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“...the naive
entrepreneurs
dismiss ownership
as something that
doesn’t matter
and the clever
ones think they
can finesse their
way around not
having it. Neither
approach
works...”

Introduction: Entrepreneurship and
Intellectual Property

As an advisor and consultant to entrepreneurs | often come
across the following situation: an entrepreneur has a good idea
and good market, but does not own the Intellectual Property (IP)
at the core of the idea. In this situation, the naive entrepreneurs
dismiss ownership as something that doesn’t matter and the
clever ones think they can finesse their way around not having it.
Neither approach works because both approaches will eventually
cause investors to be skeptical and potentially bring unwanted
legal action.

The forms that IP can take and ways in which IP can be
protected are discussed in the sidebars. This document was not
written by an IP attorney and any entrepreneur should consult
his or her own legal council for specific legal advice.

How Is IP Acquired?

If you create an idea, software, documentation or methodologies
by yourself, then you have created IP and your concern should
be how to protect ownership of the IP. However, if you need
some IP that belongs to someone else, how do you acquire it? If
it is a patented or licensed work there are two ways: buy it or
license it. Buying it transfers ownership and all of its rights, but
licensing it can be restricted by agreement and most licensing
agreements only allow use of the IP in restricted situations and
do not transfer ownership.

There is another way to acquire similar IP that is protected by
patent or copyright and that is a technique called building in a
clean room. Like a semiconductor manufacturing clean room that
prevents dust and dirt from getting into the machinery, clean
room IP development means that any connection to original IP is
not used in construction of the duplicate. This means that you
would not use anyone to build the IP that had exposure to data
restricted by an NDA, or anyone that saw or incorporated
copyrighted material. In the case of a patent you might also have
to ensure that it is not functionally equivalent to the original, for
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Patents

Ideas are protect by patents,
which cost money to apply for
and take time (years) to get
approved. The advantage is that
they will provide substantial
protection against someone
who later claims that they had a
similar idea. Many times the
mere application itself is good
enough to provide substantial
protection against casual
infringers. The value of a patent
increases significantly if it has
successfully held up on court.
So, just having a patent does
not mean you will be able to
enforce it. Patents are also of
value if it turns out you infringed
on someone else’s patent in a
related area. Rather than being
restrained from doing business,
you may be able to cross
license your patents and the
ones belonging to the company
you have infringed.

There is a limited time between
when you first offer a product for
sale that incorporates a
patentable idea and when the
patent application will be
accepted for that idea. For the
entrepreneur that means that
you must be very careful about
starting your sales process too
soon if you want to be able to
patent your ideas. One final
note about patents, you must go
through extra work and cost if
you want them to be upheld
internationally. This is especially
important today as more and
more competition comes from
global sources.

instance by ensuring that your IP greatly improves upon the
capabilities of the original in new and creative ways.

Investors and Intellectual Property

Investors are very concerned about the IP rights that a company
has, how those rights are protected and what rights of others
might be infringed upon. From an IP perspective, an ideal
investment would be in a company that has plenty of protected
and documented IP that can be differentiated from competitors
and can be sold without restrictions if needed. Such a company
should also have clear rights to all of its IP and not infringe upon
any other company’'s IP. Especially in today’'s investment
climate, venture capitalists and private investors are eager to find
companies that have true IP.

Institutional investors will perform a due diligence before
investing and IP rights will be a key feature of that investigation.
Many entrepreneurs think that they can wave their hands and
finesse their way through the due diligence. Investors worth
having will be more aggressive and will not be easily fooled.

Lisle Technology Partners performs technical due diligence for
investors and has worked directly with entrepreneurs. The
following scenarios are based upon situations that have occurred
in the course of that work. In all of these cases, we have either
recommended against investment or, if talking directly to an
entrepreneur, have recommended that they resolve their IP
issues before continuing discussions.

IP Ownership Scenarios That Don’t Work

“Especially in
today’s invest-
ment climate,
venture capitalists
and private
investors are
eager to find
companies that

Here is the background for the following scenarios. An
entrepreneur has a great product, customers eager to buy and a
great background. The problem is that they used to or still do
work for a large company called Bigco (a made up company
name, not meant to resemble any real company in business or
bankrupt) that may have a claim to the entrepreneur’s IP.

I'm the inventor of a Bigco patent and they won’t do
anything with it

The entrepreneur was the inventor of a patented idea that is
owned by Bigco. He acknowledges that by his employment
agreement Bigco owns the patent, even though he is the
inventor. He says that there is nothing to worry about because
Bigco has no plans to commercialize the idea behind the patent.
(Or, he might point to any number of news items about how
Bigco is in financial trouble and must concentrate on its core
businesses and technologies.) As in many of these scenarios,
the entrepreneur has made some assumptions about the
psychology of the management behind Bigco.

Well, the good news is that the idea is protected from

have true IP.” infringement by competition. The bad news is that the protection
is for Bigco and not for the entrepreneur. The assumption that

Bigco does not consider the technology “core” or strategic does
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Copyright

Copyrights protect  written
works, not ideas, such as
software, books and music.
They should be marked
appropriately and filed with the
U.S. Copyright office to become
official copyrighted works
(although case law shows that
merely marking is has been
good enough in some
situations). Copyright protection
only covers outright copying of
the material. This does not
protect you from someone who
might take the same idea and
duplicate the same function as
your copyrighted material in a
different way. Software
programs are sufficiently large
these days that to duplicate a
popular software product
without copying the original
source or binary code is very
difficult. A “fair use” clause in
the copyright law does allow
non-copyright holders to make
copies of small portions of the
material for references, reviews,
etc. However, fair use would
apply to small portions of
software that would not be
functional as a whole.

not matter. Bigco paid for the patent filing, they paid the
inventor’'s salary during development and they are periodically
paying IP attorneys or their Chief Financial Officer to review IP
holdings. These costs ensure that Bigco will be interested in the
patent’s ownership. If Bigco thinks that the patent protects an
idea that they might use in the future or that overlaps or is
redundant to their current technology, they will view anyone
else’s use of the patent idea as competition and the employee’s
or former employee’s use as theft.

This ownership must be worked out before the entrepreneur can
take on an investment. Either Bigco must agree to sell or license
the patent to the entrepreneur or the entrepreneur must work
around not having access to it, say through clean room
development.

| did similar work for Bigco, but they don’t do this work any
more

OK, this one is a bit different. There is no patent involved. No
copyrighted material. The entrepreneur worked for Bigco on
marketing plans or technologies, but she has since moved on to
other work at Bigco and has left to start her own firm. The first
guestion is, what kind of employment agreement was in place at
the time she did the work for Bigco?

The entrepreneur might have had no employment agreement or
NDA with Bigco. If that is the case then her new company will
probably be OK with respect to IP ownership. If our entrepreneur
had an agreement with Bigco, but it was specific to topics that
have nothing to do with the company she is starting then, again,
she is in a good situation. Here is an example of this situation.
Our entrepreneur was in sales and had an NDA that covered
customer contact information and information regarding Bigco’s
products. If she starts a company based on an idea that might fix
a problem she heard about from those customers, she might be
in the clear. Of course, she would be restricted from contacting
those customers and the “fix” she has come up with had better
not have anything to do with Bigco’s products.

However, if our entrepreneur was subject to an agreement that
was more restrictive or that clearly covers the creation of her
new idea, then the situation has turned ugly. Some agreements
go as far as to say that any idea she might come up with is
property of Bigco, whether she dreamt it, had a Eureka! moment
in the shower, or invented it while on vacation. In this case, she
must work out an agreement with Bigco regarding the idea. To
believe that Bigco, with such an employment agreement in place,
would not be able to claim that they own the idea is wishful
thinking. In this case, the entrepreneur must negotiate with Bigco
for ownership rights or usage rights to the idea. Some
employment agreements may go as far as to claim such rights
even after the employee leaves. Your legal council may have
some advice on the enforceability of such employment
agreements.
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“...Bigco is not
going to go after
me, I'm just one
guy.” Well, have
you ever parked in
the CEQO’s parking
space?”

Trademarks

A trademark protects a logo, a
product name and potentially
some of the marketable aspects
of a product, but not those of a
functional nature. It is
mentioned here for complete-
ness, but it is usually not an IP
issue between entrepreneurs
and their former employers.

| did similar work for Bigco, but I'm too small for them to go
after

Here is another common story. An entrepreneur says that, “yeah
I did similar work for Bigco, but Bigco is not going to go after me,
I'm just one guy.” Well, have you ever parked in the CEQ’s
parking space? You were just one guy then, and yet his
administrator called you on the phone and told you not to do it
again.

The defense of “being small” doesn’'t work for an entrepreneur,
because by their very nature entrepreneurs do not want to
remain small. If your goal is to remain small, then good luck
finding investors. The entrepreneur says, “well by small | mean
that I'll be small for the next year or so, by then Bigco will forget
about me.” Again, the problem is that if you are an entrepreneur
you do not want anybody to forget about you. You are going to
announce to the world in print, email, websites, etc. how you
have the prefect solution or the next killer app. And, when you do
that, Bigco will find out about you and remember you.

Another problem with the “being small” defense is that your
investors will not be as small as you. If you eventually look for
institutional money from an angel group or a venture fund, they
will not be “small.” They will not want the potential liability of
Bigco coming after them. As an extreme example, two record
labels sued Napster’'s venture capital investors recentlyl. That
lawsuit involves indirect IP (read music) theft. Although it is not a
claim based on IP developed during employment, nonetheless, it
does show how far some companies will go to protect their IP
and to seek restitution.

| do similar work for Bigco, but they don’t want to pursue
this

In this case our entrepreneur still works at Bigco, had a cool idea
there and wants to pursue it outside of Bigco because Bigco has
shown little or no interest in it. That is great if Bigco agrees.
There are many reasons why they might agree. Perhaps the idea
might be for a product in a market worth tens of millions of
dollars, but Bigco is only interested in pursuing new ideas that
are useful in much larger markets. Maybe they have divested the
division that originally sponsored the work. Again, in these cases
an agreement needs to be worked out between the entrepreneur
and Bigco.

Often, entrepreneurs in this situation say that they have not
gotten such an agreement with Bigco. What that means is that
they are using Bigco resources (i.e., their time, their colleagues
times, Bigco equipment usage, etc.) to start their own company
and without Bigco’s knowledge. This is a dangerous situation.

! Olsen, Stefanie, CNET News, “Record labels sue Napster
investor”, http://news.com.com/2100-1027-997860.html (April 22,
2003)
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“They expect that
when they leave
Bigco it will just
abandon the work
and move on to
other ideas. This,
of course, Is
pathologically
wishful thinking.”

Trade Secret

A trade secret is a difficult thing
to manage. It could be your idea
or the source code or research
notes. But, no matter what it is,
it must be kept secret. Period! In
software a trade secret is
difficult to protect. What you
think may be your secret and
clever trick that no one will ever
find out could be simultaneously
thought of by anyone anywhere
on the globe and published on
the Internet. The real power of
the trade secret law is in
protecting your working material
from outright theft.

Because this activity is a “current” activity at Bigco, there is no
telling where this might lead. It could result in an agreement to let
the employee start the new company with Bigco’s blessing or it
could result in his immediate dismissal and a restraining order.

When the entrepreneur is smart enough to figure out the risks,
they sometimes try to cover this up by saying that they are aware
of the risks and are keeping their activities secret from Bigco.
When the time is right, they will leave, launch the company, get
investment funding and become big enough to fight Bigco and, of
course according to them, Bigco will have lost interest in this
area by then. Sometimes, they even claim that Bigco’s loss of
interest is guaranteed because the entrepreneur is the only one
at Bigco that understands the technology. They expect that when
they leave Bigco it will just abandon the work and move on to
other ideas. This, of course, is pathologically wishful thinking.
Doing this work in secret will gain nothing except personal
animosity in addition to legal action once Bigco’s management
finds out what has happened.

The good news, as alluded to above, is that this is a good time to
negotiate with Bigco. As an employee who has expertise in an
area that Bigco is no longer interested in (well, at least you
perceive that) and a plan for how to take it to market you will
probably get a hearing with management. Since you are an
insider, initial discussions will not have the bluster on Bigco’'s
side that might exist if they were talking to an outsider.

Sometimes this scenario unfolds, not because the entrepreneur
is trying to be clever, but because they cannot decide whether or
not to leave Bigco. They want an exit path or they think it would
be exciting to actually leave and start a new company, but down
deep inside they are not fully committed. That situation is
understandable. However, before you can go from employee to
entrepreneur you need to make that commitment. You will be
wasting your time and the time of potential investors and
customers if you started talking to them about some interesting
IP to which you might not have rights.

What To Do And Not To Do

Get an agreement while you are small

As mentioned several times above, you are in a much better
position to negotiate with your employer while you are still
employed there. If you are no longer employed, then you still
have a better chance of negotiating with them while you are an
individual and not perceived as a threat. If you are not taken
seriously, make sure that you document your communication, as
it might be useful at a later date if you come back with potential
customers and investors to prove that you should be taken
seriously.
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Proprietary and
Confidential Data and
Non-disclosure
Agreements

Trade secrets and documents
that describe your ideas, your
plans, and your procedures
need to be protected, as well.
Protection for these typically
comes in the form of Non-
Disclosure Agreements (NDAS)
you execute with business
partners so that no one walks
off with information that can be
used against you. NDAs are
also often part of the
employment agreements comp-
anies execute with their
employees.

It's tempting to use NDAs all the
time. Unfortunately, entrepre-
neurs must be as concerned
about building relationships as
they are with building
technology. This means that
you must take precautions other
than NDAs when talking to
potential investors and clients
who might be reluctant to sign.
Tracking numbered copies,
giving each copy of information
a unique characteristic (e.g.,
product code name) so it can be
traced if leaked and limited
disclosure are some ap-
proaches to the situation, but all
risk disclosure to some degree.

“Do not make the
mistake of
thinking that you
understand
enough of the law
to get by.”

License The Work

If you developed a patented idea or copyrighted work for your
employer, see if you can get a license for it. A non-exclusive
license will probably be the easiest to obtain, but may not give
you or your investors enough protection. You might also be able
to license the use of part of the patent or work if you do not need
access to all of its claims.

Use The Power Of The Inventor/Author

It is likely that, as the inventor or author of the work in question,
you are the acknowledged authority at your employer in the
subject area. If that is the case, then you can use that to your
advantage. The argument that you understand the technology
best and, therefore, you should do what you want with it will not
work. But, if negotiations get tough, you are probably the best
one to know how to workaround the patent or copyright in
guestion. You can argue that you would rather work with your
employer and give them a piece of the action, rather than spend
(or waste) a few months of your time and develop a new and
independent idea that cuts them out of the deal.

Be Creative About Licenses or Agreements

Your attorney will probably suggest that you do not become too
creative about licensing or legal agreements. However, you do
have options when it comes to negotiating a deal. You can
propose that the license fees or royalties be paid at a variable
rate. Perhaps the royalties decrease over time (a high initial
royalty or license to satisfy your employer and a lower one later
to satisfy your investors). If that does not work, you could
propose that the fees be decreased as certain milestones are
met. For example, you might pay 20% of sales until you have
paid $100,000 in fees (which might match the loaded cost of
your time at your employer while you developed the idea) and
then pay 5% on future sales.

You can also offer an equity stake in your new company to
sweeten the deal. If you are very creative, you might say it is for
a royalty credit. For instance, you could say that you will give
them X% of ownership in your company and will pay 5% of sales
as royalty/license fees, but that you will not start paying those
royalties until you've made $2 million in sales. Five percent of
$2M means that their X% ownership was for the waiving
$100,000 in fees owed to them. This, of course, puts a specific
price on your stock, which has its own set of advantages and
disadvantages, so please consult an attorney for specific legal
advice.

Get Your Employer To Participate

Another advantage of getting your employer involved early is that
you can try to get them to agree to purchase a certain amount of
your product as part of a licensing deal. If they will not agree to
that, you might try to get a letter of intent from them to purchase
product. This commitment by them will be very useful in getting
your first few sales and for getting investors interest.
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“You have to think
about the story
you are going to
tell your
investors...they
will want to know
what IP you have,
who really owns it
and how you are
protecting it.”

Use The Right Of First Refusal

Your employer may not have many reservations about your
ability to start a company, but they may have significant
reservations about who might eventually own your company and
the IP rights they are granting to you. If this is a concern, you
should consider giving your employer the right of first refusal.
Here the idea is that if they are concerned about your company
being bought by the competition, they have the right to look at
the deal first and accept it or refuse it. They should have to
match the deal in all aspects. If you are trying to negotiate
distribution rights on a patent or copyrighted work where you can
sell licenses to others, a right of first refusal might help with such
concerns. The idea would be that if you try to set up a
distribution deal with a competitor of your employer, your
employer could pick up that distribution deal instead. This, of
course, severely weakens your business so you must be careful
and seek additional advice before proceeding.

Do Not Pretend To Be A Lawyer

As stated numerous times above, seek council from an attorney
before deciding upon a final course of action. Do not make the
mistake of thinking that you understand enough of the law to get
by. However, keep in mind that your attorney will be looking out
for ways to protect you from legal action, but not all business
issues are legal ones.

Summary

Intellectual Property ownership issues are critical for
entrepreneurs. These issues need to be thought about before
launching a company. Most entrepreneurs want to mitigate the
risks of starting a company by testing the waters first. They try to
see how far they can develop the technology or how interested
customers are before they make their own commitments.
However, before they know it, they have infringed on an
employer’s patents, stolen (in their employer’'s eyes) customers,
or started a time clock on patent filing.

You have to think about the story you are going to tell your
investors. Unless you have a lot of cash and can bootstrap your
company into the Fortune 500, you will eventually have to seek
outside investments. When you do, they will want to know what
IP you have, who really owns it and how you are protecting it.
You need to start thinking about how you are going to answer
those questions before you start your company.

Do not assume your employer or former employer is dumb,
uninterested, or does not sue. Companies always keep track of
things that cost money, including the labor costs of a project, the
patent attorney fees and patent office filing fees. This will ensure
that they do not forget about the work that was done.

Take advantage of your size. Do not presume you will eventually
be big enough and rich enough to fend off any claims. Settle
those issues while you are not perceived as a big threat. If you
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think you will be laughed at, at least have the discussion and see
if they will agree that if you address whatever skepticism they
have they will reconsider.

Do not forget to protect your own IP. The stuff you came up with
that is clearly yours. Protect it with patents, copyrights,
trademarks, trade secret notices and sufficient security.
Documenting these practices will enhance your story to
investors.

One final note: do not forget the little guy. Remember what it was
like and when you make it big and an employee of yours is
interested in taking some dead-end technology and doing
something with it, foster and promote their entrepreneurship.
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