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How Not to License Patents - some basic drafting points. 
 
 
Introduction 
 
 
This is a cautionary tale based upon the little cited House of Lords case of Fluflon Limited v. 
William Frost & Sons Limited (1966) FSR 184. The case concerned the interpretation of a 
patent licence agreement.  It graphically illustrates the need to define carefully in the 
agreement exactly what is licensed, and in respect of what a royalty is payable - matters which 
are so elementary they are often overlooked in drafting a licence under intellectual property 
rights. 
 
 
The Fluflon Licence 
 
 
In September 1955 Fluflon Limited (Fluflon) entered into an agreement with Wm. Frost & Sons 
Limited (Frost) under which Frost was licensed to use Fluflon's process for manufacturing 
plastic yarns.  Frost subsequently purchased ten machines from Fluflon's recommended 
supplier to operate the Fluflon process.  A dispute arose as to whether Frost was liable to pay 
royalties to Fluflon on yarns made using other machines which had been purchased by Frost 
without Fluflon's involvement. 
 
Royalties were payable under clause 3 of the agreement on the amount of yarn "processed 
under the said licence", a vague phrase which left open the question of exactly what was 
licensed.  Clause 1 stated that Frost was licensed to use the "invention" (which was defined in 
the recitals).  It was possible to interpret the agreement as requiring royalties to be paid on 
yarn manufactured using any machine which embodied the invention as defined in the recitals. 
 
So what was the invention?  After a rather general description of the manufacturing process, 
the recitals to this remarkable agreement contained the following phrase:- 
"The said processes, apparatus and the yarns produced (to the extent that said yarns are new 
and patentable) are  hereinafter sometimes referred to as the invention." 
 
The use of the word "sometimes" stands out like a sore thumb and is a perfect example of how 
not to define a term used in any agreement.  In any event, at this point in the recitals the 
definition did not refer to any patents.  A later recital stated that three UK patent applications 
"covering the said invention" had been filed.  However at the time the agreement was signed 
these applications had not been published and their contents were not disclosed to Frost.  
Shortly after the agreement was signed, Fluflon sent Frost a package of technical information 
consisting of some diagrams of the ten machines, some specifications for parts and a list of 
suppliers. 
 
The Litigation 



 
When they were finally published, the claims appended to the three patents were extremely 
broad and arguably covered the output from machines which Frost had never contemplated as 
being products on which royalty would be payable to Fluflon.  The question which the courts 
were asked to unravel was simply what was meant by the words "the invention".  Fluflon said 
it was defined by the claims of the patents; Frost said it was limited to what was actually 
disclosed to them by Fluflon pursuant to the agreement. 
 
The dispute was a very expensive one for both parties.  An arbitrator held that the invention 
was that which formed the subject matter of the three patents.  The arbitrator's decision was 
referred to the High Court, and Mr. Justice Buckley agreed with the arbitrator.  The Court of 
Appeal then took a unanimously different view.  Fluflon obtained leave to appeal to the 
House of Lords and the House of Lords unanimously upheld the Court of Appeal in finding that 
the invention was limited to that which was disclosed to Frost by Fluflon under the agreement, 
and not that which formed the subject matter of the three patents.  Both parties sought to 
support their arguments by referring to other clauses of the agreement and the whole matter 
turned out to be a benefit match for the lawyers. 
 
The Golden Rules 
 
As Lord Reid commented in his Judgment in the Fluflon case:- 
"In 1955 (Fluflon) tendered to (Frost) a form of agreement which is very obscure.  (Frost) 
appear to have accepted and signed it without realising its obscurity or seeking   to have it 
clarified.  So it is not very surprising that this has led to long and costly litigation in which this 
appeal is only one stage."  
 
In the Fluflon case, the agreement failed to define clearly and precisely what was the subject 
matter of the licence, and on what royalty was payable.  In many intellectual property licence 
agreements these are the most important clauses. 
 
The owner of the rights will often seek a definition which is as broad as possible and preferably 
broader than the claims of any patent he might obtain (if patents are involved).  The licensee 
on the other hand will often prefer a definition which is limited to the exact scope of what is 
disclosed or of a valid subsisting patent if there is one.  However the negotiations proceed it is 
incumbent upon the responsible people to see that the definition is clear and concise so that 
there can be no argument in the future as to what is, and what is not, royalty-bearing. 
 
It goes without saying that, unlike the position in the Fluflon case, the definitions should be 
used consistently throughout the agreement, and should be set out in the main body of the 
agreement rather than in the recitals, preferably in a definitions clause.  It may be inadvisable 
to go to a precedent book and simply pick out the definitions from a standard form licence - for 
example, the licence may well have been drafted to cover the sale of products when the 
subject-matter of the agreement may relate to a process. 
 
In drafting the definition of what is to be royalty-bearing, certain practical considerations have 
to be taken into account.  For example, if the rights involved relate only to a small part of a 
large machine, there may never be a separate sale of that part, so that it is impossible to 



ascertain the value on which the royalty is to be paid.  In such cases it would clearly be better 
to have a low royalty rate based on the value of the whole machine.  The same goes for cases 
where the licence relates to a process in which the licensed patents or know-how relate only to 
an intermediate step in the process which is in itself never isolated or sold.  The parties need 
to decide on what is practicable before drafting the definitions. 
 
Other drafting issues 
 
There is an almost limitless number of other points which can be considered during 
negotiations over an agreement relating to intellectual property rights.  In relation to the 
calculation of royalty,issues which are often addressed in the agreement include the following:- 
 
Net Sales Value - is the royalty based on the price charged by the licensee or that charged by its 
sublicensee or distributor or affiliate(if any) to the ultimate customer? 
 
Discounted sales - in the case of "loss-leader" and  other discounted sales, how is royalty 
calculated? 
 
Foreign currency sales - what currency conversion formula is to be used, and on what date(s) - 
ie who bears the currency risk? 
 
Apportionment of royalty- in cases where the royalty- bearing product is sold as part of a 
combination product,  and not priced separately, how is royalty calculated: by 
apportioning manufacturing costs of the different "ingredients" of the combination product, or 
the relative weight of the ingredients, or by some other method? 
 
VAT- is the royalty inclusive or exclusive of VAT?  In  cases where VAT is not currently 
payable (eg generally for licences to exploit outside the UK)  does the agreement  deal with 
the possibility of VAT being  introduced during  the life of the licence (eg in respect of 
licence  territories within the EC)? 
  
 
Conclusion 
 
The moral of the story is that carelessly drafted licence agreements can cost you more than you 
bargained for. 
 


