expressed concern that the limit would stop business acquisitions at a time when the very same needs facilitation.  The SBA lifted the limit and began to review these loan applications.

IP finance is also without critical standards, and it lies at the intersection of two bodies of law, commercial law and IP law, which do not always move in tandem.   For this reason, and because of the emerging possibilities, the U.S. and international community are attempting to harmonize the two.  On March 10 of last year, the World Intellectual Property Organization (WIPO) met in Geneva to discuss the topic of IP finance, and specifically “ways in which improvements in law or financing practices may assist IP rights holders to manage their IP assets for greater value, and thereby assist Member States in setting-up appropriate national strategies in the field of IP.”
  This meeting came on the heels of a United Nations initiative under the UN Commission on International Trade Law (UNCITRAL), Working Group VI.  In 2007, the Commission promulgated a much anticipated Legislative Guide on Secured Transactions to help member states standardize their offering of low-cost credit, but it was structured around the use of tangible goods and receivables.  Identifying its possible clash with respective IP laws, the Guide does not apply “to the extent [that it is] inconsistent with intellectual property law”,
 and instead the Working Group VI is in the process of preparing an IP Annex to the Guide, which purports to proffer standards for IP finance worldwide.  The Group met for a final time from April 27 - May 1, 2009 in New York to complete the IP Annex, which was officially adopted by UNCITRAL in September of 2009.  It will be offered for adoption by all UN member states in June of 2010.   

[3] New Transparency in the Market for Intellectual Property.

[a] IPXI.  The Intellectual Property Exchange International (IPXI), of which Ocean Tomo, LLC is the founder and majority owner, is “the world’s first financial exchange with an intellectual property focus.” With its official opening slated for later in 2010, it purports to exploit the intrinsic structure of IP by treating it like annuities for purposes of investment and trading. It also purports to capitalize on a model similar to open innovation, whereby IP owners will be able to place their property on the exchange for potential licensees and/or purchasers to buy licenses, called Unit License Rights, to use the intellectual property.  The Exchange therefore acts as somewhat of an IP broker, and guarantees that confidentiality and disclosure issues will be handled with utmost importance. This model will provide even more transparency to the market, and the opportunity to monetize IP in completely new ways.
[b] Influx of IP management and valuation service firms.  New IP professional services firms, including valuation, management, and consulting firms, open every day.  This trend proves the recognition of intangible assets as a viable commercial asset that will be worth a company’s investment to manage efficiently.

D.
Compliance
[1]
Sarbanes Oxley Act of 2002 for public companies.

[a]
Section 302 – Corporate executives are required to certify that accounting reports are accurate and include information about all relevant financial assets, including intellectual property.

[i] Summary - Periodic statutory financial reports are to include certifications by company executives that: 

• The signing officers have reviewed the report 


• The report does not contain any material untrue statements or material omission or be considered misleading 


• The financial statements and related information fairly present the financial condition and the results in all material respects 


• The signing officers are responsible for internal controls and have evaluated these internal controls within the previous ninety days and have reported on their findings 


• A list of all deficiencies in the internal controls and information on any fraud that involves employees who are involved with internal activities 


• Any significant changes in internal controls or related factors that could have a negative impact on the internal controls 

[b]
Section 404 – Corporations are required to publish information in their annual reports concerning the scope and efficiency of the internal control structure and procedures for financial reporting. 

[2]
Director liability for privately held companies
[a]
Duty of Care to make completely informed decisions, including decisions where the value of the company and its assets are accurately accounted for. 

[b]
Duty of Oversight - internal systems which manage assets.

[i]
In re Caremark Int’l Inc. Derivative Litig.
 created the duty of oversight for directors in overseeing the internal systems for managing assets.

Ex Ante IP Strategies

1.
Ex Ante IP Due Diligence

A.
See the attached article, IP Due Diligence: Shifting the Practice from Ex Post to Ex Ante, Ian McClure.
  Inadequate due diligence is the prevailing reason for failing to identify IP risks.  56% of the Mergermarket study respondents identified a lack of time as the reason, while 46% identified a lack of immediate resources.  While ongoing IP due diligence makes good business sense, it is also becoming a necessity for compliance purposes. Routine ex ante IP due diligence is the only way to prove business decisions were made with complete information, relieving a corporate executive’s duty to manage intangible assets and the internal processes which identify them.  Furthermore, for public companies, the Sarbanes Oxley Act of 2002 requires efficient management  and accounting of intangible assets for disclosure purposes.

B.
Part of the ongoing IP due diligence responsibility is to conduct a routine IP audit of the business.  An audit should give a business an idea of the intangible assets it owns, laying the ground work for managing those assets.  

The IP Maximizing Quadrant Diagram

As a very general and initial approach, an efficient IP audit should categorize discovered IP assets under one of the following four  categories: (1) high utility–high quality; (2) high utility–low quality; (3) low utility–high quality; and (4) low utility–low quality.  Categorically placing IP assets in a quadrant diagram can help one understand how resources are cost-effectively exercised.  (see next page)
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“High Utility – High Quality” IP

In the 1980’s, Polaroid inventors successfully patented processes integral to creating instant photography.  Subsequent enforcement strategies and law suits against competitors, such as Kodak, carved out a monopoly position for Polaroid in the instant photography market.  This IP is called “High Utility-High Quality”, because it is core to the operations of the company and it effectively generates an advantageous market position.  Resources should be expended to protect, exploit, and enforce “High Utility-High Quality” IP.  Enforcement policies should be implemented to identify possible infringing activities by competitors, and to file suit to enjoin the activity or negotiate a license agreement.

“High Utility – Low Quality” IP

Even though a technology or business method is instrumental to a company’s operations, in some cases it may be easily superseded by a competitor’s R&D efforts.  The market for television screens is a good example, in which technologies are superseded before they can even go to market.  (Blu-ray and HD technologies are rumored to be obsolete within three years at the hands of Organic Light-Emitting Diode (OLED) screens.)  This is deemed “High Utility-Low Quality” IP, and it is imperative that a company focus its own R&D resources on this IP before other IP.   Such focused efforts, which may include open innovation endeavors to license external research and development that compliments this IP or improves its quality, should attempt to push the IP assets in this quadrant into the “High Utility-High Quality” quadrant, where IP can secure a market share.

“Low Utility – High Quality” IP

Many companies, large and small, keep unutilized IP on its shelf just because it isn’t critical to the company’s operations.  In some cases, this IP could be utilized by another company, even in another market.  An effective IP audit can recognize such “Low Utility-High Quality” IP as a subject for outbound licensing.  For little or no overhead, the company can license IP to other companies, creating a profit center that didn’t exist before.  A company may also cross-license the IP, trading it for another company’s IP that might further the operations of the subject company.  One of the most successful outbound licensing campaigns is that of Texas Instruments, who has earned almost a Billion dollars annually, and over 50% of its entire corporate net income in recent years, from licensing practices.  

“Low Utility – Low Quality” IP

The final category of IP is “Low Utility-Low Quality”, or that which is not core to the operations and easily superseded.  An IP audit should identify this IP, cut all expenditures which maintain this IP, and label it for sale.  A cross-market buyer may find a new use for the IP not previously envisioned.  Most importantly, resources should not be spent to maintain or develop this IP. 

The result of an effective IP audit and the ensuing productive measures should leave only two quadrants occupied: “High Utility-High Quality” and “Low Utility-High Quality”.  




MAINTAIN




High Utility




High Quality





Low Utility





High Quality



LICENSE


Resources should strategically maintain the IP in these quadrants in a cost-effective manner.  The result is newly discovered value and profit centers for the company, and cost-savings on  unutilized  and continuously maintained IP.

2.
Separating operations from IP operations.

A.
Legal department can actually become a profit center.  See B.

B.
The CIPO movement.  One of the more interesting, and important, happenings in the IP market is the emerging movement to fill a C-Suite (corporate exec. office) chair with an individual that understands and envisions IP as a potential asset class, and not just a means to litigation.  (For a good quote on the idea that we need to move away from the thinking that IP is only relevant for litigation, Jordan Hatcher, an IP consultant for the ipVA
 IP consulting firm has stated the following: “the earliest evolution of our market over-emphasises the link between IP value and litigation. We are moving away from this, but with most of the prominent IP success stories being linked to litigation, the move cannot come fast enough“).   I hesitate in using the title Chief Intellectual Property Officer (CIPO), because the connotation usually refers to in-house counsel that works to manage the risk provided by a corporation’s intellectual property, and has not always worked to produce value with that IP. 

The movement is important because the companies that understand it will capitalize.  IBM understands it.  Philips understands it.  Microsoft understands it.  For a CIPO to be effective in this regard, it is critical to shift the traditional chain of command in a corporation so that information pertaining to IP flows to the CEO through channels that don’t mask that information as risk management, and instead present the information as business development opportunities. 

For a good article on adding a CIPO to a business leadership structure or to the corporate boardroom, see Fix Your Broken IP Structures, by Andrew Watson and Jordan Hatcher, Managing IP, April 2009. 

3.
Creating a separate IP commercialization business unit.

A.
For IP-rich companies.  There are multiple advantages of creating a separate legal entity and completely separating the IP commercialization process from the corporation’s operations.  Examples include tax advantages, the ability to choose a friendlier jurisdiction for enforcement, the ability to avoid counterclaims in enforcing IP, greater transparency and easier compliance, ensuring confidentiality, the ability to avoid conflicts of interest, and more flexibility in allocating cost and profit.  For a complete discussion of some of these advantages, see “Ten Reasons for a Separate IP Commercialization Business Unit,” an article by Raymond Hagerty for Intellectual Profit, October 15, 2009, found at http://intellectualprofit.blogspot.com/2009/10/ten-reasons-for-separate-ip.html.  

4.
Joining Open Innovation Initiatives and Defensive Aggregator Pools
A.
Defensive Aggregator Pools.  Defensive aggregator firms such as RPX
 offer operating companies a unique opportunity to defend against offensive patent aggregators and NPE’s by signing up as a member of their license pool.  An annual fee gives each member a license to all of the patent rights that the defensive aggregator uses its capital to buy in the open market.  The defensive aggregator analyzes its member’s fields of technology and anticipates where those technologies, and therefore patents, are most likely heading.  The defensive aggregator then goes out into the open market and tries to purchase such patents before other aggregators can.  The members then own a license to these patents, limiting their exposure to patent infringement suits filed by such NPE’s.  

The following is from the website of RPX, discussing its value-added approach to IP by shielding operating companies from non-practicing entities and patent aggregators: Previously, defending against non-practicing entities has been largely a unilateral effort for asserted companies - paying a licensing fee or settlement, mounting a legal defense, and some purchasing of contested patents - with significant risks and high (and highly unpredictable) costs.  RPX changes the defensive landscape for operating companies by decreasing the supply of assertable patents available to NPEs. In addition to your own company’s patent purchasing, negotiation and counter assertion efforts, RPX provides a service that identifies and purchases patents that could be used offensively against you. We purchase these key patents into our Defensive Patent Aggregation, which is then licensed in its entirety to our members for an annual subscription fee. Our fees are significantly lower than the patent acquisition or assertion defense costs a member would otherwise face. It is a powerful new patent defense service, built on a total alignment of interests between RPX and its members.
  This is a typical business model for a defensive IP aggregator, through which operating companies can attempt to prolong the productive life of their patents by keeping other companies, including non-practicing entities (NPE’s), away from patents in line with the operating company’s present or future business activities.
B.
Open Innovation Initiatives.  Open innovation is simply the process and understanding that, in certain cases, it is more efficient to license and/or purchase information, processes, intellectual property, and research from external sources rather than relying solely on internal research and development.  Through this understanding, companies are beginning to rely more and more on a robust IP market whereby technology companies are spending less on research and development and more on immediate assets already developed and on the market.  Examples of these initiatives are patent pools and group licensing programs.  The software industry is a large player in these initiatives.  For an in-depth read on the advantages of open innovation as a research & development model, see The Era of Open Innovation, Henry W. Chesbrough, MIT Sloan Management Review, April 15, 2003.

3. Closing Remarks.
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