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LICENSING BEST PRACTICE

Trademark
licensing:

a best practice guide

While licensing offers a range of benefits to brand owners, there are numerous pitfalls to
avoid. From partner selection to terminations, licensors must take care to ensure that
their extensions are win-wins rather than costly missteps
Trademark licences offer a host of benefits to brand

owners, enabling them to increase the value of their
marks by expanding into product categories or territories
where they lack the requisite capital, skills, experience,
infrastructure or distribution network. Moreover, the
goodwill created by a licensee’s authorised use of a mark
inures to the licensor’s benefit, allowing it to establish
product category breadth, geographic priority, continuous
use and secondary meaning. However, there are numerous
pitfalls which licensors must take care to avoid if a licence
agreement is not to prove an expensive mistake.
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Selecting licensees

There is a common belief that a licensee which has
previously licensed other brands in similar product
categories or geographic territories will be a good fit.
However, this is no guarantee. Licensors should conduct
thorough due diligence to ensure that any potential
partner has direct experience with manufacturing
the types of product covered by the licence, as well as
established relationships with key retailers in the territory.
It is not unusual for licensees to ask for rights to
broad product categories or large geographic regions in
which they actually have little, if any, direct experience,
in an effort to secure the rights and boost their bottom
line – they then sub-license those rights to third parties.
While the licensee (and by extension its sub-licensee) is
bound by the terms of the licence agreement, the licensor
has no privity of contract with the sub-licensee, thereby
potentially impairing its ability to control how and when
66

| AUGUST/SEPTEMBER 2017 

PICTURE: ZHU
DIFENG/
SHUTTERSTOCK.COM

its mark is used.
To define and thoroughly protect the rights of both
licensor and licensee, an agreement should thus clearly
set out the following:
• the names, slogans, logos, designs and other symbols
being licensed;
• all products and services covered by the licence;
• the territorial scope and exclusivity of the licence;
• channels of distribution through which the licensee
may sell licensed products or services;
• the minimum guaranty or royalties payable by the
licensee;
• minimum sales to be achieved by the licensee;
• the terms of the licence, including renewal terms or
options;
• the sell-off period during which the licensee may sell
its remaining inventory after expiration or termination
of the licence;
• the marketing date by which the licensed products or
services must be offered;
• the licensee’s marketing, advertising and promotional
obligations;
• quality control provisions;
• trademark protection provisions;
• representations and warranties;
• a code of conduct for the licensee’s manufacturers;
• the licensor’s audit rights;
• clearly defined termination and assignment rights;
and
• liquidated damages.
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Trademarks, licensed products and services

A trademark licence should clearly identify all
trademarks, slogans, logos, designs and other symbols
being licensed, as well as all trademark and copyright
notices which must be placed on licensed products,
packaging and marketing materials. It is often simplest
to list the marks and required notices in a schedule or
exhibit; otherwise, a licensee may try to assert that all
of the licensor’s marks are covered. The licence should
also make clear whether future trademarks created or
developed by the licensor which relate to the licensed
trademark are included. Best practice is to require a
written amendment to add any trademarks (whether
related to the licensed trademark or not) to the licence.
Similarly, a licence should clearly list the goods and
services which the partner is permitted to manufacture,
distribute and sell, and identify any items which are
specifically excluded (eg, a licence may include boys’ and
girls’ clothing, but exclude clothing for toddlers and infants).
To limit ambiguity, it should also state that all rights in the
trademarks are reserved to the licensor for its own use and
benefit, other than those specifically being granted.

Territory and channels of distribution

Licensees have been known to take liberties when
interpreting the territory covered by a licence, sometimes
assuming that they are permitted to sell licensed products
into territories adjacent or in close proximity to the licensed
territory. Some also assume that a licence agreement
permits them to sell licensed products on their company
website, which may lack filters to prevent the online sale
of licensed products to consumers outside the territory.
Licences should thus clearly define the territory covered
– whether that is a country, group of countries (eg, the
European Union), geographic region or other designation.
Further, the licence should prohibit a licensee from selling
to any customer or distributor that it knows, or has reason
to believe, will export or sell licensed products to parties
outside the territory. Whenever a licence is granted to a
foreign licensee in a foreign territory, local counsel should
vet the agreement to confirm that it is enforceable there.
Similarly, the licence should define the distribution
channels through which licensed products may be sold
(eg, department stores, specialty chains, so-called ‘big box’
retailers or websites). Websites should have geo-filters in
place to prevent consumers outside the licensed territory
from buying licensed products online. The agreement
should also bar the licensee from selling licensed products
on auction, flash or similar websites (which can hurt
brand value due to deeply discounted prices), or for use as
premiums, promotions, giveaways or prizes in sweepstakes,
or via direct mail or marketing or home shopping television
programmes, without the licensor’s prior written consent.
Moreover, the licensee should be prohibited from dumping
licensed products (ie, selling them at volume levels
significantly above its prior sales volumes and at a price
significantly below its lowest sales price for such products).

Royalties, minimum guaranty, minimum sales
and exclusivity
An established principle of contract law is that a contract
must include consideration (ie, a bargained-for exchange
of value between the parties) in order to be enforceable.
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In a trademark licence, the consideration is typically a
royalty payment calculated as a percentage of net revenue
received by the licensee from the sale of licensed products.
The definition of ‘net revenue’ is usually calculated
as the number of units of licensed products sold to the
licensee’s retailers, wholesalers or distributors, multiplied
by its price for such items, less certain allowable
deductions. The definition of ‘allowable deductions’
can also vary. From the licensor’s perspective, allowable
deductions should include only standard trade discounts,
returns for defective goods (which should be evidenced by a
credit note), and value-added tax (known in some territories
as goods and services tax). It should ensure that allowable
deductions exclude the licensee’s costs or expenses related
to the creation, development, manufacture, marketing,
advertising or launch of licensed products, and should
set a cap on such deductions (typically 10% of a licensee’s
gross invoiced bills reported on any quarterly royalty
statement). In addition, licensees should not be permitted
to apply allowable deductions to any so-called ‘close-out
sales’ (ie, licensed products sold at a significant discount,
usually at least 50% below the original gross sales price).
Royalty rates vary depending on the product category,
the nature of the licensed brand, the type of sale (eg,
landed sales or free on board (FOB) sales) and the
trademark’s reputation. The royalty rate on landed sales
(where the licensee bears the cost of the transport or
import of licensed products) should be lower than that for
FOB sales (where the customer or retailer bears the cost of
transportation or import of the licensed products).
In addition to royalties, the owner of an established
brand should require its licensees to pay advance and
periodic guaranteed minimum payments (GMPs), which
should be non-refundable, non-cross-collateralised
(across categories, territories or contract years) and
recoupable against royalties accrued on the licensee’s
sales of licensed products. This provides the licensor with
some assurance that the licensee will dedicate substantial
time and resources to promoting and exploiting the brand
in order to recoup its advance and GMPs. The amount
of the advance payment and GMPs will vary depending
on various factors, including the trademark’s reputation
– a mark that is well known and established in several
territories is likely to command a higher advance and
GMPs than a lesser-known brand. However, where a

Licensees have been known to take liberties when interpreting the
territory covered by a licence, sometimes assuming that it permits them
to sell licensed products into territories adjacent or in close proximity to
the licensed territory
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licensee does not rely on its licence revenues for income,
it may dedicate little effort to exploiting the brand, relying
instead on its advance payment and GMPs to keep the
licence alive and (if exclusive) block competitors. In order
to prevent this, some licensors require licensees to achieve
periodic minimum net sales benchmarks (in addition to
paying an advance and GMPs) during the licence term.
Another key consideration is whether the licence
should be exclusive. The advance payment and GMPs
should be higher for exclusive licences than for nonexclusive licences. If a licensee is clearly the strongest
licensee for a given category and territory – meaning that it
has deep manufacturing experience in the category and a
broad distribution or retail network in the territory – and is
willing to commit to a substantial advance and GMPs, then
it makes sense to consider granting an exclusive licence.
For certain types of licence (eg, for entertainment or toy
brands), licensors typically avoid granting exclusive licences
so that they can grant additional licences in case an existing
licensee underperforms. By contrast, licences for fashion,
lifestyle and luxury brands tend to be exclusive. Even if a
licence is non-exclusive, double licensing carries the risk
that one licensee’s business may cannibalise another’s,
thereby resulting in both licensees underperforming.

Term and sell-off rights

Every licence should have a clearly defined start and end
date. In rare cases, it may make sense to grant a perpetual
licence, although such agreements should contain clear
mechanisms for termination in the event of a breach or
other violation. A licence may contain renewal rights,
in the form of either an automatic renewal which is
exercised unless either party gives the other notice of
its intention not to renew before the expiration of the
term or a renewal option exercisable by either party
giving notice to the other before the expiration of the
term. While each party will want to have the option to
renew, it is common for the licensor to keep that option
to itself, unless the licensee has significant leverage in
the relationship. Brand owners should retain the renewal
option so that they can better control the exploitation of
their brand with a given licensee. If the licensee insists
on having the option, it should be conditioned on the
licensee meeting clearly defined benchmarks.
Upon expiration of the licence, it is common to grant
licensees which have kept to the agreement a sell-off
period – typically between 60 and 90 days after expiration
of the agreement – during which they can sell, on a nonexclusive basis, any licensed products remaining in their
inventory. The licence should require that the licensee
continue to comply with the licence agreement during the
sell-off period, including the accounting for and payment
of royalties from sales, provided that such royalties should
not be offset against any remaining unpaid advance or
GMPs due. The licensor should have the option to require
the licensee to deliver any licensed products not disposed
of by the end of the sell-off period or else to destroy these.
After the expiration of the sell-off period, the licensee
should provide the licensor with a final statement showing
the total number of licensed products sold by it during the
term and the sell-off period, and return all moulds, plates,
engravings or other devices used by it to manufacture the
licensed products. The return of manufacturing moulds
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define the distribution
channels through
which products may
be sold (eg,
department stores,
specialty chains and
so-called ‘big box’
retailers); moreover,
licensees should be
prohibited from
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and tools is often a point of contention – licensees and
their overseas manufacturers or subcontractors are
understandably reluctant to pay to ship the (often heavy)
tooling. The licensor can thus require the licensee to have
the tools defaced or destroyed (with third-party verification)
to prevent the future manufacture of counterfeits.

Marketing date and obligations

Despite the payment of an advance and GMPs, some
licensees may fail to dedicate the time and resources
needed to exploit the licensed brand properly. If the licence
agreement contains no minimum net sales requirement,
then in addition to the advance and GMPs, the licensee
should be required to exercise best efforts to manufacture,
ship, market, promote and sell substantial quantities
(commonly defined as quantities sufficient to meet the
market demand for licensed products) of licensed products
by a specific marketing date defined in the agreement.
Moreover, the agreement should require that the licensee
diligently market and promote the sale of all licensed
products continuously during the term (selling only one
or a few of the licensed product categories covered by the
licence can diminish brand value), and that its marketing
and advertising are in good taste and at least as extensive
as those of any of its other top-tier licensed brands. In
addition, the agreement should require the licensee to
provide a quarterly marketing plan to the licensor, detailing
its anticipated marketing and promotional efforts relating to
the licensed products for at least the following two quarters.

Quality control

A core maxim of trademark law is that a trademark owner
must control the nature and quality of goods and services
offered under its mark in order to maintain quality.
Failure to do so can cause the licence to be deemed
naked, exposing the brand owner to claims of trademark
abandonment. The control exercised by a licensor
must be sufficient to ensure that its licensee’s goods or
services meet the expectations created by the presence
of the trademark. In the case of approved sub-licences,
supervision exercised by a controlled licensee over use of
a mark by its sub-licensees can also be sufficient to protect
the mark’s continued validity. This is in furtherance of
a core public policy underlying US trademark law: to
prevent consumer confusion or deception. However,
licensors must be careful not to exercise excessive control
over the manufacture of licensed products so as to limit
www.WorldTrademarkReview.com
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their risk in the event of a product liability claim.
A trademark licence should require a licensee to
submit for approval all concepts, preliminary and
proposed final artwork, materials and fabric, and all
three-dimensional models which are to appear on or
in any licensed products, as well as prototype samples
of licensed products, together with artwork for each
design of packaging, enclosed materials, tags, labels
and advertising and promotional materials, including
print, television, radio and internet advertising that the
licensee intends to use. The agreement should provide
that the licensor’s approval is deemed not given should
it fail to provide this within a specified timeframe. A
licensee and its manufacturers should not be permitted
to sell or otherwise distribute any unapproved products
or so-called ‘seconds’ or ‘irregulars’, or any damaged,
imperfect, defective or sub-standard inventory of licensed
products. A licensee should be required to notify the
licensor immediately if it becomes aware of any potential
safety concerns related to any licensed product. Moreover,
it should be required to destroy all licensed products
which do not meet the standard of approved samples.

• conform to the samples approved by the licensor;
• be of good quality, free from defects in design,
materials and workmanship; and
• comply with all applicable laws pertaining to the
manufacture, pricing, sale and distribution of
licensed products, including laws associated with
environmental protection, minimum wages, child
labour, health and safety in the workplace, advertising
and labelling, and product safety.

Licensors must be careful not to exercise
excessive control over the manufacture of
licensed products so as to limit their risk in
the event of a product liability claim
Moreover, the licence should provide that any licensed
products that do not comply with applicable laws will
be deemed unapproved, even if previously approved. In
addition, the licensee should represent and warrant that:
• it has the financial and other resources necessary
to pay and perform all of its obligations under the
agreement in a timely manner;
• it has the requisite ability and experience to design,
manufacture, market and sell the licensed products in a
manner that will enhance the prestige of the brand; and
• it owns or has all necessary licences to use all
intellectual and other properties, rights, software and
other technology used in the manufacture, production
and distribution of the licensed products.

Trademark protection

The licence agreement should include language making
clear the parties’ respective obligations to monitor and
protect the licensed trademark in the territory. The
licensor should retain the right to prosecute or settle
any legal action for trademark infringement or unfair
competition in the territory, while the licensee should be
obliged to notify the licensor as soon as it learns of the
manufacture, distribution or sale of any products that
it believes to be infringing. The licensee should not be
permitted to prosecute or settle any legal action related to
the trademark without the licensor’s prior written consent,
and should be obliged to assist the licensor with reasonable
requests to protect the mark. Also, the licensee should
have no claims against the licensor or no right to terminate
the agreement as a result of the licensor’s decision not to
prosecute or to settle a trademark infringement action.

From the licensee’s perspective, the licensor should
represent and warrant that:
• it has the right to license the trademark in accordance
with the terms of the agreement; and
• the trademark infringes no third-party IP rights.
If representing the licensor in the transaction, the
non-infringement representation should be qualified as
being to the licensor’s knowledge and without inquiry
or investigation.

Representations and warranties

The licensor and licensee should provide one another
with representations and warranties necessary to protect
them from undue risk under the licence.
From the licensor’s perspective, the licensee should
represent and warrant that the licensed products will:

Code of conduct for manufacturers
The return of
manufacturing moulds
and tools is often a
point of contention
with licensees using
overseas
manufacturers or
subcontractors. The
licensor can require
them either to return
the tools or to have
them defaced or
destroyed to prevent
the future
manufacture of
counterfeits
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The licensee should be required to have all of its
manufacturers agree to comply with and sign a code
of conduct, which can be attached to the licence as
an exhibit. The code should include, at a minimum,
prohibitions against:
• the use of child labour;
• forced or involuntary labour;
• coercion, harassment or abuse; and
• discrimination in hiring and employment practices.
It should further require the manufacturer to provide
employees with a safe and healthy workplace, including
providing reasonable access to drinkable water and
sanitary facilities, fire safety and adequate lighting and
ventilation. It should also require manufacturers to
comply with all applicable wage, hour and environmental
laws and regulations, and to have all subcontractors
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which manufacture licensed products agree in
writing to comply with it. In addition, the California
Transparency in Supply Chains Act requires retailers and
manufacturing companies doing business in California
and with worldwide annual revenues of at least $100
million to disclose and report on their supply chains
(see www.dol.gov/ilab/child-forced-labor/CaliforniaTransparency-in-Supply-Chains-Act.htm).

Audit rights

A licensee should be required to maintain, during the
licence term and for a period thereafter, accurate books
of account and records covering all transactions relating
to the licence agreement, including information as to
quantities of licensed products manufactured, sold and
shipped, and inventory remaining at the end of the term.
The licensor should have the right, during the term and
for at least two years thereafter, to examine and make
copies of the books and records of the licensee and any of
the licensee’s manufacturers making licensed products.
If the examination discloses an underpayment above a
certain percentage (typically between 5% and 10%) during
the period being audited, the costs of the audit should
be paid by the licensee and all underpayments should
be promptly paid to the licensor, plus interest. From the
licensee’s perspective, the licensor should be limited to
no more than one examination per year, to be conducted
during its normal business hours. The licensee should also
try to delete any language requiring it to pay audit costs
in the event of an underpayment above a given threshold
(eg, 5%), or at least negotiate for a higher threshold.
In almost all cases an audit (typically conducted by an
outside royalty auditor) will reveal an underpayment or
miscalculation by the licensee which results in a payment
to the licensor. More often than not, it will reveal that
the licensee improperly calculated net revenue (eg, by
categorising marketing costs as an allowable deduction
or applying allowable deductions to close-out sales). It is
less likely to find that the licensee simply failed to report
revenue from sales of licensed products.

Termination and assignment

Each party to the licence will want the right to terminate
in the event of the other party’s uncured material
breach or default of the agreement. From the licensor’s
perspective, if a licensee materially breaches any provision
of the licence, it should have the right to terminate upon
10 days’ written notice, with the licence automatically
terminating unless the licensee rectifies the situation
within that 10-day period. In addition, the licensor should
have the right to terminate the agreement immediately if:
• the licensee commits fraud or does anything else likely
to have an adverse effect on the business reputation of
the licensee, the licensor or the trademark;
• any bankruptcy, reorganisation or similar proceeding
is instituted by or against the licensee and is not
dismissed within 30 days;
• the licensee becomes insolvent; or
• the licensee causes irreparable damage to the trademark.
In addition, the licensor should have the right to
terminate the agreement immediately if there is a change
in control of the licensee, including by way of merger. The
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licensee should endeavour to secure reciprocal termination
rights from the licensor, although this will depend entirely
on what leverage it has in the licence negotiations.
Each party to a licence will want the right to assign its
rights and obligations under the agreement freely, without
interference from the other. From the licensor’s perspective,
it is essential that the licensee not be permitted to assign,
transfer, sub-license or otherwise encumber the licence
rights without its prior written consent. This is because each
licensee is selected based on its technical skills, experience
and expertise manufacturing, marketing and selling
licensed products in the licensed territory; the licensor
should not take the risk of the licensee transferring its
licence rights to a third party which may lack the requisite
skills and experience, or which may be a competitor.
Again, unless the licensee has substantial leverage, it will
be difficult to prevent the licensor from freely assigning
its rights, although it is appropriate to require the licensor
to provide written notice of any such assignment.

Liquidated damages

One danger faced by trademark licensors is the risk that
a licensee will sell licensed products before signing the
agreement or outside the defined territory or channels
of distribution. Because the licensor’s damages from
such breaches (one of which occurs pre-signing) are
difficult to quantify, the licence agreement should
include a liquidated damages provision (typically 10%
of gross sales of all licensed products, in addition to all
royalties otherwise due) to deter licensees from such
contraventions. To withstand challenges to its validity,
the provision should make clear that the liquidated
damages are not a penalty, and that the parties agree that
they are reasonable in light of the anticipated or actual
harm caused by such a breach, as well as the difficulties
of proving actual damages and the non-feasibility of the
licensor otherwise obtaining an adequate remedy.
While this is not an exhaustive list of all the provisions
that should go into an enforceable trademark licence,
it covers most of the key terms needed to protect the
rights of a brand licensor adequately while granting the
licensee the rights that it needs to execute a successful
licensing programme.
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