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n the technology-driven environment, 
intellectual property (IP) is often the I crown jewel" asset of a company, both 

as an unrealized asset and, more impor- 

jl tantly, in terms of the revenue that that 

BI IP could generate if properly and fully 

11 exploited over time. While this statement is 

ii true across the full spectrum of IP (e.g., pat- 
ents, trademarks, copyrights, trade secrets 
and the like), it is particularly the case 
with regard to patents, arguably the most 
valuable kind of intellectual property in a 
company's IP portfolio. 

As a consequence, inventors and com- 
panies are becoming more concerned about 
protecting and exploiting their patent assets, 
and, to that end, many are moving toward a 
"two entity" legal structure. The first entity 
is the core company and typically the 
public face of the enterprise. This is where 
managemeni sits, and where the business 
of the company is typically conducted (e.g. 
engineering, manufacturing, marketing and 
sales). The second entity is the legal reposi- 
tory of the intellectual property assets, and 
is singularly tasked with protecting, man- 
aging and exploiting the IP. This second 
entity is an intellectual property holding 
company (IPHC) . 

But is this two-entity IP strategy the best 
approach? It depends. There are several 
important aspects to the analysis, and it 
is absolutely essential that both inven- 
tors and companies evaluate all of these 
aspects before making a determination as to 
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whether this strategy makes sense for their 
specific situation. 

TAXATION 
Historically, perhaps the most signifi- 

cant impetus to moving toward a two-entity 
structure has been driven by tax consid- 
erations. The strategy, at its essence, is 
designed to minimize tax liabilities by 
shifting licensing royalty income earned 
from IP assets to low/no tax states. The 
scenario typically works like this: 1.) The 
IP is placed within a stand-alone IPHC 
(as one might expect, there are exotic and 
arcane tax strategies for how, when, and 
under what circumstances this might be 
accomplished, but that discussion is well 
beyond the scope of this article); 2.) The 
core company then licenses from the IPHC 
the right to exploit the IP. By setting up 
the IPHC in a state that imposes no licens- 
ing royalty tax on a domestic entity whose 
sole business is the management of intan- 
gible assets used outside the state (such 
as Delaware), or, alternatively, in a state 
which has no corporate income tax at all 
(such as Nevada), the tax on that licensing 
royalty income is, at the very least, sig- 
nificantly reduced and perhaps eliminated 
completely. Moreover, the royalty payments 
would likely be deductible by the core com- 
pany as a business expense. 

However, this strategy is no longer a 
slam-dunk. Both federal and state taxing 
authorities have begun to look more closely 
at these two-entity structures, with an eye 
toward deconstructing them (and, not coin- 
cidentally, generating tax revenue), if their 
only meaningfully defensible reason for 
existence is tax reduction. If the IPHC is 
a mere operational shell, for example, with 
no real staff, no physical office (a P.O. Box/ 
Virtual Office arrangement almost certainly 
won't cut it) and no real operational respon- 
sibility other than to hold the IP, the IPHC 
might very well be determined by taxing 
authorities to be a sham. Additionally, if the 
nature of the licensing relationship between 
the entities is exclusive and long term, 
the IRS might well rule that the transac- 
tion was actually a disguised IP asset sale 
rather than a licensing arrangement, not- 
withstanding the contractual paperwork's 
language to the contrary. Accordingly, prior 
to a decision to implement a two entity 
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strategy driven predominantly by a tax 
reduction motivation, a very serious review 
of the various structural, operational and 
contractual requirements for a successful 
two entity strategy should be undertaken to 
assure that it will survive a rigorous federal 
and state audit. 

MANAGEMENT 
Aside from taxation, one of the other 

major reasons companies move to imple- 
ment a two-entity strategy is to bring a more 
intense, professional and measurable focus 
to the management and exploitation of their 
IP  assets. Important IP  functions such as 
filings, assignments, marketing and licens- 
ing business opportunities would arguably 
be better managed in an environment set 
apart from the daily chaos of the executive 
suite. This, of course, would be the case in 
almost any size company, but is particularly 
true in environments where there are sig- 
nificant numbers of patents in, or moving 
through the corporate IP portfolio. In that 
scenario, the two;entity IPHC approach 
may be the right one, irrespective of almost 
any other consideration. 

That said, it is important to gauge the 
cost and complexity of this strategy, up 
front. This is not an inexpensive route to 
take, and must be viewed in the context 
of the level of IP assets which would be 
addressed by this approach, and whether 
it makes sense to go this route if there is 
little or no anticipated licensing revenue 
involved in the equation. Moreover, to the 
degree that such an approach (for example, 
in a startup environment) is merely struc- 
tural (e.g., there is an IPHC entity, but no 
real resources being applied within that 
IPHC to manage and support its purported 
mission), state and federal taxing authori- 
ties, as discussed above, might success- 
fully deconstruct the entire strategy and 
eliminate any tax advantages which could 
otherwise pertain. 

Finally, there is the issue of ongoing 
product development by the core company. 
Assuring the flow of new IP assets into the 
IPHC, where such IP assets derive from 
the work done in the engineering group 
typically owned by the core company (but 
which may or may not be technically tied 
to IP assets already owned by the IPHC), 
can be daunting in any number of respects, 
not the least of which would be the issue of 
asset transfer valuation. 

PROTECTION 
The whole point of patent filings, of 

course, is to create a comprehensively- 
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