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Lester A. I’ettig. Admihistrator:
 0ffice of Federal Produrement; Policy
Offica of Hihdcerent and Biudgat T
Room 9001 New Executive Offlca Building
Wa.shingtm\, b, €. 20503 . .

Dear Mr. Pettiqs

The Mono:ooly and Anti.compatitiva Activ:.tiea e
Subcormittee of the Segnate Select Committes on Small Business
now has completed five' days of hearings on the history, legal
basis and implications of Institutional Fatent Agreements (IPAs)
ag an implement of chemmt pa.t.ent policy. :

: As you know, the heiarings wera held becal.se the .
Gengral Services Admifimtration announced that a newly wordsd
IPA was being incorporated in Federal Procurement Regulations
for Government-wide usa effective March 20,. At ny request;’
you agreed to stay the new patent regulation for 120 days, -
until July 18, to perxz:it it to ba scrutifnized by: cuagressioqa].
co..m.tttees .and the Executive Office c:f the Presidem: i

. ohe subcommittee 1mritad 17 uit_aesses to testify
al: tha hearings Hay 22-213,° “Juna 20-Z1"and 26, As the. consluding
witness oOn, June 26, yod sa.id. according to tha unedited -
transcript of the heaving; ™ 7 _

. .. The stay oxdar I. requasted does run
o out i, July ‘18th, and, frankly, I hava
mbt &ecided what the most’ appropriate
. course of actinm will be #t that timae.

Clearly we will neséd to consuit’ with

a wide variety of interests, Dr. Baxuch,

and his Cormitiee, other interests,

other interests in QM2, and the White

Houza, and certainly the interests of

this Committes.

;
i
i
i
|
}
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L. Fettig ¢ n Ui -3~ July 18, 1978 .

If they are correct, the GSA patent regulation should not
ba allowved to go intn effeat unlees and until it represents
OMB policy...

2. Dr. Jordan Baruch, speaking a8 chairman of tha .
interagenhcy Comzittee on Intellectual Property and Information L
{(CIPI) of. the Federal Codrdinating Council for Scienca,
Engineering, and Technology, -testifled that CIPI's 16 membat
agencies are presently studying such queations as: ..

‘ -~ How does Federal patent policy affect compatitionj';
and economic concentration withintthe: private sectar? : SR

- HOW Can Federal patent policy better promote '
te¢hnological ianovation?

: He said- CIPI's goal is to zecommend to the Presidentu
"a set of opticns with eaough detail so that his cholces -
azn be welded together into a coherent policy with a clear: ...
delinsation of who benefits and who besarg -the costa,” that ... .
he was sure one of CIPI's recommsendations would address the: . ..
structure and performance of IPA3, and that it probably would
‘take CIPI six months to arrive at-a’ set of recommendations.

_ Hhxle Dr, Baruch disclaimed concexn ahout the GSA
patent regulation golng inte effect before CIPI makes its DL
recommendation to retain, modify or withdraw 1t, I would like .. -
to raise these ?oints about aoxng so:

a. The CGSA patent regulation does not confer
authority upon an agency to use an IPA {4)..  Any aathority -
an agency believes. it has to use an IPA it has already.

If the GSA patent regulation Goes. not go.iato elffect, agencies
presently using their own IPAs would be frese to Tontinue using
them, and agencies not now using IPAs would. remain free to
develop their own {17). In other words, putting the GSA
patent rgoulation into effact would not add to an agency's
existing -authority and options, and staying-it would not

take away anything an agency may already have. . Where .then- is.
the conpelling public need to inplerent the GSA patent. e T
regulation in the short rum while the structure and performance
of IPAs unaergo study by n coamittee advising the Presidant?

b, The Department of Eealth, Bducation and’ Welfare
and the Haticnal Science Foundation. presently use their own . .-
1PAs and would have .to switch over to the standard IPA




SLVUUE

L, ]_.’_af.tig _' R July 18, 1978

that ‘the reports it has received on the: status of inventions

*hava not followed any consistent format and have not always
bedn ‘completa or timely,” and conceded, “Moreover; our record
keeping has not heen sufficiantly systematic." HEW appears .

to have moch more:detailed information, but some of the infor-.
mation submitted to the subcomsdttes (1)} raised.guestions of
currency and completeness, e.g. the 1list of IPA holders

presented at the hearing of May 22 was current to Decerber 7, 1977,
eore than five months earlier; the.list-of pateat cznagement :
organizations utilized by IFA holders cmitted Unlversity

_ 'Patents, Inc., and A. D. Little. :

. Cne witness prouosed that tha GSA patent regulation
be given a “fair trial® (12), but could offer no suggestion
of what would be counted a8 evidence againat tha Governmekt-wide
IPA in such a trinl. TR

THB GOVEHHHERT*WIDK IPA

- ‘Two defects of substance and one of procadure mar
tha standard IPA- containged in the GSA patent regulation.

1. The Governmant-w1da IPA arovides. ““he Institutlon
shall adninister those Subject Inventions to which it elscts
to retain title ip ‘the publie interest wie ™ but it Goes
not define the phrase. S iUl s

What does ths’ ‘Phrage mean? : It cannot ‘be deft to
each institution holding an IPA to define “the public interest.”
tach institution wanting to negotiate an'IPA wilk have to
provide the agency with a copy of its "established patent
policy, together with the date aAnd mannex of its- adoation.
Will the Government abdicate its policy-making: role and allow
universities to define "the public interest‘ in texms of their
" own perceptions and interests?

(a7 th;s point, the usr witness.(zj uaclared in his
rapared statement'?f“ :

_Ultimately, in any eyent, 1 hasa
“econeluded-and’advised. the. Director i
‘of “the Foundation that undet the- :
'.Preszdent's Btatement as it now stands,-
as well as’ under KSP's basic Act, the =
. legal propriety of the IPA mechanism
" depends wltimately on &’ determination: ]
 of where the public intexest lies. That,. . ...
‘of courge, comes down to a‘policy .ot
judgment for policymakers --— which is,
again, as we think it shounld be,




L. Fettig 7= - July 18, 1978

ities and other insiders domlnated the .,
Covernmant-wide IPA was developed., -When .
dard IPA was forwarded to Federal Frocure-~
aff, G5A solicited comments on it from-

cies, 41 professional associaticons and 66
titutions . (4).  Thers was no solicitation of -
‘through the Federal Register, on grounds that
-ative Progedure Act. exempts contract matters

ic rule-making. reunirement Fand our practice.

arg has been to invuke that exemption' (4).

That old APA pxovision notwithstandinq, most

20 publish such proposzls for public comment,
derstand that both your office and GSA favor revising
provision. Furthermora, in your p:eparad gtatement
explored the distinctions between procuremengfand .
assistance transactions set fokth in Public Law 95-224,

‘You explained that in Section 4 it defines a procurement
“transaction and directs the use of a procurement contract
under certain circumstances, and that in Sections § and 6
it cdefines an agsistance transaction and directs the use of
grants or cooperative agreements under certaln different
circumstances. You added.

1-‘er:&e:t:atl resaarch and development
 involves both procurement and. assistanca- i
and it ig important  to. consider the type -
of transaction when we. conslder patent o
policy.

The Government—wide IPA is too important in terms;
of policy and procedurs to be drafted privately by agency. ..
patent counsel, university. grantecs and, thzir agants.- It .
should ba redrafted in public view. . g

OTBER PAC'NRS

In closing, I want to mention “two factnrs that
relate: to ghe discussion of Governnment patent policy-but do not
bear directly on your decision whether ox not continua I
the stay of the GSA patent regulation. s .

1., Witnesses at the hearings often shifted their
ground from performance to principle and back again. In arguing
that the Governmant should not take title to Inventions




JuL 17 1978

278, I requested-that you take:.the necessary

ay-for 120 days the:final -rule-amending the

curenent Regqulation on Ingtitutional Patent
This rule was contained in the February 2,

o eral Register.

stand that under ‘its terms the ‘stay will automati~
be 1ifted at the end of the 120~day pericd on July 18,
I concur that the stay:shotld be lifted at this tire
request that this action be noted in the Faderal Register
d that the notification include a statement that the
Institutional Patent Agreement regulations are subject to
change when there-is an executive branch resolution of
Pederal patent policy., Tom Wllliamson of my Oﬂfice has
discussed th1 matter with Phil Read

Many thanks for your help.

""S;;dgrely;; :

gLester A. Fettig
_Admigistratq;_ e

QFPP:AL File/chron/Reading _fA"
HShipley:T™Williamsonikh 7/13/78 "

32-835 O =78 -2




[From the Congressienal Record, May 19, 1978, pp.. S7881—S’1’883}

PATENTABLE MATERIAL AND 'I.‘HL FREEDOM OF INFOBMATION Aot

\Ir Nzrsow. Mr. Premdent Government patent policy generates a substantial
flow of mformatmn in colitection with its outlays for résearch and development.
For example, as a result of its expenditures of about $100 billion for research
and development from fiscal year 1670 through 1975, the Government received
52,996 invention disclosures.
" Patent” right'clauses in the Armed Services Procurement Regulatmns ‘and
Federal Procurement Regulations reguire a Government contractor to submit a
complete technieal disclosure of each invention conceived or first actually reduced
to practic under the contract ‘
The ion covers any invention or discovery “which is or may be patentable
under thelaws of the United States of American or any foreign country.”
;. In its study of Government patent policy, the Monopoly:and Anticompetitive
Activities Subcommittee of the Select Committee on Small Business has noted the
. _substantlal flow of premventlon mformatmn to the Department of Health, Edu-
. ‘cation, annd Welfare which is, nonétheless, claimed to involve patentable mater:al
i o Fromi1969 through 1974, Toughily 100,000 grant applications and contract pro-
g _,-poSals were submitted to HEW During that period, the Department estimates,
universities.filed patent applications on 329 inventions which-were either gen-
erated or corroborated by HEW-funded- grants and contracts.

The .Freedom of Information Act was in effect throughout that period. On
January 5, 1973, the Federal Advisory Committee Act went into effect, requiring
that meetings of Federal advisory committees be open to the public but allowing
certain meetings to be. closed on the same grounds. that the: FOIA allows eerham
;documents to be exempt from mandatory public disclogures. .

Typically, the advisory committees of the National Institute of Health that re-
view grant applications and:.contract:proposals for scientific and technical merits
—cominonly known as “peer review” committees-—would close their meetings on
grounds- that the FOIA exemptions for-trade secrets and invasion of personal
prwacy applied to the matters to be discussed.

“As of early March 1977, NIH notices in the Federal Register announcmg thaf:
s. peer review panel meeting would be closed in accordance with the Federal Ad-
visory Committee Act and exemptions4 (trade secrets) and 6 ( personal pr1vacy)
.of .the ¥reedom. of Information Act customarily asserted : v
~%The (grant) applieations contain information of a propnetary o conﬁdentlal
nature, including detailed research protocols, designs, and other technical informa-

. tion; finaneial data, sueh as salaries; and personal mfom:uatmn concernmg md1-
vuiuaIs associated with the applications.”

< However, on: or about March 11, 1977, theeve of the eﬁeetwe date of the Gov‘
ernment in the Sunshine: Act, the Wordmg of NIH notices changed, Here is an
example from page 18603 of the Federal Register of March 11, 1977, which was
.meant -to apply . to meetlugb dealing. Wlth contraet proposals and/or grant
applications:

“These proposals and appheatmus and the dlSClISSIOD.S could reveal conﬁdentlal
trade secrets or commercial property such as patentable material, and perscnal

information eoncermng individuals associated with the prc)posals' and
-applications.” -

Mr, Presxdent I asked the Congressronal Research Servme to determine Whether
use of the phrase “patentable material” could he jnstified either by statitory law
or by judicial mterpretatlons of exemption 4. The CRS reply says in part:. ;

“Patentable material is not automatlcally exempt ; 1t must satisiy: the crlterla
of Exemption Four and its judicial gloss.”

However, it also acknowledges a frankly . commermal aspeet urged by com—-
mentator James T, O'Reilly. The reply was: ' -

“A threshold eonsideration in determining the apphcabﬂlty of Exemptmn Four
to research grantapplications and proposals-is the motivation of the researcher or.
organization, In the words of one commentator, “in:the regearch area, the motive
of the researcher to make his findings proﬁtable in the commerc1a1 sense 1s con-

~gidered- a prerequlslte to b(4) protection for the research.””. -

I.find that view somewhat bizarre,; It raises the prospect of grant apphcatmns
being judged by the commercial gleam in the appheant’ eye, ingtead of their
scientific and technical merit. Would the peer review: system go:cash-and-carry?

-Algo, it raises:doubts about the .use of dnstitutional patent agreements—
giviug universities- first option te own.the rights to: inventions resulting from




seientists «to H.E.W. were not exempt from. disclosure because %[ilt is-clear
enough: that a non-commercial scientists’ research design is not literally a trade
secret or item of commercial information, for it defies common sense to pretend
the:. screntlst is engaged in.trade: or. commerce.” 304 F. 24 at 24-1 (footnote

' . omxtted)

P .1976)

=Onee it is (Ieteunmed that comme1c1a1 or ﬁnanmal mformatlon is 1nv01vec1 1t
mugt - further be shown that the information is “privileged or confidential”.
o Privileged information: refers to the tradition commenlaw privileges; such' as

- doctor-patient, attorney-client,: and has received. little judicial attention.:See,
Project; .Government Information and the Rights of Citizens, T3 Mich. L. Rev.
971, 1065 : {1975) . Yor information to be “confidential”, the test is “if disclosure
of the information is:likely to have either of the- followmg effects: (1) to impair
the Goverment’s ability to:obtain necessary information in the future; or (2) to
cause. substantial harm to-the competitive position of the: person from whom
*.". the information was obtained.” National Parks Conservation Association v. - Mor-

Lton, 498 F :2d 765, 767 (D.C. Cir. 1974), after remand, 547 F 2d 673 (DC Glr

o z:iThus, to gualify -for exemption under the Aets, the mformatwn must e1ther he
- & tradesecret, or, confidential commerciai or financial information, Patentable'ma~
. terial is not automatically eXempt; it must satisfy the criteria.of Exemption Four
and-its judicial glass. The NIH notices propose-to close meetings beczuse they
could reveal “confidential trade secrets or'commercial property such as patentable
material”. Patentable material is used as an example of “commeréial property™:
Commereial property which is privileged or confidential under the National Parks
test is éxempt from disclosure under: Exemption Four, Thus, to the extent “patent-
_ material”- is'eongruent with confidential (under National Parks) commereial in-
formation, it is descriptive of a class of information which may be withheld under
the FOIA Of course, if the patentable mateual meets the cnterla of a trade
gecret, it 15 also exempt from disclosure. -

Grant applications and research protocols may “ell contam mformatmn W h1c11
is patentable and kas a “trdde or comimércial character”. Washingion Resea'rch
Project ‘did not preclude, even in the case of information submittéd by non-profit
organizations, the possibility of” commercial activity entitling the information:
to the protection: of Exemption Four. The court:-pointed  out that it was the
agency's: burden to demonstrate the ‘trade or commercial characte_r of the re-
search design information” and that it failed to introduce “a single fact relat- -
ing to the commercial character of any specific research projéct.” 504 F:2d at
244-5 n. 6. A threshold consideration in:determining the applicability of Exemp-~
tiotr” Four to research:grant applications’ and’ proposals is the motivation of!
the ‘researcher or organization. In'the words of - one commentator, “in the're-
search area, the motive of the research to make his findings profitable in the
commercial sense - is cons1dered a preleqmsue to h(4) protectmn for the re-
search’” O'Reilly, supra. § 14. 07 .

House Subcommittee hearmgs in 19 7 on Exemptmn Four did not examine the
problemof Tesearch grant and contract proposals:in depth: The Subecormmiittes
did réceive, however, communicitions for the record from various individuals
and groups expressing concern that Exemption Four did not provide sufficient pro--
tection for the scientist and researcher seeking funds from the Féderal ‘Gov-
ernment to conduet his projects. See generally, Hearings on the Business Record
Exemption of the Freedom of Information Act Before a Subcomm. of House
Government Operations Comm., 95th Cong:, 1st sess, 302-345°°(1977). It was
pointed out-in some -of the commumeatlons that the material submitted to the'
Government by potential grantees o:ften contalned patentable 1deas Of potentlal;
commereial value, Id.; 318,

Furthermore, many projects were used to generate income for further re-
search and education and enhancement of the institution involved.’ Id., 821
Researchers thus may have proprietary interests as well as pure research m0t1-
vations. 7d., 318, Under such circumstances, information contained in grant of

contract: apphcatlons may qualify for protection under Exemption Four of the - -

FOIA and the Government-in-the-Sunshine Act, Washington Research ' Proj.,
Ine, v. Department of HEW ‘b04 F. 9nd 238 244—5 n:. 6 (DC C1r 1974) cert'
demed 421 U 5. 963 (1975) ,
s . L oo
-The second‘inquiry- is whet_hef. invention disclosures rhade-pursuant to ‘the-
_provisions of the Institutional Patent Agreement proposed for Government-wide!

rse would: be dlsclosable under Dxemptlon Four of the Freedom of Informatmn
Act: o . R




such inventions and receipt of income thérefrom is to be accom-
mprofit organizations. In the words of the court in Washington
oject, such institutions wounld, therefore, seem to have “a commer-
e interest!’ in the invention and information relating to it. 504 E. 2d
‘Under:.such circumstanceg, the information may e exempt under,
our, o

ary, with respect to 1nvent10n d1sclosures for whreh no patent apphca- .
pe diled by the institution, the institution waives its right te nondis-
er the terms of the Instltutlonal Patent Agreement, Proposed Agree-
n (e} (3); 43 Fed. Reg. 4425, Once a patent application is filed, the’
- would appear to be protected by 35 U.8.C. 122, Irons v. Gottschalh,,
hoge invention disclosures which the institution intends to patent but
filed an application, to which Exemption Four would be applied in
dizelosure. The criteria of trade or commereial character and con-
utlined in Part One would be the standards governing access. Thig
creating 4 new class of information that could be withheld from the
vould be applymg the general terms of the FOIA to .a.specific piece. of-;

he foregomg is responswe to your 1uqulr1ee If further analysls 1s
chtmnal questrons arise,- please contact.us. . Y

THE LIBRARY OF CONGREss, Can
CONGRESSIONAL RESEARCH SERVICE, . o
Washington, D.C., Mey 16, 1978. .

tenate: Subcommlttee on \Ionopoly and Antrcompetltwe Act Attentlon
‘Gerald:Sturges.’ .

; ) Amencan Law Division. - -
‘Blibject Patentable Material and the FOIA

This memorandum will expand on a conclusion of & prior memorandum of May 8
on the applicability of Exemption ¥Four of the Government-In-the-Sunshine Aet.
Lo certain NTH peer review meetings. Federal Register notices of closure of meet-
ings of the National Institutes of Health dealing with eontract proposals and/or
grant applications state that the proposals and applications and the discussions
could reveal “conﬁdentral trade secrets or commercml property such as patentable_
material .

Trade secrets and conﬁdentml commerc.-lal mfcnmatlon are exempt from dlS-
closure under both the FOIA and the Sunshine Act. Therefore, “patentable ma-
terial” must meet the criteria of either a trade geéret or confidefitial commercial
information to be exempt from mandatory disclosure. Such material alone cannot
Jlle:lfy withholding or nondisclosure. The presence of a trade or commerc1a1 in-
terest is necessary before Exemptlon Four applies. |

Patents may be obtained in the absence of a commereial interest or use The
statutory requirements of a patent in 35 1.8.C. 101 do not include trade or c0m-'
mercial i1ise or interest. To be patentable, 4 ''process, machine, manufacture, or
composition of matter” must be “useful.” 35 U.8.C. 101, ‘However, ¥ ‘commercmlj
usefulness’, i.e. progress in the development of a product to the extent that it is
presently commerclallsr galable in the marketplace, has never been a prerequisite
for a reduction to practice and the Subsequent patentablhty of any of the classes
of patentable subject matter Set forth in § 101 ..." Application of Anthony, 414

P, 24 1383 (Ct. Cust. Pat, App. 1969). Furthermme “it dees not follow from the
fact that a patent has never been put lnto COmmel'ClaI use, never been recogmzed
by the trade, and its posgessor received no rcyalty for its llcense, that the patent
is lacking in those novel features which support in fact angd in law; the essential
requirements of a valid patent.” Deller's Walker on Patents, § 229 (1985).

Thus, as stated in our prior memorandum, patentable materlal must satizfy the
requirements of either a trade seeret-or conﬁdentiality and commercial use before
it is subject to withhol@ing. It is not per se exempt nor is it necessarily synony-
mous with confidential commercial: property, as the language in.the NIH notices
seems to indieate. In that regard, the closure 'notices would seem to be overly
broad since any “patentable material” which may be involved must also meet the
specifie eriteria of Bxemption ¥ourin order to Justlfy ciosure :

t




[n one case, an appellate court has already answered in the aﬂ‘irmatwe,
d caseis waltmg decigion. - =

erts believe the issne will remain narrowly focused on mlcroorgamsms
g, chemical and sImilar products, and that the courts can be counted
any selence fiction horror extensions of patentability. At least a few
gh, contend the principle affirmed by the court could easily be applied
nd scary directions; to patent p1oducts of recombinant DNA. tech-
ing, cell Tusion and other genetic engineering, perhaps organlc mod1ﬁ~
mals or even humans,

ent law, dating back to the earliest days of the republie, authorlzes
ction for the invention or discovery of “any new and useful process,
anufacture or composition of matter.” The idea, of course, is to.en-
earch and invention by guaranteeing a temporary monopoly on the
1930 Iaw extended coverage: to certain “asexually reproduced” new

ies. .

een assumed that the processes for producing a particular miero-

d the methods for using it could be patented, but the question of .
e organism itself--without doubt, a form of life—hadn't been serfously

til recently. Then Upjohn Co., sought a patent for a microorganism it

from a soﬂ sample and produced ina blologlcally pure culture, useful
g the antibiotic 11ncomyem

ent patent examiner ruled the microorganism a “product of nature”
e not entitled to patent protection, A three-man appeals board within
nt:and Trademark Office algo refused the patent by a two-to-one vote,

jority gave a different reason : A microorganism is “a- hvmg orgamsm”

¢s never meant living things to be patentable.

ppealed to the: Court of Qustoms and Patent Appeals; and a three to-
t fall overturned the board and authorized granting the patent. The
rity,Which included a judge from another appellate court sitting in for an

ng regular member, insisted its ruling was very limited, “We are.not-deciding,”

it said, “whether hvmg things in general, or, at most, whéther sny living things
_other than mlcroorgamsms are w1th1n (the patent law) These questlons must be
decided on a case:by-cage basis.” ~ -

Nonetheless, other statements seerned quite broad The maJorlty flatly: declared
‘that the faet that the culture was “alive” did not remove it from patent protection.
In fact, it added, it is precisely “Lecause it ig alive that it is useful.” The judges
said that microorganisms, like inanimate chemical compounde, were essentially
manufacturing “tools,” and declared that “the fact that microorganisms, as dis-
tinguished from ohemleal compounds are ahve 1s a dlstlnetlon w1thout legal
‘s1gn1ﬁcance e
© “The minority Judges, 1nelud1ng a former U.8. Senator mamtalned that “the
nature of organisms, whether mieroorganisms, plants or other living things; is
fundamentally different from inanimate chemical compo<=1t10ns * Moreover, they
said, there was no reason to believe that any legal distinction counld be drawn
“between microorganisms and more complex living things.” The whole subject,
they argued, should be left for Congress to determine. -
“- The government has about a'month left tordecide whether to appeal this de-
cision to the Supreme Court. Meanwhlle, another application is raising the issue
in & somewhat broader form, one-that éven attorneys who support the court’s
Upjohn ruling eoncede moves a s1gn1ﬁcant step- eloser towards reeombmant DNA
technology

In this case, General Electrlc Co is seeklng a patent fora bacterla that eontalns .
extra chromosomal genetic material that produce: oil- degrading enzymes—a: dis-
eovery: of ‘obvious use in combating oil spills: A different patent examiner and a
different three-man PTO appeals board have unanimously turned down the appli-
cation, and GE has appealed to the Patent Appeals Court. Argumert was heard
in December—with' the previously ‘i1l 3udge back on the bench—and the court
hasn’t yet made its ruling.

- Ever since the Upjohn case started makmg waves there’s- been 1ntense diseus»
sion in legal eircles; Several attorneys thinl that, as Wisconsin law_ professor
John Stedman puts it, “the court will find a way to keep things within bounds,”
without any néed for Congress to step if; Bays patent attorney Donald Dunner
“As soon as you discuss patenting living organisms, people hiave v1s1ons of 1984
But I think it’s raising more passion than perhaps necessary.”

Other students, though, reject the relaxed view. “I'm not sure the eourt’s ruling
is qulte ag limited as it says,” asserts one corporate attorney. “It raises the ques-




¢ THE ‘REJECTION

Jo references have been cited against claim B because the novelty and unob-
isness of the biologically pure culture claimed are not questioned. Neither has
tility been qnestioned, - . ... L L
+{Phe examiner's zole - ground of rejection .of claim 5, as stated in his final
“ réjection; was: - - . - e : R
L e(laim 5 is rejected under 85 USC 101 as non-statutory subject matter. Claim
5 claims.a product of nature (Streptomyces vellosus NRRIL 8037).” See In re
Maney.et al. 182 USPQ 303 at page 306, second sentence before (4] .
-~z Appellants responded with a request to reconsider this rejection supported by
affidavits of three Upjohn microbiologists, Dr. Joseph E. Grady, Dr. Thomas L.
Miller,-and “the well-known microbial taxonomist Alma Dietz,” pointing out that
themieroorganism did not exist as a biologically pure culture in nature and assert-
- ing that such a culture is a “manufacture” under § 101, which reads: .
.. "Whoever invents or discovers any new and useful process, machine, manufac-
ture, or composition of matter, or any new and useful improvement thereof, may
obtain a patent therefor, subject to the conditions and requirements of this title.”
" In so arguing, appellants made the point that the pure culture is “a product of
a:microbiologist.”. The examiner adhered to his position and appeal was taken

% 'tothe board. - .

Since the only ground given by the examiner in support of his nonstatutory-sub-
ject-matter rejection was that the culture was a product of nature, that was
the only point argued by appellants in their brief before the board, in swhich they
éited 8 number of precedents for holding that a pure produet could be patentable
over a known impure product of similar kind. . o .

- "The Examiner’s Answer—only two pages of the printed record—merely sum-
marized his produet-of-nature position and cited two cases in addition to In re
Mancy, sapra previously eited by him, namely, Guargniy Trust Co. of New York v.
t'nion Selvents Corp., 54 F. 24 400, 12 USPQ 47 (D. Del, 1931), aff*d, 61 F. 2d 1041,
15 USPQ 237 (CA 3 1982), and Funk Bros. Seed Co. v. Kalo Inoculant Co., 333
1.8..127, 76 USPQ 280 (1948). With reference to the cases cited by appellants ag
precedents for patenting pure materials, the examiner noted that they were all
pure chemical compounds “‘as contrasted with the instant microorganism.” He
noted that the eases cited by him.all “involve isolated or biologically pure micro-
organisms.” Appellants replied briefly, takig exception to the last-quoted state-
ment of the examiner: ) o _ Lo

“% % * ginee (1) none of the decisions cited. nor any known décision, has held
that a ‘biologically pure culture' is unpatentable, and {(2) there is no evidence
that a ‘biologically pure eulturé’ was in issue in any of the cited decisions.”

.On the issue thus framed, the cage went to the board. '

THE BOAED OPINEONS

The opinfon of the majority of the board is quite out of the ordinary. While it.
affairms the “decision” of the examiner, that is to say his rejection of claim 5,
it wholly disregards his reason for rejecting it to the point of expressly de-
clining 'to consider it, Instead, thé board majority decided that claim 5 is not
directed to statutory subject miatter within the meaning of § 101 because it is for:
“a living organism,” an issue entirely tew to the application at bar, so far as the
record shows, The disseénting board member’s opihion confirms in it first para-
graph that that if, strictly, the basis of the majority’s decisign, Without stating-a
new ground of rejection was being made’ (¢f: 37 CFR 1.196(b); the majority opin--
ion comimences itg-explanation of its reasoning as follows: Pl

“We have extensively researched prior court decisicns for-guidance to the ques--
tion of whether or not a4 microorganism, being a-living thing, is or is not within’
the realm of statutory patentable subject matter, but, other than possibly non-
controlling dieta, have not-found any ease directly In point. e Lo s

“It is our view that 35 U.8.C. 10T must be strictly construed and, when so inter-
preted, precludes the patenting of a living organism. We: reach this eonclusion:
on the basis that only those categories of subject matter specifically eniumerated-in
the statute are patentable and a living organism does not fall within the scope-
of any of those categories listed. An: analogous result has been reached by the
courts with respect to non-patentability: of mental processes; printed matter or:
methods of doing business none of which are also expressly excluded by the indi-
cated seetion of the statute, but.neither can they be said or-have:been held to be
ineluded thereby. -+~ - . = - o o S U e et e



dicated-at oral argument that he was not sure the board had removed it entirely,
we state-that we find it: wholly lacking.in merit. The biologically pure culture of
cldim 5 elearly:does not exist in, is not found in, and is not a product of, Fnature,”
It is man-made and can be: produced only under carefully controlled laboratOry
conditions, :

We take note of the fact that since thelr appearanee before the board appel-
lants have added another statutory. category strmg to.:their bow. _Beio_re the
board, they-argued that the clajm 5 pure culiure is a “manufacture” under_§_ 101.
Before us they also argue that it is a *compogition of matter,” which is another.
§ 101 category. This is not a matter of great moment since. there is conmderable
overlap between these two broad categories, notwithstanding what some text-
writers have said, The arguments -have not made a distinction. between the two.
If it is either, it is statutory.subject matter. and it is not mtellectually profitable
to attempt a distinetion in this regard.

- 'We therefore proceed to a decision solely on the basis of the issue as. the soheltor
has stated it, deeming it to involve the single guestion of whether the.uncon-
troverted fact that the biclogically pure culture, ag citimed, 1s alive removes it
from the categoues of mventmns enumerated in § 101, Qur conclusion 1s that 1t
does not.

A to what the issue is, however, we make one furthe-r cIanfylng observatlon
We do so in part becavse of the solicitor's statement that a similar issue:was
present but not decided in In fe Mera?, 519 F. 2d 1390, 186.USPQ 471 (CCPA
1975), a case involving chicken breeding, and in part because of the board’s rea-
soning herein. The solicitor’s statement about Merat is correct, but we emphasize
that we are not here deciding the issue left open in Merat or.anything other than
the issue before us in this case, whether the subject matter of claim § is within
either of:the terms. “manufacture’” or “‘composition of matter” in. § 101, In other
words, we are not deciding whether living things In general, or at mogt, whether
any living things other than microorganisms, are within § 101. Thege questions
must be decided on a case-by-case basis and anything said herein is to be.taken
a8 -s4id in the eontext of a discussion of the subject matter of claim .5 and.§101,

As presented’ to us, the question.is clearly one of first impression. There is a
substantial volume of Hterature- beanng on it, both directly. and indirectly, which
the solicitor has helpfully coliected in his bnef containing some pn\ ate views on
the question on which, it seems to be agreed, no court has passed.

One of :the peripherel court comments, the first to be cited, is from our opuuou
in-In re Mancy, 499 F. 24 1289, 182 USPQ 303 (CCPA 1974). All that-the case:has
been cited for is a bit of dictum bearing on a hypothetieal situation which was not
before us. The case involved claims to a process of producing a-particular known
antibiotic by aerobically cultivating a particular strain of Strepfomyees bifurcus.
The claims were rejected for obviousness under 35 USC 108 on references. show-
ing various strains of other:8treptomyces species used for-the same purpose. We
reversed, holding. that I'n re Kuehl, 475 F, 2d 658,:177 USPQ 250 (CCPA 1973),
was controlling and that  the new . Strepfomyces bifurcus strain- discovered by
Maney himself as part of:the invention being claimed could not be used. ag prior
art in-determining the cbviousness under §103 of his cleams to a process of using
it to produce.the old antibiotie, In. comparing the facts of the case before us. in
Manecy with the facts of Kuehl, we said (499 F. 2d at 1294; 182 USEQ at 306}

“Wa recognize the differences between:this case and:the situation:in . EKuehl,
where the novel zeolite used as-a catalyst in the claimed hydrocarbon eracking

. processes was itself the subject of allowed claims in-the application. Here appel-
lants. not .only -have no allowed claim to the novel strain of Streptomyces used-in
their process but would, ‘we. presuthe (without deciding), be unable to obtain
such’'a claim because the strain, while new-in the sense that it is.not: shown by
any art of record: is, as we understand if, a “product of nature.” However, it is
not required . for unobviousness of the method—of -use claims that the new startmg
material by patentable * %-%2 ..

It is not-clear from the context that we were: not d1scussmg what is.or is not
statutory. subject matter: within § 101 but only' a difference between two cages
which we found not to be a reagon for distinguishing them, and that we svere not
expressing any view, even by way of dictum. on the patentability of living orga-
nisms as sueh, we now make it explicit-that the thought underlying our presump-
tion that Maney:could not have obtained a claim to: the strdin of mieroorganism
he had described was simply that it lecked novelty. We were thinking of some-
thing preexisting and merely plucked from the earth and claimed as such,.a far
-cry from a biologieally pure culture produced by great-labor in a-laboratory and
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We canuot agree mth the board magonty s view that §101 “must be strictly
construed,” But even a “strict construction,” whatever that may entail, fails to
lead 1nex01abiy fo the exclusion of a manufaecturer or composition of matter be-
cause it is alive..The statute makes no dlstmctmu between nmnufactmes and
compositions.on the one hand and processes on the other, If thé board iy right in
excluding products because there is life in them, then logic dicfates that it should
take the same position with, regard to processes, But it does not do so. Indeed, in -
light of what the courts have .done over the past seventy years in holding such
process claims. valid, it could not properly do so. We have never heard of a cdse
holding that the categories of patentable subject matter,_as enumerated in § 102
or any of its predecessor statutes, should, be stnctly construed and the board has
cited none.

In 1932, when the Board of Appeals was faced with an examiner's contention
that a biological process for producing butyl and isopropyl alcobols by bacterial
action was unpatentable because the bacteria were doing only what by nature
they are capable of doing, its respense was that if such ¢ view were accepted, if
would hardly be posszble to grant o patent on any chemicel process, indicating
an early appreciation of the essential similarity of what we normally think of as
“chemical reactions” and the complex chemicel procedures wrought by the life
processes of microorganisms. Ee parte Prescott, 19 USPQ 178 (1932). As a result
of that decision, aceording to the report of the case, patent No. 1,933,683 was
issued Nov. 7, 1933, for “Production of Butyl and Isopropyl Ajeohols” Wlth _brocess
clalms The board said (19 USPQ at 180) :

“We are unable-to agree with the Examiner that processes mvolvmg bactenal
action do not involve patentabie subject matter * * *» -

What we have before us i an industrial product used in an mdustrlal process—
a nseful or technological art if there ever was one. See In re Woldbeum, 59 CorA
940, 457 F.2d 997, 173 USPQ 430 (1972) The nature and commercial uses of
blOlOglCELllV pure cultures of microorganisms like the one defined in claim 5 are
much more akin to inanimate chemical compositions such as resctants, reagents,
and catalysts than they are to horses and honeybees or raspberries and roses, Ac-
cording to an article cited but not relied on by the go icitor entitled “Microbio-
logical Applications and Parents” by Harvey W. Edelblute in The Encyclopedia
of Patent Proctice and Invention Management at 567, edited by R. Calvert (1964),
mierobiologieal processes have long been used “to make beer, wine, cheese, bread,
pickles and sauerkraut rett flax, age tobacco, bate leather, p1oduce silage and -
digest sewage.’

But more to the pnmt hele in recent years accordmg to Edelblute, they have
come to be used to *produce a vast variety eof chemicals and.drugs such as alco-
hols, ketones, fatty acids, amino- acids, vitamins,.antibiotics,:steroids, and en-
zymes.” Edelblute provides a “far more complete list” of chemlcal reactions ear-
ried out by microorganisms, which he names, which include, oxidation, reduction,
condensation, esterfication, amination, deamination, phosophorylaticn, hydrolysns
decarboxylatmn methvlatlon dismultation, acylation, and dehydration.” In short,
mieroorganisms have come to be important.tools in the chemieal industry, es-
pecially the pharmaceutical branch thereof, and when a new and useful tangible
industrial toel is invented which is unobvions, go that it complies with the pre-
requisites to patentability..other than .the enumerated statutory categories, we
do not see any reason to deprive it or its creator gr owner of the proteection and
advantages of the patent system. by excluding it frowm the § 101 categories: of
patentable invention:on the sele ground.that it is alive. It.is because it is alive
that it is ugeful. The law unhesitatingly grants patient protectmn to new, useful,
and unobvious chemical compounds and compositions, in which category are to
be found the products of microbiological processes, for example, vitamin B—12
and adrenalin, referred to in note 1 abeve, and countless other. pharmaceutlcals
We see no sound reason to refuse patent protectlol_l to the microorganisms them-
selves—a. kind of tool used by: chemists and. chemical manufacturers in much the
same way as, they nse chemical elements, compounds, and compositions which: are
not considered to be alive, notwithstanding their capacities to.react and to pro-
mote reaction to preduce new compounds and compositions by chemiecal processes
in much the same way as do microorganisms. We think it is in the public interest
to include microorganisms within the terms “manufacture” and “compomtmn of
matter” in § 101. In short, we think the fact that microorganisms, as distin-
guished from-chemical: compounds, are alive is a distinction without legal mgm—

* “Bacteria are universal biochemists * * *” A Bryan, C. A. Bryan, & C G. Byran,
Bacteriology v (6th ed. 196_].



“The nature and commencal uses of biologically pure cultures of mieroorga-
nisins like the one defined in claim 5 atre much more akin to mammate chemical.
compositions sneh ag reactants, reagents, aud catals sts than they are to: horses
and honeybees or raspberrles and roges.”

Such = distinction is purely ﬂratmtous and clearly elroneous The nature of
organisms, whether microorganisms, plants or ofher living .things, is. funda-
mentally different. from that of .inanimate chenncal compositions.. For ‘example,
both the microorganisms claimed herein and honeybee are alive, reproduce, and
act nupon other materials to Form techrologically useful products (lincomyein
and honey, respeetwely) /This . cannot be said of chemical eompositions. The
weakness of the majority’s ‘poésition ig further apparent from its failure to ad-
vance any ratiensle for distinguishing between different types of living things—
particularly between a biblogically pure culture of 2 mleroorgamsm and plants—-—
for purposes of 35 USC 101.

1 agree with the broad ma_]outy that 35 USG 164, et seq., whose ougmal pre-
cursor was the Plant Protection Act of 1930 (1930 Act), and the legislative his-
tory of the 1930 Act support the conclusion that living organisms, {e.g., plants and
biologically pure cultures of mlcroorgamsms) were. not- .intended hy Gongress
to be within the scope of 85 USC 101. -

' That Congress believed it necessary to enaet a statute extendma patent pro-
cention fo certain plants (see In r¢ LeGrice, 49 CCPA 1124, 1139, 3(}1 F. 24 929,
939, 133 USPQ 365, (1962)) and to continue this protection in a separate provi-
sion of the present law demonstrates that Congress never intended that plants or
other organisms be within the scope of the terms “manufacture” and.“compo-
sition of matter.” If, indesd, organisms were within the scope of such terms, the
1930 Act would have been superﬂuous Presumably the 1930 Act was nob super-
fluous, and the majority opinion here contains nothing to rebuf that presumption.

See Platt v. Union Pacific Railroad, 99 U.8. 48, 68 (1878) ; In re Finch, 535 F.-2d
70, 71,180 USPQ 64, 65 (CCPA 1976) ; Skovgaeard v. The M/V Tungus, 252 F.
2d 14, 17 (CA 8 1907) afffd 458 U.S. 588 (1959) ; United States v. Korpan, 257
¥. 20 676, 680 (CA 7 19.:16), Fet'd on other grounds, 854 U.8. 271 (1957) Umted
Statesv. O . Tower & Sons, 44 COPA 1,5, C.A.D. 626 (1958). .

Moreover, the Senate committee report accompanying the. bill. Whlch became
the Plant Patent Act of 1930 (S. Rep. No. 315, T1st. Cong, 2d. Bess.. (1930))
stated: |

“The purpose of the bill is to afford agr:culture so far as practleable the game
opportumty to participate in the benefits of the patent system .as has been-given
industry, The bill will rénove the existing. dlscnmmatwn between plant
e velopels and industrial inventors” [Id,at1.]-- -

This underscores Congressional understanding that plants were not patentable
subject matter under the law then in effect, since, if they were, agrlculture -would
already have been aﬁ‘orded "the same opportunity to partlmpate in'‘the benefits
of the patent system » See Bobsee LCorp. ¥. United Smtes, 411 F 2d 231 237 n. 18
(CA 51968). -

IF, ‘prior to - thé: 1930 ‘Aet, plants had been W1th1n the scope of the patent stat-
utes, as the majority oplmon apparently assumes, a plant patent would have had
to comply fully with what is now 35 USC 112; hut after the 1930 Act, a plant
patent for certain plants need not do so . (smce a plant patent could not be de-
clared invalid #f it§ description “is made as complete ag is reasonably possible’’—
see section 2 of the Plant Protection Act of 1930, 46 Stat, 376). This would have
constituted a repeal of the full- comphance requlrement in the-case of such plants
without any - Congressional discussion thereof. Repeal by implication—is ‘not
favored statutory construction. FT'C v. A.P.W. Paper Co., 328 U.8, 193, 202, 60
USPQ 215, 219 (1946). The conclusion Tollows that, prior to the 1930 Act plants
were not-within the scope 'of the patent, statutes, :

“ Die Plant Variety Protection-Act, 7. UUSC 2321 ef seq., although enacted. long
after the original use of the terms “manufacture” arid. “composition of matter”
appearing in 85 USQ 101, Turther supports.the conclusion that Congresg did not.
intend organisms to be meluded ~vithin.the scojpie of such teriis Both the Senite
Judiciary Committee report (8. Rep. No. 91-1246, 91st Cong., 2d Sess.'3 (1970)})
and the House Committee on Agriculture report (H.R. Rep. No. 91-1605, 91st

Cong., 2d Sess. 1(1970)) aceompanying the bill (8. 3070) which becare the Plant
Yariety Protection Act stated

1The bill was also reported on by the Senate Committee on Agriculture and Forestry
(8. Rep. No. 91-1138, 91st Cong,, 2d Sess. (1970)), which included a letter from the
Under Secretary of Agriculture statmg that the preposed legislation would providé: the
“incentive for private enterprize to undertake the research and development required to
produce novel varieties of sexually produeed plants,”

32-635-78~——3



[ 8 Court of Customs and Paten{ App eals]

IN THE Mxm'm OF THE APPLICATION: OF ANANDA M. CH luqmlal.uvrr
DECIDED WIARCE 2, 1978 A

(Appea.l No. 77—535 -Sermlr No 260 568)

. Rxch Judge T
- +This appeal by in apphcant for a pateut assxgnor to Gcneml Elec 1c ‘Com-
.. pany, ig from a decision by the United States Patent and. deemark Oﬁ1ce
{PTO) Board of Appeals (board) affirming the 1e]ect10u ‘of ¢laimg 7-9, 13, 15,
.17, 21, .and 24-26 of application serial:No. 260,563, filed June 7, 1972, entitled
. ‘Mmro organisms Having Multiple,: Compatible Degradatlve I}nelgy Geueratmg

) Plasmlds and Preparatmn Thereof " We reve1se

THE IVVE\'TIOh

’ In view: of the legal issue presented it 1s unneceseary o des,cube in detzul thc
sub;ect matter of the appealed claims, which is descrilied in comphcated biological
terminology and is of a highly fechnical nature involving ‘the iodification of
‘bacteria to sclve man's practieal needs. In this instanee, the immediate need is
' the-important one of controlling-oil spills, d4s.one e}.ample by the degradation of
complex hydrocarbons such as:crude. oil and . “Bunker C” oil thréugh the action
" of mlcroorgamsms ‘Microorganisms, that is to. say bactena, are modified for this
. purpose by what is sometimes referred to as “genetic engmeenng,” a térm appear-
ing irt appellant’s specification. It is also disclosed therein that prior to appel-
lant's inveéntion mierobial strains.weve know that can decompoge individual cotn-
ponents of crude oil, any given strain degradlng only.a. particulay component of
the. oil For this reison biologieal contiol of oil spills"had. involved the use of a

’ m1xture of straing on the theory that the cumulative degladatlve r1ctlous would
‘congume the'oil and convert it into a cell mass which, in ftur 1, Selves 48 food for
aquatie life; However, in the use-of such a mixture there was ultiinate survival
of but a portion of the initial collection of hacteual strains withi ‘the result:that
thie ‘bulk of the oil spil remained una.ttacked for'a long petiod. Appellants in-.

- vention involves the creation of a new strain of bacteria by the incorporation in
2 single cell, by transmission thereinto of a plurahty of compatible “plasmids;”

ofa capamty for simultaneously. degrading several different components of ernde
oil with: the result. that degradation occurs more rapidly. To make thiy hon-

- techinical deseription: semewhat more intelligible we quote fr Om the’ spe(nﬂcatlon

- but two of its many definitions: g

" “Extrachromosomal element . . . a herechtary "wnit that is phymcalIy qep~

*arate from:the chromosome of .the eell; the terms: “extracluomoqomal element”
and “plasmid” are-synonymous :-when physmally separated from ﬂ]e chromogome,

- sonmie plasmids can.be transnntted at. high ﬁequency to othe1 cells, the trfmsfe1

'-_bemg without associated ehromosomal transfer.

: Degradatwe pathway ... - a sequence of enzymatm reactwns (=X g 5 to 10-en-
zvmes are produced by the m1crobe) converting the‘primary substrate [f:e:, oill
to some simple common metabohte, A normal food substance for mlcmorgamsms

Thig sketchy background it is hoped, will give some idea of the nature of tha

‘invention at-har as defined in illustrative claim 7 which reads: . |

<+ 7.° A baeterium: from:the genus Pseudomonas containing the1e1n at leest two
stable -energy-generating plasnnds each of. said plaSDlldb pro'mlmg a sepalate

"hvdrocarbon degradative pathway.®

“The specification. disclosure contams examples of buctenal stralns W1th fom'
~hydrocarbon degradative pathways and the statement: “If theie is an upper
limit- to -the- number of.-energy genelatmg plasmids that wlll be received anu

‘mhaintathed in a gingle. cell this limit is yet to. be. reached.”

‘The PTO, speaking through the examineér as wsll as the boald 11as not quee-
tioned that appellant has invented and adequately dmclosed strains of bacterid,
=within the deﬁmtlons of his reJected claims, whlch are new, useful and un-
obvious: N -
.. Neither has any questlon been ra1sed hy the PTO about the mventmns of the
vejected claims being in the useful or technological arts so that their.protection
for 8 11m1ted time- by -patent would-be-an. implementation of the. Constltutmual
purpose of promotmg progress 1n the “useful arts ” Ari: I sec 8 clause 8

Tl AR A ma_tter of general 1nterest the aseignee of appe]lant’s inventlon lms been granted
Br1t1sh patent 1,436, 573 containing this and other claims-to the:bacteriums: . - T




follow,; theréfore,” that' ke appellant has alrecody met the 1equ1rements of
Bection 101. ‘

¥

“The PTO has advanced but 4 gingle reason to support its contentlon that thls 1s=*

not so;, namely, that the new-bacterium is alive. That is ple(nsely the smgle issme

we.had to pass on in Bergy. The decision of the board hersin’ wis réndeéred and-

the main‘briefs of thé parties heréto were filed before we handed down oulr Bérgy

deeision. Théreafter we invited theparties to file briefs on the bearing of the Bergy

demsmn on this case. Appellent opined that “the Bergy decision appears to be con-
troilling, precedent * % # % The PTQ brief said Bergy “mlght be considered’ ﬁlSBOE:l—
tive of the issue presented Lherem] if that, degision remams a viable: preceden

It then pointed tio the fact that in Bergy the claim was du'ected toa “bmlowxcallr

pure culture” and that we had made it clear in our Bergy opinion that we were’

not deciding anything otlier ‘than the guestion Whether that claimed invention”

was & manufacture or a composition of matter within' § 101, 4dding that “the

Commissioner is uncertain whether Bergy has any beariug at all” in view of the

faet that no elaim here invelved is so Hmited.

We do not consider the differences between the claims here and the claim in
RBergy to-be of any mgmﬁeance on.the igsue before us. In both cases the claims
are dirvected to mlcroorgamsms and in both the only dsserted objection: to their
patentablhty is that microorganismsiare alive and, for thatreagon alone, not with-

in the § 101 eategorles of inventions which may be patented. We dealt fully with-

that identical issue and with the identical PTO arguments:in: Bergy. Nothmg in

the facis of this ¢ase requires that'we add anythlng to whaf: we' there s;ud Bergy

is, in this:court at least, a controlling precedeut
The dec1sxon of the boa1d L reversed

———r—

: [U 8. Court of Customs and Patent Appeals]
IN THE MATTEB or THE A_PPLI(.‘.ATION or A'NANDA M. GHAKBABARTY .
- (Appeal No T7-535; Serlal No 260 563) -

Markey, Clnef Judge, concurrmg

I join in.full the well reasoned and. cogently stated maJomty O’DIIJIOD of my
Brother: Rich. These: few remarks are prompted, with all que, respect by the-

dizgenting views expresged. by nmy . Brothérs Baldwid and M111er

. The sole issue before us is whether a man-made invention, admittedly novel,_‘

useful, and unobvious, is unpatentable because and only beeause 1t 1s “ahve” (m—"_

the senge-that microorganisms are “alive”).
~There are-but. two sources: for manufacturers. and composntmns of matter
They are God- (or “nature” if one prefers) and man.

Ag présented- to -us, the.invention is admittedly a “manufacture” by mfm It

therefore falls - squaxelv within the language of the statute. The Patent and *
Trademark Office desires to- read into the gtatute the word “dead” before_

“manufacture” and before “eomposition.”* .

The statute is not ambiguous. No Congressmnal intent to limit patents to dead
1nvent1ons lurks in the Iacuna.of the statute, and there is no grave or compelhng
circumstanece requiring us to find it there.

The: Plant Patent Act of 1930 has nothing to do with the case before us and is

of no: aid in a search for what the intent of Congress would have heen were it’

confronted -with the present invention. Moreover, it is not necessary that we
assume plants to have been within the scope of the patent statutes prior te 1930.

The legiglative history of the Plant Protection Act of 1930 or of the Plant:

Variety Protection Act, referred to in dissent, does not establish that Congress

thought i was overcoming an obJectmn to plants as, unpatentable salely beeause_

there were “alive.”

-If Congressional mtent must be sought;. I Would ook to its primary source—
the words of the statute itself, The. Cc_)nstxtutlou granfs Congress the power to
recognize the exelusive r_ights of inventors in their discoverie§ for a limited
time to encourage progress in the useful arts, Acting under that grant, Congress
has provided that a patent shall issue on a “manufaeturer” or a “composition,”
where, as here, the -invention meets the criteria established in the statute, It
Would thus in th1s cage defeat the fundamental purpose of the (..onsm,utmn, and

1If the oil degradattng astivity of the prewent invention were stopped i.e., ﬂ the inven- -
tor had “killed” his invention, (and if the invention had some utility in ifs dead form) -
the Patent and Trademark Office reasoning would require allowance of appellant 8-

a.pplication




for which. the unpatentable starting material was already suited does not.change
the essential nature of the startmg matel'lal and does not make, the modiﬁed thlng
st&tutory subJect matter. i ‘ Co . .

[U : Court of Cnstoms und Patent Appeals]

IN THE MA’I‘TER ()i‘ THE APPLICATION OF kNA'\’DA M, CHAK ABARTY
: (Appeal No. 77-535 } Serial N

: Mlller Judge, disgénting, : ‘ ;

I do not agree that appellant’s clalmed micro-organistg are Wltlun the scope
of 35 USC 101, and I join in the statement of the boal i

- 'We do not believe that Congress intended 35 U.8.C, 101 to eneompass - hvmg
oxgamsms whether they be plants, modified mmro—orgamsms (sueh as’ bactena),
ormhodified multicellulak organisnis (such as mammals)

In I'n re Letirice, 49 GOPA 1124, 1139, 301 F. 2d 929, 939, 133 USEQ 365 ‘874
{1962), this court recoomze(l that under the Aet of May 23 1930 Pub L. No 245 :
46-Stat, 376~ .

The patent law, as shown by the Comnuttee Reports, Was emtended to planf:
patents in order to stimulate interest in the’ breedzng and; commercml develop—
tnent of niew ‘and valuable plant pécies, [Bnphasisadded. ] .

- Both the  Senate’ and Hiuse committée reports to which' the court- refen:ed
(3. Rep. No. 315, Tist Gong, 2d Sess 1 (1930) H HR Rep No 1129 7lst Cong,
24 Sedgs 1 (1930)) gtated - -
© Thes purpose of the bill iz to afford avrlcultm e, go fat as practlcable, the same
opportumty to-participate in the beneﬂts of the patent ‘gystem ‘as has been glven
industry, and thusg assist-in plaemg agriciltiré o "a basis of: economic equality
with industry. The bill will remove the e}nstmg chscnmmatmn between plant
developers and industrial invéntors." ; - .

The House Report, Td.at 2, added : N o : o

No one has advanced a just and lowleal Teason why 1eward for service to the-
pubhc ghould be extended to the inventor of a mechanical toy and denied to the
geniug whose patience, foresight, and effort have given a valuable new variety
of fruit or other plant to. manklnd

Thus, the leglslatlve hlstmy cleally shews Conglessmnal underqtandlng that,
under the patent law in effect prior to the Plant Patent Act of 1930, reward for
serviee to the Public in developing new varieties of plants had not been extended
to inventors See Bobsee C‘orp V. Umtecl ;S'tates, 411 B 2d 231 237 n.’ 18 (GA 5
18690 - )

As . pointed out in my dlasentmg oplnlon in In.re Bev‘gy, 563 F 2d 1031 195
UbPQ ‘844 (CCPA 1977}, if, prior to the 1930 Act, living organismsg had:been:
within the scope of the ter:ms “manufacture and “compos1t10n of ‘mattér™ (as
the majority and coneurring copiniéng must assurmhe), the:1980 Act: would have.
been superfluous. There is a basic presumption in statutory construetion that:
Congréss does not legislate unnécessarily. See Platt v. Union Pacifio Raeilroad, 99
U.8. 48, 58:(1878) ;. In re Fineh, 535 F. 24 70, 71, 150-USPQ 64, 65: (CCPA 1976)
Skovgaard v, The M/V- Tungus, 252 F. 2d 14, 17 (CA -8 1957), aff'd 458 U.8: 588
(1959) ; United Sitetes v. Korpan, 237 F. 2d 676, 680..¢CA 7 1966}, rev'd on other: -
grounds, 364 U.8. 271 (1957) ; United States v. O, J. . Tower & Sons, 44 CCPA' 1,
5, C.AD. 626 (1958). Neither the majority nor the concurring opinion is able to
point to anything to rebit-that presumption. If, after nearly two hundred years,
it is desired to interpret the Pasic patent statute, for the first:tiine, to cover
living matter, the presumption poses a formidable and yet unrebutted cliallenge.
Although advancement of teehnology would naturally be of interest to'an: appro-
priate committee of Congress, it has ne relevance to the conrt’s responsibility for
determining Congressional intent. As noted by Chief Judge Markey in his don-
curlmg opmmn 1n In re JJIcKeFZm, 529 R 2d 1394 1333 188 DSPQ 428 437’ (CGPA
1976):

[The] patent law is statutory Our replesentatlve form of government requlres
that the enactments of its Congress must always be, at the very least, the starts
ing point. There belng 0o common law of patents, we should take care to ﬁll the-'

¢ 1 agree with Judge Miller s thorou h ana]}'sis of legislatwe hlstory .

i Each of the above-cited committee reports, at page 3, quotes Thomas A Hdison that-—-‘
. Nothing:that Congress could :do to help farming would be of ‘greater: value and per- |
manence than te give to the plant breeder the same status as the mechanical and chemical-
inventors now haVe thmugh the patent law G e



Also 1nc1uded are the statement of the Un1vers1ty of WISCOHSIII on D1sp031t10n
of Inventions & Patents, dated 1969; the patent policy of the Regents of the Uni-
versity of Cahforma revised in 19:3 and related patent policy documents: and
the patent .policy. of Albert, Hingtein, Colleg Gl of, Medlcme of Yeswa Umvermty,
adoptéd by the Board of Overseers in'1978. :
. -Mr. President, I ask that the matenal be pnnted in the RECORD. L
. ['1‘he matenal follows 1 .

TAX ASPECTS OF UNIVEBSITY PATENT POLICY

The growth of se1ent1ﬁc and technolovmal research at umvers1t1es has bee:u un- ‘

precedented in recent years. Along with this growth; new and complex problems

have arisen with respect to the appropriate disposition of patentable digcoveries:

and inventions on behaif of inventors among the faculty or staff and the univer-
sity. Many tniversities have no formalized patent policy or prooedure others
have 10rmahzed their. - policies | and procedures regardmg patent. manage-
ment practice?

Although the rights to an invention generally belong to the lndIVIdllal mventor
who may then make a claim for a patent,’ a umvermty may contribute ﬁnancmlly
to the development of the patent property right. It may also be the assignée of a
patent by reason of the employment relationship between the univergify and its
faculty and staff® or the recipient of patent property. (2 patent, an applicatmn or
the rights to. the mventlon) transferred by gift to it from the inventor.* Finally,
the university may arrange or agsist the inventor, through the facilities of the
pniversity, itself or through an afiiliate of the university, to have the patent issned .
and to.develop the patent to a peint. that it may be commiercially exploited. Fur-
ther exploitation of: patents is usually accomplished by the granting.to others,
gither by a sale or a license, of the right to malke use or gell the invention covered
by the patent and most universities share the proceeds obtained on the invention
with the. mventor, either under a prior. contractual arrangement or by, mutual
agreement’® .

This “article deals with the federal 1neome tax® problems of the umversr.ty
which conducts a. patent management program as a part of the functions of the
university administration. Three tax aspects considered in this article: (1) the
effect - of the university’s patent-related activities on Ity tax- exempt Status {2)
the apphcatmn of the tax on unrelated business income to the university’s patent-
related activities; and (8). the.treatment of payments recelved by tlle umversmy
from 1ts patent actwlties it o S . : e .

I‘HE DFFECT OI‘ PA’].DNT MA.NAG-DMDNT O.T.\ THE TAX EXA..LIPT STATUS OF THE UNIVERSITY

Patents, like ‘other forms of mtanglble property, have hlstorlcally been part: of
the portfolios of universities and ‘uged by them as a Source of - mcome mich asg
they hold securities in ‘their éndowmaent. The roleof the university in- the patent
management field. may have an- effect o the university’s tax-éxempt status, how-
ever, when subst'mtlal activily is undertaken by the university by reason o:E its
mvolvement i the development or commeraal aspects of patent explmtatlon

THE QUESTION OF INUREMENT

A university is exempt from federal income tax under section 501 (c) (8} of the
Internal Revente Code beeause it is-operated for.educational purposes, nnless its
tax exemntion derives from itg operation by a state or other government or unless
it.is a proprietary ingtitution, that gection requires that no part of the “net earn-
ings”. of the university inures to the hénefit of any’ person who' has 4 personal
and prlvate interesf in, the activitiés of the. orgamvat{on
. The proscription’againgt inuremerit of net earnings should not adversely afféct
the university By reason of it& obligation to pay or to arrange for the payment of
royalties to-an inventor in conmderatlon for the transfer-of his patent to the um-
versity. It is recognized that thig provision does not: prevent ah’ exempt orgamza-
tion such ag a unlvermw from paying reasonable compensatlon for property and,
rince the nmiversity ugually recéives a portlon of 'the royalties from: licensees for
its interest, there will bé nio beneﬁt murmg from the umversuty te the 1nvent0r by
Teason of the program. -

Slmﬂarly, ‘the pmscnptmn agamst inurement of net earmngs should not ad-

Footnotes at end of article




WHEN DO PATENT ACTIVITIES CONSTITUTE .THE CONDUCT: OF A, TRADE OR BUSINESS
In general, any activity carried on for the produection of income which possesses
the characteristics of a “trade or business” within the meaning of I.R.C. section
162 will constltute a trade or busmess for purpoges of the tax on nnrelated busi-
ness income. The guestion of :how much involvement a umvelmty may have
in patent activities before such activities constitute the conduet of 2 trade or
business has never, been stated in a published opinion of the courts or the Interd
nal Revenue Service. In other contexts, however, whether ons is in the busiiess -
of inventing or sellmg patents depends upon, the contmulty and 1e"'ular1ty of ’
the taxpayel 53 patent transactions: ~ - .

It ig fairly certain that the licensing of ouly one {nvention or- the gingle and .
nonrecurrent gale of patent rights will be sufficiently isolated and casaal so
as not to be Lreated as econduct of a trade or business. I-Ioweva if the univer-
sity’s objectzve has been to develop ideas and processes which would be patenta—
ble, and ‘it has attempied to put any patents obtained to business and income
pmduclng uses through companies by means of licensing or sales, then the ac:
tivities eay be of a sufﬁmently sustained chalaeter to qualify as eno'agmg in the
tlade or business and income-producing uses through companies by Ineans of
licensing or sales, the actmltles may. be’ of a sufficiently sustained charaeter fo
quality. as engaging in the trade or by the unwels1ty may neve1the1ess be a
trade or busmess under these circumstances. . |

The principal exception to the {reatment as an unrelated trade or busmess ig
LR.C. section 513(a)(2) which excepts from the term’ *unrelated trade or
business” any trade or business which is carried on in the case of a college or
university primarily ** for the convenience of it students, officers, or employees.
If Jess than 50 percent of the patent development activities are coiducted for per-
gons other than students, officers or employees of the unnelslty, the ElCtl‘Vlty
should not e considered to be a trade or businegs.

The most. likely circimstances in Wmeh a umve1s1ty would envage in the
developmeut of patents that do not result from univergity regearch would arige
wheh a university receives a donatmn of valuable patents or pirchases a sub-
stantial number of patents and engages in the exploitation of them on its owy
part.” As a practical mdtter, however, it would be an uausual situation if the
patent program of the umversﬂ;y would be conducted to the extent that in eXCess
of 50, perceit of 1ts act1v1t1es of thls klnrl ale ﬁom non-umvers:ty 1e1ated
persons " o .

REGULARLY CARRIED ON

T It the patent development and- Commercml exploitation of patents is not pn-
mayrily for ‘the umversmys employees o1 students, it still must be regularly
carried on by it in°order to be subject to'the tax, Iu this regard, the regulationg
indicate that freguency and-continuity: with which: the -activities productive
of income aré conducted and‘the manner in which they arépursued.are pertinent
considerations® If the university merely: attempted to exploit and market the
products resulting from one or a few patents, it would be possible to argue fhat: .
the patent development program is mot’ an:activity regularly ca1r1ed 011 by 1t :

L R . T DT

RELATED 'VS U'\TRELATDD

Once 1t is ascertamed that the umversmy’s 1nv01vement in. patent develop- .
ment ‘detivities is a'trade or business that:is Tegularly carried on, it is hecessary -
to determitie whether the activity is “substantially.related” to the performance
of those purposes or functions with respect to:which the university was granted
exemptwn A§ diseussed: ‘supre;; university patent. -policies usually encourage
the use of ‘inventions and ofhér patentable processes produced. at: the university
for the greatest possible public benefit. This normally:includes: the. widest. pos-
sible disseminationsand use of the inventions or processesiin-a manner:that em-
phasizes: pubhc benefit“over profit-making,: either:-by the university.-or the in-
(11v1c1ua1 inventor. Agamst this: background,” it:-should: be fairly- clear that the
iricome" derived from “the -university: patent -aetivities: contributes . 1m1)mtant1y
Lo the accomphshment ‘of - its-exempt purposestother than the need.for income.

Nevertheless; if-the university's involvement- is conducted on s-gize or-to-an
extent’ greater than ig reasonably hecessary for the:performance of gueh: aetivity;
thé gross income attributable to’that portion in:excess of the univergity’s-needs
. will' be considered: gross income: from an unrelated-trade-or busmess A good
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exclusive rights enstltnted the only practmal way to ut111ze the mventmn tor'
the, beneﬁt of the. pubhc : T Cee e

-THE TBEA.TMENT OF INCOME RDGDI‘ED BY TZE[E‘. UNIVDRSITY FROM PATE"‘TT SALES AND
- - : LICENBES . Lo te

The fbregomg d1scussmns are mtended to pronde the bas1s for determining
whether univergity involvement in patent sales or lieenses 6r ‘other patént ac-
tivities is related to the exempt function of the wniversity or at least does not
‘constitute income from “an wnrelated trade or business” regularly carried on,
thus making it Gnneeeéssary to. reach the guestion of whether the income consti-
tutes exempt royalties or capital gaing. However, if the patent management ac-
tivities are not considered to contribute in any manner to the accomplishment
of the university’s exempt purposes and the activities of the university are suffi-
‘cient to constifute a trade or busincss, then the factors which raise the question
as to the relatedness of these activities and whether they constifute a_trade or-
business may also be relevant to the determination of whether gain or income
‘derived from the sale or 11censmg of patents is excluded from the umversny q
'unlelatecl busmess mcome under errese statutory exceptlons w . -

GAIN I‘ROM THD SALE OF PATENTS ‘

Proeeeds from the sale or e*{change of patents may be e‘ccluded from unrelated
business ta¥able income by reasotm’ of LR.C. section 512(b) (5) which éxcludes
gaing from the sale or exchange of propelty from the ecomputation of unrélated
business taxable income. Where ‘there is'a sale or exchange, ‘the capltal gaing
exclusion applies;’ rather than the exclusion: for royalties * and is applicable
whether the proceeds are pald in a lump sum. or. ‘are based on a percentage of
sales or production. i*

. One of the problems that 11m1ts the availability of the cap1ta1 gaing exceptwn
is the fact thaf; consigtent with 'a university’s:purpose of dissemination in ‘such
a rhanner as to give ‘widest use, many patent policies: of universities call for
non-exclusive licensing, As a Tesult, 4 transfer or assignment may not ‘consist of
substantlally all of the patent rights and may therefore fall outside of the capitdl
-gains exception to the tax on unrelated: business income, Moreover; the prmelples
previously stated asto: ‘the degree of development and promotion by the univer-
SIty as well as the frequency of ifs sales may give rise to the argument that it is
in the “busitiess” of developmg and gelling’ patents and therefore the proceeds
are not capital gains, Unde1 these cu-cumstances, refuge may have to be tahen
m the royalty exemptmn : . )

S INCOME FB.OM PATENT LICENSING :

oL R C. sectwn 512(1)) (2) excludes from unrelated busmess taxable mcome
“a]l royalties . .. whether measured by. production or by gross or taxable income
from the 'property 2 and deductions related thereto Neither I.RC, sectron 512
nor the regulatmns plomulgated thereunder attempt to define royalty 1ncome,
however, Treas, Reg. § 1.512(b) -1 states that whether an item ig royalty income
depends upon the facts and circumstances of the case.™ Thus, the termg of each
licensing agreement should be elosely examined in Hght of the established, defini-
tions of royalty as well as the treatment of the payments under the partlculer
circumstances to determiné the exposure . the umvers1ty may. have to.a clalm
by the Internal Revenue. Servlce that the llcensmg income it is receiving is not.in
faet royalty. mcome D .

Ag defined in Webster.s Thwd New Intematwm)}l DiCi’bO?’HIWy of the Enghsh
Lcmya.uge Unabridged (1961), the term “royalty” means: .

“A share of the product or profit.of the property reserved by, the owner When
the property is sold, leased or used or 4 payment.(asa percentage of the ‘amount
of property used) to the owner-for permitting another to exploit, use or market
:such property..(as natural resources, patents or cop_\;r1'1°'hts) which. iz often sub—
ject to depletion with use.” - .

Stmilarly, under the personal holdmg company’ regulatlonS, the term “royaI-
ties” includes .amounts. reeelved for the. privilege of using. patents.™ Although
payments received from licensees by the university or its affiliate. should. be
treated as. royalties under these tradltmnal deﬁnltlons, the mqmry does nct stop
w1th the nomenclaturé of, ﬂlepayment. el et

Footnotes at end of article,
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Ltmn that the d.letmetwn 1s most dlfﬁcul" to darw and that
volved. ‘

If technical assistance iz provided, the Internal Revenue Serv1ce w111 more’
likely characterize the payments a3 being for services. If, however, the yniver-
sity simply, lends its know-how, to the licensee to assist it in ‘the initial designing
and building of the product under the patent this alone ghould he insufficient to
warrant the recharacterization of part of the royalty payment as being for serv-
1(.ES, ‘even if the services by the university are provided as parf of an effort to
increage and/or coutinne the income from Its patent Heensee, If at the time the
11eenses are granted, it is not antlelpated thaf engineer g ‘or ‘other serv;ces W111
Te needed, the royalty payment cannot be recast into compensation for ser*vmes

On the other hand, a more difficult problem is presented when the license. aglee—
_ment is entered into and either the umver&nty gigreed with the licensee (verbally
or otherwise).to furnish it with engineering services which the partles ant1c1pate
will.be and which are substantial or the requirement to prevule suchi ser v1ees_ is
implicit because the stage. of. the development of the patent id such that services
by university personnel will be needed. In this type of case, the Internal Reyenlie
‘Bervice would probably look cutside the contract itself to discover the true nature
of the payments in question. For example, if it is asceltalned that when' the 1
‘cense agreement was entered. into the payments were fixed at a much hlgher per-
‘centage of production or selling price’ ‘than would have been the case ad the pay-
ments been for the use and manufacture of the paténted;invention or process
alone, the umversnty may be subject to tax and should be prepared to’ show that
‘at the time the contract was entered mto it d1d not’ antmlpate nor dld it erbally

; agree ‘to provide such services, g
" Ih defending against such an attack, yarious provwwns'rn £ agreem 1t i self
‘imay indicate that no agreement was-nade for tlie payments Torpersonal serw 'ee
If the agreement 1s not subJect to cancellatlon except w1t 'a_substanma penalty

e fictors are -

11censee w1thout a substantlal penalty, this” faet together w1th the faet -that’
payments are based on gales or production’ would’ Terig support ithe: [mei
that part of the paymrents are for services since it would ‘be'in the umve '"lty-
licensor’s gelf 1nterest to furmsh the serweee Wh ch mlght enla e the it
f0r thé produet, : :
To reduce the I‘IS]I that the Internal Re e’ Servme m ght dttempt-fo recast.
e rayalty paymeénts ag being in part-for servmes, the licensin; greement shonld
speelﬁcally ‘récite that it-contdins the entirs: understaudmg and a.gleement be-
‘tween the parties, that the licensees do'not desive the university. to Turnish them
any services, that there are no oral agreements or understandlngs hetw i the:
“noiversity and tho ‘licensee ithat the: umversmy oy itg employees should furnish
fthem any service$, and that theré i no dgreeinent’ that a portion of the Dy

ments to-bé made by the Heensée shoru'ld ‘cotistitite paymeént for services of Tor . '

anythmg else except payment for the use of the patent. However, ity clesmte guch
‘provisiong or in the cage of contracts whlch ‘do not contiih such provisions, pay-
ments are determiried in faet not to-be’ excluswelv in’ the natvre of rOyaltles the
nmversmy should. be- prepared ‘10 oﬂfer a reasonable basn; for the allocatmn of
the aggrewate amount re ) i e
ethex purposes e

= Altelnatlvely, the

t1on ‘with the licensee i m develepmg and explmtmg the: patent‘
e’ ‘of’ absence for a.

umvermty should consider the pessfmhty of grantmg a Ie

thiese nnderstandmgs §hould: be the subJect of 5 separate employment agreement
and no provision shoild be included: in the 11censmg agréement ifgelf which ‘con-
(ilthllS the rlght to payment of royaltms on the sat1sfaet1lon of the terms ef the

Foothotes at end of art;.cle.
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ghip of a joint venture ¥ a& betweeh: themselves will:depend upon ‘their ‘intehtion
10 e gathered from the ag'reement and their conduct in. carrymg ot 1ts prov1-
sions. .
The umvers1ty may be called upon to share part of development costs mcurred
by the licensee in preparing and aclaptmg the patent to commercial usage. In
such a case, the fact that there is no provision for sharing losses: is not. oontrol—
lrng and the element of profit sharing would appear: to be:the: important factor
in:determining whether a joint venture ‘exists.® Although-the . payments. under
the agreement may be characterized as royalties, such a characterization would
not be:conelusive if from the surrounding facts it is clear:that they are, in fact,
profits from operations.: However,- the:risks of this fype of -characterization
should be relatively.small‘if the: allocation of paymentsto the university is: based
on.a share of production regardless of the realization of profits by the.licensee.”
Other factors bearing on thelack of intentioh to operate-as-a joint venture would
be the maintenance of the separaté interests of .the. umvermty and the hcensee
and of separate books and records for.accounting.. -\ =

There may be-situations, however, in which, for example, the 'I.l]:llVBI‘Slty is
ealled upon to share in.a venture and its payments will be proportionate to:the
share of capital it invests in developing, promoting and exploiting a patent. In
this situation, the Internal Revenue Service could strongly argue that the pay-
ments reeelved are in fact proﬁts from a Jomt ventule as opposed to “royalmes o

B CONCLUSION

In this art1cle, the authers have consn‘lered t11e varlous federal tax aspects of
a nniversity patent program. The basic point is-that.a univergity. should be. cau-
tious in the degree of patent exploifation activities in whlch it engages. We ‘have.
set forth certain guidelines .which are recommended where the.university oper-
ates its own patent program and grants licenses. These guldelmes while: de-

signed to minimize the financial inyolvement of the university im development. ’

and’ promotmn nevertheless require careful attention to operations and expendi-
tures in administering the university’s patent program, If attention.to these
guidelines. and. operations. are burdensome, then the university has the. alterna-
tive of éontracting with an independent orgamzatlon for patent. management,
‘such as that described in Rev. Rul. 73-193, in which. case the university’s. posi-
tion in receiving. tax—exempt royaltles should be assured under the rules of LR.C.
section 512(1)) (2) AT . . .

FOOTNOTEB

* See generally, A Palmer, Umvermty Resear'ch cmd Pwtent Pol/me.s, actices
and Procdeures (1962). '

. *8ee generally, Stedman, The Employed Im:emor, The Public Inte'rest cmd
Horge end Buggy Low in the Space Age, 45 N.Y.U,  Rev. 1-(1970) - -

8 Id, at 10-11: Spongors of, research, whether -govérnmental, universities or in-

‘dustry, may reserve patent rights or othervvlse specify the terms or eonditions for

patent’ ownership or licensing’ created by individuals either hired to invent -or -
hired to perform certain types of services under the overall restrmtmn that
‘all inventions be disclosed and: assigned to the employer. :

" A Rev, Rul, 58-260, 1958-1°C. B 126. : o ‘ ‘

5 A Palmer, Um'verstty Reseurch cmd Patent Policies, Practices gnd Procedwres
10 (1962), :
- ¢ ikcept ‘as othermse mdlcated all statutory -reference are to the Internal

Revenue Cade 'of 1954, ag-amendsd’ (heremafter “ER.C7). g

"See Treas. Reg. (Rereinafter “Reg. Py § LEOL(a)=1(¢).

® Compare Edward Orton, Jr. Ceramic Pcm 9 T.C., 533 (1947) afEcl 173 F2d
483 (6ih Cir.1949), rionideq., 1947-2 OB 6.

"Reg, §1.50(c) (8)~1(c) (1). This hm1tatwn does not however, preelude a uni-
versity from operating an unrelated trade or buginess ag an insubstantial part of

its activities, Reg. § 1.50(c) (3)—1(e) (1) recognizes that exempt -organizations _

may.. operate 4 trade or business-in furtherance. of exempt purposes, ag long as
the organization does not operate in an unrélated trade or business, as defined in.
.'ER)G sectlon 513 asdits prunary purpose See also Reg § 1 501((:) (3)—1(d) (5)
o Reg §1. 501(0(3)—1((1) (5) (111) (w) e
-1 RO seetion 512 (hX8),.. RTOE
1“Reg; §1 513—-1 (b)
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contractual provisions obligating the transfer of all or some proprietary rights

in such an invention to a third party, the inventor at The University of ' Wisconsin

has been free to dispose of his vights in the manner of hig owx choosing; . .
. Within the past decade, however, the alternatives available to inventors receiv-.

mw financial gupport from Federal agencies and from the major natmnal health

and medical foundations have, in general, been sharply curtailed. Some Federal
agenmes require assisnment ‘of all rights, to inventions to, the government ; some
reguire only. the grantmg of a. royalty-free lcense to the O"overnment Between. .
these poles the agencies vary in their requirements, The Natmnal Secience Founda-
tion {NSF), for example, reserves for itself the right to deterimine the disposition.
of inventions made or concelved with the assistance of NSF funds, On the other
hangl, the Nationsl Aeronanties and Space Agency (NASA) in general practice
takes title to all inventions made in. connection. with. its grants or contracty, .

In every case, the Umverelty, as the rec1p1ent of the grant or contract, has the
primary responmblhty for complying with the agencies’ contractyal ; Drovisions.
Consequently, it has become necessary for the University to scrutinize with care
the funding which hag assisted the making of the invention to be sure that. all of
the obhgatmns attachmg to the contract or g1ant have been :met :

INSTITUTIONAL AGREEMENT

In. the mtereete of expanding the pubhc use of inventions supported by govern-
ment grants, one Federal agency, the Department of Health, -Education and
Welfare (DHEW ), has changed, the procedure:for handling inventions generated
4t The University of Wisconsin with'the ‘agsistance of DHEW funds. The DHEW
and the Board of Regents of The University .of Wisconsin: have entered -into
. &n “Institutional Agreement” which ‘affotds University inventors greater lati-
tude and advantages than in the past and prescribes how inventions regulting
from DHEW-supported research at the Umvers1ty are to be routinely reported
and processed. The provisions of the Agreement apply equally to all personnel
whether staff, faculty or graduate students, assisted by DAEW funds.

The Agreement which beecame efféctive December 1, 1968, makee it possible fop
the University to-accept assignment of these 1nvent10ns or to demgnate a nonprofit
patent management organization to aet Tor it in 4 patent management eapacity,
provided such organization meets the requirements and criteria established . by
the. DHEW, and plowded also that these functions are carried out within the
guidelines of the Institutonal Agreement Inasmuch as the University itself is not
in a position to provide patent management services, it had, svith the approval
of the DELEW, designated the Wisconsin Alimni Research Foundation (WARE),
to perform, these functions in.its behalf, WARF has adminigtered patents volun-
tarily,, ass1gned to it, by Umvermty of . WlSCOl’lSlll 1ment01s since 1925, and hag
_the necessary . experience, pelSOnnel and Tacilities . to dlschalge these epeelal
responsibilities: N

Under the terms of the Agreement all members of the Umvermty staﬂ_‘ and
faculty or:graduate students whose work, is. supported wholly. . 01 paltlally by
DHEIW fnnds will execute a Patent Agreement (Form UW-P-1, Appendm A,
pages 9-10). All such pelsonnel whose 1nvent10ne emanate from. research’ under
grants made by the DHEW .may, after havmg complied with the Unwermty g
establlehed reporting: procedme, choose either of two options; .

Option 1. He may submit the invention to. WARE whleh wﬂl thoroughly ex- -
amine the invention and will, when it considers such action is warranted in the
public interest, accept asmgnment of . the .invention, prepare and file patent ap-
piications, and thereafier exercise its -best judgment to bring the invention
quickly and effectively into public: use. In keeping with its traditional policies,
WARF “will pay the lnventor annually 15% of the net 1'03'a]t1es earned by hle
1rnent10n R

Option 2 He: may ase1gn the 1nvent10n to the Federal government to dlspose of_ o B

_ae it sees fit.

Althiough the inventor: may, 1#: he ehooses recommend that the mventmn not be B

patented,; and normglly:such recommendatmn w111 prevall, the ﬁnal demsmn W111
‘be'mdde by the government: ' L

' D1spoext1on of-allx mventlons generated at the Umversn:y whmh are not cov-
ered by the Institutional Agreement will, a8 in-the: past be' subject to review
by the Dean of the Collége in: which: the dnvention originated: Business Office of
{{he Univeisity and the ‘Central: Administration’ to determine if any oblxgatwn .
exists in connection with. and as the: result of ‘thes fundlng of the researeh leadlng )
to the 1nventmn. o . '




Whether an mventmn or dlscovery is patentabie may best be Judged by those
experienced in patent law and often, requires, painstaking study of its relationship
1o the pre-ex1stmg Lknowledge in the art to which the invention belongs,

If there is doubt as to patentability and utility, expert opinion ghould be sought
plomptly The Wisconsin Alumni Research Foundation (Llcensmg and Develep-x
ment Division) ig prepared to assist any University inventor in helping him to
judge whether or not the. mventwn or dlscovery eontams pateutable subJect
matter : i

| WISCONSIN 'ALUMVI RESEABGH FODNDATION -

Inasmuch a9 the Wiscongin Alumni Research I‘oundatwn has 10ng been activei
in providing technical consultation and services to University of Wisconsin in-
ventors, and its now the University’s official patent management designee under
the University-DIHEW Institutional Agreement, some background information- om
WARP and-its relationship to the University and’'its inventors is relevant,

The Foundation is a mot-for-private-profit organization 1nc0rp01eted in the
Btate of Wisconsin and is separate and distinet from the University. It has ad-
nministered. numerous inventions originating at The University of Wisconsin
since 1925 when it received assigniment of the Harry Steenbock inventions and
patent applications relating to the prodiction of vitamin D by . means of ulira-
violet irradiation. Other inventions WARF has managed in behalf of Unlvermty
of Wisconsin inventors -are the anticoagulant compounds Dicumiarol #rd Wwar~
farin, both from the laboratories of Karl Paul Link, the life-saving Javid-Set-
tlhage formulation for redueing intracranial pressure in cases involving cerebral
trouma, Raymond G. Herl’s vacuum pumps, an air sugpension process invented
by Dale B. Wurter for coating small particles, 0. J. Attoe’s slow release fertilizer
packet, C. A. Hrnstrom’s direct acidifieation process for manufactunng cottage
cheese, James Asplin’s soil gririder and many others.

Patent royalfies and income from investments provide the funds given by
WARF to The Umvermty of Wisconsin' for buildings and research ‘équipment,
and for the support of research projects solely of the University's ehooemg
Although the emphasgis of WARF grants has been- plaeed on research in the
natural sciences, all disciplines, including the social seiences and humanities,
have paltlclpated in such grants. The University has also allocated WART funds
to projects in branches of the statewide University system other: ‘than the Madi-
son campus.

In addition to providing grants for research and for a number of Professor-
ships, WARF has given funds to.the University for obtaining major research
equipment and for helping to construct 17 campus buildings and bulldmg”a'ddi-
tions. WART is also a source of “seed” money which-has agsisted promising re- -
searech and special projects when their mvestlgatlons ‘are too ‘nebuloud to'at-
tract finanecial support from Federal or State agencies or from private donors,
One example is the Institute for Enzyme Research which was launehed with a
W‘LRI‘ grant for the.construction of the Instltute bu11c1111g
has g1ven the Umvermty apprommately $49,000,000 in grants, bmldmgs and
equlpment In the same 40 year permd 1ts annual grants have grown fro_ 1,2 00
to more than $3 000,000, BT
) Cons1de11ng the nature and extent of its servn:es both in the management of

patents for the University’s inventors and as a major donotr to the Umvers1ty’s
inventors and as 2. major donor to the University’ g research and educatlonal .pro-
grams, the Wleconsm Alumni Research I‘oundatlon is a unigue and valued’
agency f01 The, Umvezsmy of: WlSCOnSlIl and one of its more essentlal alms

INVENTION RECORD AND EEPORT :‘

(Submlt to the dean of your college)

-Compiler - Da.te
i:1.- Brief descrlptlve title::
2. Full name of iiventor (&), home address (es) s and pos:tmn ( s)

) 3. Reﬁgmmendahon of ‘inventor(s) .as to: whether: patent . proteehon should

e soug
4, Object or restlts to be’ achleved by the practice of this 1nvention ;

5. Outline of medns discovered for achlevmg above objects in ‘terms 01’ (a)
the steps in & process, or (b) the components in a composition or groups-in a
chemieal compound (mclude description of process of making) or (e) elemente.




UNIVEBSI‘I‘Y I’omcr REGARDING PAT]:I\TS

. PREAMBLE:

N ’[‘he Regents of the Un1vers1ty of California is dlSDOSEd L heremafter stated
to assist members of the faculties and employees of the University in all. matiers
related to patents based on diseoveries and inventions developed in s1tuat10ns
where the invention has been conceived or developed by them,

1t 1§ recognized. that such inventiong ‘may, and frequently do, involve equltxes
beyond those of the inventor hlmself The use of Unwers1ty facilities. or serv-
ices, the particular assignment of dutles, or conditions of ‘employment, the pos-
sible claims of.a cooperating agency, as in Tresearch supported from extramural
fands ;. these ‘and other’ mtuatzons may glve rise to a complex of intetretated
equities or rights involving the invention, the’ Unlvermty, and a cooperatlng
agency.. Such rights or equities must be appraised and an agreement reached on
the proper disposition of them. It is further recoghized that the 15th All-Uni-
versity Faeulty Conference of 1960 adopted a resolution urging further use of
inventions as a source of intramural funds for research witliln the University.
Therefore, to appraise and determine relative rights and _equities of all paities
concerned, to facilitate patent applications; licensing, eqmtable distribution of
royalties, if any, to obtain funds for research, and to provide a uniform proced-
. ure in patent matiers where such orlgmate w1thm the Umversﬂ:y, the pohcy
herem set down. is adopted.: L ;

. STA'I‘I}MENT OF POLICY

I, AII mattere relatmg to patents in whleh the Umvermty of Cahforma ig in
any way concerned shall be administered by an-agency. kknown as the Univer-
sity of California Board of Patents.

2. a. The Board of-Patents shall be appointed by The Regents. It shall have
faH power of organization, except as herelpafter provided, subject to the pro-
vigslon that it meet zt leasf once a year; and-the members shall serve without
extra compensation at the pleaseure of The Regents The normal terms of
appointment shall be for three (8) years.” -~
T p. 'Fhe Board: shiall consigt of- eleven (11) persons selected i‘rom aniong the
faculties and the administration of the Usiversity, and. of such other groups -
a5 The Regents’ may -determine, but of thig number the Committee on Comui-
mittees of the Aecademic Senate ghall select from: the Senafe’at large onme (1)
Derson 1o serve as ex officio member for & period of three (3) years. The Chair-
man of the Board and the Administrator of Patents shall be approved by The
Regents upoi the recomimerndation of the President of the University. ©

3. The following powers and duties shall be exercised by the Board of Patents’

a. To appoint a committee of éxperts to éxamine the merits of each potentially
patentable mventlon and to eause sueh comm1ttee to 1eport 1ts ﬁndmgs to the
Board .

bh. To determme the reIatwe equ1t1es or nghts held by the inventor: and 'I‘he
Regents or by 'a ‘cooperating ageney, if‘any, and to 1each an agreement amo' all
partles concerned with- respect to such equities. -
- ¢, To anuthorize" appllcatmns for pitent and to retam patent eounsel I s
goctation-with-the General Counsel; for matters- ‘pertdining to the ﬁh.ng of patent .
apphcatlons, the prosecutlon thereof and the htlgatmn that may ause
therefrom. '~

4. To relesise patent r1ghts to the mventor in unusual mrcumstancw where
the égquities go 1nd1eate, ‘subject to his grantmg a shop rlwht to The  Régents.
- e, To negotiate licenses ‘and’ ofher’ agreements covering the manufactule, use
and sale or lease of patented artlcles, or process resultmg from patents or
inventions. :

" f, To arrange for and dlreet the collectlon of 1oya1t1es aud fees: and the dlstnbu-
tion thereof to those entitled-théreto. .

U g/Torassist int negotlatlons with: appropnate Umversn:y oﬁﬁeers to obtam from
cooperating agencies agreements concerning patent rights to" inventions o
discoveries made as a result of research carried on under grants or contraets.

h. In itg consideration of matiters relating to each partieular patent case or
situation, the Board of Patents shall take into consideration the prineciples laid
down in the patent laws and in the court decisions of the United States.

i. To make such reports and recommendations to 'I‘he Regents as The Regents
shall direet.

4. Members of the facilities and employees shall make appropriate reports of
any inventions they have conceived or developed to the Board of Patents,
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19M4-75 1975-76

e
.8, applmatlons authorized for f|l|ng

15 ..

1.8, applications ‘authorized for filing at licenses's expense 1
Foreign apptications authorized for Siling___________ 0.0 .8

. Foraign applications authorized dor.filing atlicensee’s .expense _ .61
“Options in”effect, .
Licenses issued. o s
Licenses in effect-June 30, 1378~ 101
Proposals for applied research funding. ... 0.2 B
Proposals for applied research fundmg appmved ‘1

. .CHANGES L] THE PATENT FUND N THE YEAR ENDED JUNE 30,1876 .7 L
Balance, Juiyl 1975

Net income frum patent Operatlans (attachment 2) . .
d .. 580,770

- Investment income addedtufun S - 86 191
Ll ; - e T T 00, 066
Less . o R P . sl T
Apprupnatlons Trom prmclpal ) LT :
State’s share of 19752786 ikcome to be sed n 19?748 general fund budge t____ 145,193 ©
‘Special applied research programs. 81, 408 226,601
Balance, July 1, 19767 __ ‘ Ceeiecen

B {lﬂl} 465

"On the basis of estlmated patent income for the two-year permd July 1,.1976
t]lllmugh June 30, 1978 The Regents on October. 22 1976 approved I;he fol
2! oeatmns

aPatent expense....' . . $200000'

b. Royalty obligations to inventors ColEa o f 400, 000
e, State’s ghare of net income applied to veneral fund” budget -+ 850,000 -
d: High priority research.and other academic. needs 1 620 000

@ ngatlon and income estimate contingency.: . i __700 000
Total estimated allocations 1976-75 | el illliillD 3-170,_090

UNIVERSITY OF CALIFDRNIA OFFIGE OF THE VICE PRESIDENT—BUSINESS AND FINANCF.
"COMPARATIVE STATEMENT OF INGOME "AND- EXPENDITURES

- [Fiscal years 1974-75 and 19]'5—76]

Year ended JUne 30—

: ) _ y 1975 : 1976
Income from royalties (see attachment ) IR L 3618, 567 - " $637,109
Expenditures for | mcome producing inventions... - 36,178 129153
Expendltures for nonlncoma producmg mventlans '52 8307 0 48,118
L Total Expendltures forlnventwns -+ 89,003 : _'?7,:\2'7;'1
Patent Board expenses_.—_... .. L lTe L

2 Tatal expenditures_____ . - T o TEB TN Ty ek
Faymehts to inventors (see attach 116 339 .07 183,715 ¢

Total expendltures._ © 208, 058 _242 530
 Net DBeNE IO e oo m e 412,209 . 394,579
ABC wasiewater treatment. 95,000 . $100
Artery constricting gevice.,. 500 500
Artificiai popuation sampler 1,737 a10
B-32 coenzymes_ ... ........ 4,266 2,817
Bonding !lgncceltulos 500 500

Bonge net_ - e S T00 s AR

. Calf forma tissue sectioner.. o
Resalination membrane__.._.
Device for testing racks i in place. S
Duvado plum tree__.________ - T R00

Electrocatheter meter_-____ 8l
Electrocatheter probes_..... 80
Electrocatheter velometer.,. ., 80

Edactira belt apparats. o i it i e e cuceumdn i bem s na ©oe001, 800
Electromagnetic flowmeter. . PR -
Electromagnetic flow transd 15
£lectraphoretic apparatus_. 80
Eradication of crown gall- 1,239
Exhaust treatment system 1,875
Firmness tester for druit_ %gg

Fractmnatlun appa:atus-___




+IPHE-ALBERT: DINSTEIN. OLLEGE: OF Mnnlemn, OFFICIAL POLICY on PATEN'I’S

SR 3 I GENEBAL POLIGY

’[‘he Albelt Dlnstem Gollege of \Iedlclne ‘of’ Yeshiva Umversny (heremafter
sometnnes refelred to as the “College”) is interested in regearch relating to thé
advancement ‘of miedical knowledge and in “the publication and’ the use of the-
resnlis of such research, It recognizes that the research condueted by its faculty,
its technical staff and its’ students may lead to 1nvent1ons and rhseoverles whmh

. (1) Toprotect the public; mterest [ i o

(2) to. comply with the requlrements Of research g1ants, fellowslnp awards
and contracts for researeh ; i

{8). to promote the development of useful appalatus and proeesses Wh1ch wouIdA
not be developed without patent protection ; S

(4} to encourage lRVEl’lthn and ingure’ rewards for the 1nventors as hereln_
provided ; and - . :
..¢h) to support facilities and progrnms of the College of Medlcme for research
and education by medns of its share Of 1ncome derlved from 10ya1t1es pa1d for,
the use of inventions and patents.. .

The patent policy of the College 1s 1ntended to be eons1stent mth these p11nc1-
ples and purposes .

11 MAVAGEMENT or m'rDNTe

" A. The College shall have the responsibility for: the management of patents nnd
miay for this purpose ‘employ another agency including the Research Corporation.
The Committee on Patents, to he established under this policy: (Section VII},
shall consult with the- 1nvent01(s) who may- recommend to the Commitiee the
dourse: of action to be takeén in the filing and prosecution of the inventor's(s’):
patent application. This may include but is not limited to- (%) patent manage<
ment ageney other than Research Corporation, (b) a qualified patent attorney or
(¢} the Yeshiva University Research Foundatmn

B. Notwithstanding the terms of TI.'A. the inventor, at his or her sole discretion

shall have the right and option to elect not to have another ageney such as Re-

search Corporation file and prosecute. the. inventor’s patent application, The in-
ventor (s) may select a patent attorney to file and prosecute a patent application,
plowded that this selection is approved by the College. This approval, 1n the
opinion -of the ‘Patent Committee, shall not be unreasonably withheld.

(l. The College may seek agreements with another agency such as the Hesearch
iCorporation, New York, New York, a non-profit foundation for the Advancement
of Science, to serve.as a patent management agent for the College and for mem-
bers. of its faculty, its technical staff and student body. Under the terms of the
agreement, the agency shall be asked to handle the patent applications, patent
management - and- commercial exploitation -of .such: patentable. inventions and
discoveries as the College may offer or cause to be offered to the agency, as are
acceptable to it under the terms of its echarter, and as should, in its view, be pa-
tented either-in the publie interest or for the sake of revenue. The agreement shail
specily that a percentage of all income from each patent so managed by the agency
shall be pald to the inventor or inventers as provided in, Sectmn V. and that the
reémaining income shall be shared by the College and the ageney in such proportion
as may be agreed-upon, with the a"ency bearing all patent plosecutmn and man-
agement expenses from ity share. -

-1). The provisions relating to patents and patent royalties shall also apply to the
commercial licensing and the royalties obtained there from inventions which are
not patented but Whlch have commerc1al value or speeml technoloey or spemal
mt . : [ .

- IIE: TITLD o PATENTS : o : o

A, Patent ughts 1eSult1n°' from resealeh carried on by faculty members tech-
nical staff members or students in eonnection with projects supported. entirely or
partky by College resources shall be assigned to and eontrolled by the College, its
agent and/or Research Corpomtmn which shall pay to the inventor a fixed pro-
portlon of the gross financial returns from the sale or etplmtatwn of such patents
in gaecordance with the provisions of Section V hereof.

.. B..Research carried on by & student in fulfillment of ‘course reqnuements or
other requirements for a degree, including. the preparatmn of a thems or dlsselta—

T Adopted by the Bomt‘[ of Overseers May 8, 1973,




tion of ;the nature.of such expenditures shall be,solely the prerogative of the in-
ventor stlpulated on an anoual basls and approved by, the College, In ho eage may
this sum exceed $160,000 per annum.in direct costs, When an inventor leaves the
employ ot the College he/she will continue t6 receive their share of the Toyalties
and if living retain the right to designate the use of a portion of the royalties for
special programs at the College as provided above, The expenditure of such funds
shall be in accordance:with the usual aceountability governing. other Restrieted
Funds administered by the College. No overhead will be charged.

B, The balance of all other sams recéived by the College shall be utilized by the
College in gupport. ot_lts_e_ducatmnal resealeh and_ clinical pursuits.

VI PUBLICATIOV

The right to pubhsh the results Of sponsorecl researeh where patents may be :
involved shall be subject. to the following conditions:.
A. The College shall not bar -0r- prohibit pubhcatmn of d1sclosures ‘and. mven—
tions .on which patent applications have been ﬁled conmstent W1th g1 ant or: govern—
mental requirements.
B. An inventor has the oblization to ﬁle an mventmn d1sclosu1e statement w1th
the College, and where-appropriate or required by grant or contract; simultane-
~ously with or prior to the submission of a paper.for publication disclosing:the du-
vention. In order to obtain protection for foreign patent rights, which: are lost
upon publication or public disclosure prior to filing a patent application in fhe
United : States, the inventor shall disclose -his invention to the College through
its Patent Committee 8 minimum of one month in advance of printed. or oral dis-
clogure, 5o that an application fora patent may be filed before public disclosnre.
C. The College will, if requested supply 1:0 a spons,(n any proposed pubheatmn
before pubhcatlon. ) PO

VI COMMITTDE ON PATI]NTS

A Comm1ttee on Patents shall he e;ppomted by the Dean of the College ancl
shall have the following responsibilities:

A, To recommend to the College admmlstmtmn (1) whleh mventwns should
be processed in accordanee with Section ITI-A, (2) which ones should be referred
to an. outside agency, (3) which ones should be returned to the inventor. for
his/her own: disposition: and. (4) which ones should be processed in other ways.
Recommendations shall be made w1th1n 90 days after Aan invention ig brought to
the Committee’s notice.-

B. To determine, when neeessary, w‘hether a gwen 1nventlon by a faculty or
technical staff member or a student resulted from research carried out in con-
nection with & project. supported entirely or largely.by College Resources or
whether it was a product of personal researel,

C. To make recommendations. generally regarding proposals. to patent, or pro-
posals which may . lead to. patent of mventmns or dlseovenes related to _the
health field, ‘-

D. To maie reeommendatmns m regard to patent arran‘fements requested by

non-government sources: :
Co:ﬁ Toaet-in-an ad\risory capacity W1th régard. to -patents’ asswned to the
ege.
P {3‘ To resolve dlsputes ar1smg on patent matters m aceordance w1th th1s Patent
o 1ey

VIII A.GBEEMEN_ WITH OOLLEGE

A form of agreement Wlth the College shall he mgned and entered 1nto by all
faculty, students:and -staff acknowledging that such personnel: have. received. and
read.a copy of this Official Policy on Patents and agree to abide thereby, and,
further, that such personnel agree to. disclose:in wwriting promptly to the Colled'e
any invention or discovery made by such personnel and fo assign to the College
the entire right; title And interest in and’ thereto of Patent nghts as’ deﬂned 1n
Paragraph III—T1t1e to Patents—hereof

_IX. DISCLOSURE OF INVEVTIONS TD 'I‘HE COLLEGE

Faculty, staff and students are Tequlred to Teport to- the Dean of the.r ollege
and/or the .Committee on Patents;:all:inventions related to. their official duties
as 500D a8 possible-after conception or first:actual reduction:to practice. Such re:
ports; ‘on standard forms, should me made suffictently. descriptive to- permit the.
invention to ba. understood and: evaluated.. Additional information will be added -
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“good scxence” would lead to new teehnology that eould be malketed t@ some
eternally rateful customer o central research labs wele a haven for !:Cl&]lf:lStS
and engmeels ‘orientéd’ toivard 'scientific or technical. accompllshment Labs
engaged in few research utilization activities, and when they did, these were
limited to publications, sympokia, speeches, and the hke—selentlﬁcally acceptable
activities suited to scientific audiences, The mterplay between non-techmcal units.
of the company aud. central research was Limited.

‘With increasing emphasis on the felevince of résearch in. the Iast 19605, the
industrial lab's objectives -shifted from furthering sclentific, goals to satistying
malket needs. Labs lost kinship. with academic’ depaltments in attemptmg io
mimie embryomc technical, market-oriented businesses. The ivy.was swept from
the walls and replaced by large  panoramic -windows: through which. the re-
'se(uehers eould see and be seen. Although someé mgmﬁcant ‘basie research.and
development is still carriéd omt, the emphasis on this is far legs now than in the
past, The goals of a research 01gamzat1‘0n became those of “developing xew
products”’ and ¢ startmg riew businesses.”

Bhift in actwmtms —With the shift in obzectwes came a new set of actmtles
Whet scientific researcli and. problem-solving dominated, management.tech-
niques (formalized plans and goals, control systems) and marketing -issues
{market research, competitive ‘]_)I‘(:,‘SSI]I.‘QS) were considered irrelevant. Each scien-
tist wag n potential creative genjus who would only be hampered by the ties of
an organization’s. practices. and _polities. But, m the quest for 1e1ev&11ce these
sibboleths were vangished. too T

New enwronmental pressures, (new regulatlons changmg TAW mateufll sup-
plies, ete.) _and new mgarket needs required planning by .research managers., A
few major research labs now have gone s0.far as to hire market research. firms to.
exainine poténtial new products. Research labs started to test the limits of thein
chirters. 'Some brought product prototypes info the marketplace in order.to
aequire enough data to convince management of a new product’s merit. More -
and more often, economlc, market, and -other non-téchnieal analyses were neces-
gary to check the viability of a new product or process. Sometimes ihese fests
werg carried out at an early stage of development, before a potential new
product received the internal support of the research managers. Researchers
roles also shifted ; they became the “salespeople of technology.” The myth. that
technology sells 1tself 'on its own merits or that “new” technology is inherently
“good” was exploded.. Researehers WlShlng‘ Lo gee the fruits of then- labors u’tlllzed
had to sell the seeds..

Activities to ehhance mdustmal reseanch 'llflllZElth)l also sh1fted from passwe
to active, and were made fonmal with special procedures .and arrangements—
project teams, integrators, and personnel trangfers-——to facilitate transfer of re-
search outputs, Research orgamzatlons realizing that good will and good rela-
tions do more for technology’ utilization than any other factor ‘sought to develop
better “customer” relations even in the absence of a technology to push, Several
organizations cirried out “nser seminars™ on topies of interest to.potential-users
and proawded other services to promote cnstomer good will.-

Shift in- the miw, tmd balewwe of -skiils. —iAs demand for relevance mereased 1t
bécame painfully cbvious to many research managers. that the1r feams were in-
complete. The. emphasis on the generation rather than the use of research had
nadrowed the lab's: range of functions. While the creative selentlsts/engmeers
were best able to generate ideas, they were rarely the most appropriate people.to.
argie persuaswely for their, ideas to.top management manage a diverse group
of people, recognize the need for. rbusmetss, finance, and marketing involvement
and enlist those groups eﬁectwely, and handle the applications- oriented period
of the’ pro:ect As a résulf, research labs started hiring more . engineers—in
many' cases engineers with a strong financial or business aptitude. More and.
more labs hired marketmg orlented personnel to supplement the.skills of their
technicdl personnel. '‘As & consequence, the balance of gkills hag shlfted from idea.
generation to idea utilization, and the mix now includes marketing, business,
and finanee skillg, ( See the discussion of “cmtwwl functions” in Professor Roberts®
article 4t this series, “Generating Effective C’orpomte Iﬂnomtwn » Technoloo'y
Rewew, October/November 1977, pp: 26-33.) ¢

ey

- TEE FRUITB OF RHIEVANGE

'The 1ncreased emphasm oh apphcatmn rather than creation of resealch results
is reflected in:a lésg “academic" appronch-té seietics in’industrial réseardh orga-
nizations. Significant shifts it research activities~— more emphasis on the “zelling _
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ling team member,: whose.division would.ultimateély carry the project thromgh,
was made project manager.-He reported: to: a coordinating board.on.-which sat
one member of each division;, whi stood at a:level just under: division manager.
In other words, each division’s representative had brogd:iresource allocation
and decisionmaking: authority.. The coordinating boatd met monthly to evaluate
project progress. Thig bi-level joint staffing and evaluation approach:has proven
extremely effective in facilitating cooperation and timely decisiopmaking. -

Organizetionel Wnk-ping—These approaches are: espemally useful and -some-
times. hecesgary sfor new ideas outside of -the company’s existing product lines
or processes. Examples: include: specialized: transfer ;groups :that contain: engi<
neering, marketing, and financial skills ; use of integrators who actias third-party
transter -coordinators ; -and new venture groups who leck for and- nurture: new .
ideas, The groups, operate to smooth ‘the process through which a fragile-new. -
idea is tuned-inté an applied -product or process. They become the “nuturing”
organizations for the new idea after technical feasibility has been established:
They become the father, mm:her and pedlatuelan for the idesd: unt11 1t can- bat-
tle for ity own life, - i

- Qrganizational link-pins are successful 1f the 1dea generators see them as

“means to -promote’ research utlllZB.thIl, not as an-additional obstacle the -idea .
must get-around. To. promote: research exploitation: effectively, the members of
the new ventures or Intergratmg units need to associate with the research: pru]-
ect at an early stage and. assistdn focusmg and problem-solving. If they: ¢ote-in
near the end, they wilk-be perceived inevitably: as evalugtois and: nay-sayers.
The experience of companies which have set up organizational link-ping demon-
strates that link-pins must Work closely thh the 1dea genelators as a resource
to:them, from the gtart, :

Several studies have prowded persuaswe ewdence that market needs, rather
than technological opportunities, are the main seource for research projects with
a high probability of utilization. Sumner Myers and.Donald- Marquis-found: that -
5 per cent of the innovations Judged most important by the: company: orlgmated.
in response fo percelved needs in the marketplace rather than from new teehm—
c¢al potential.: - .

Market factors and user needs are 1mportant in: determmmg what techmcal
problems-to work on and what a - “utilizable” solution to those problems will be.
This argues for clear identification of the user, his or her needs; and the. userls
reaction to types of technologlcal solutlons before the technologmal problem-‘
solvmg OCCETS. : ]

Three pitfalls charactenze the lesy effectwe approaches to researeh utlhzatmn,-
and an equal number eharacterlzes the more - eﬁectlve approaehes We rev1ew:
them: here:: ;

“Over-reliance cm chcmge motwated by new mformwtwn ——-The ultimate ObJEC-‘-

- tive of - .achieving résenrch utilization :is’a behavioral change on the part of the

potential user. A’ rational approseh:to provoking this sort of change relies:on
transm1tt1ng information to the people whose:behavior iz to change; and expeets:
ing the irrefutable logic of :the argument. to motivate the change. The generons:
funds and-enormeus activity behind the government’s immense information: stor-
age and-retrieval mechanisms can’ be placed on the -doorstep of this- essential
(but we believe faulty) assumption, While' these mechanisms are the prime ac-
tivity of most federal agencies examined by the authors;, agriculture’ excepted
(sce above), ‘industry and researchers investigating the process of change have
heen convinced for years-that strategies that rely on purely ratlonal components
are doomed to failure; New.information, the research tells us, can’ at best credte
.awareness,: New - information: produces ‘no commitment- to: an: opportunity,  ho
skills to exploit the.opportunity, nor any conviction ag to the benefits of exp101t-=
ing it. All of these are necessary for.evential tr1a1 and adoptlon of ‘an- 1nn0va-
tion, and the willingness to entertain charge,

Respondmg to techmologwmt opportuniiies. —An mnovatlon in response to a .

market'need has a greater probability of utilization than one: generated pnnmarlly
by a technological opportumty 'I"he ‘general failuré: of applidations engineering:
programs—partlcuarly in federal’agencies—supports this finding. ‘Remember,
the shift in objectives of industrial research-organizations from technieal prob-
lem-solvers to “market-need fillers”:was motivated by the need to.achieve better'
utilization of their research results, .
THe utilized innovations originating from “technology push” are in the minor-
ity and are characterized by market-oriented adaptation expenses far in excess.
of 1n1t1a1 expectatlons Some causes contributing to the poor utlllzatlon record
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tional Behavmr, ) to contmue research aud beaehmg in the managemenl: of
.mnovatlon : - [ RS Lo o o Ll )

HOW FEDERAL AGENCIBS AI’I—‘ROACH RESEARCH UTILIZATION

Federal agencies have experlmented w1th and used numerous app;oaches inm
their attempts to enhance the commercial use of their regearch results. They
1ange from. passive mechanisms, such ag data retrieval centers, fo active strate-
gies, and even to redefining the role of the commercial sponsorship of produets.
Most of the federal approaches have been meff:'ectwe in st1mu1at1ng the diffusion
of technologleal innovation. : L ) '
- co SPREADI‘\TG IHE WORD

ngrhest in frequeney and expense, yet lowest in impact, are the numerous 1n-‘
formation disgémination :programs.; The Department of Defense Documentatmn.
Center (D.D.0.) collects Defense Deépartment contractor and inhouse research:
and development reports, and. publishes and distributes permdxc lists of report
titles. Quhhﬁed subscnbers ‘to D:D.C. services can.request copies-of:the reports.
when security and proprietary interests permit. D.D.C. provides no other port of
‘entry to ity massive library of defense technology information, In a similarly pas-
sive fashion, H.E.'W.'s Natioral Library of Medicine permits computer-accessed’
information search and retrieval of its vast files of biplogical research reports.
'I‘he Department of Commerce National Technical Information Service furnishes
copies of unclassified and unrestricted documents produced by federal research -

and development pro;l-ects thereby centrahzmg a Ilbrary of materials Iargely .

duplicated elzewhere,

A related information dlssemrnatmn activity ‘is N.A.S.A'y distribution. of -
S.T.A.R. reports and I.A.A. abstracts, library-oriented aercspace research fune-
tions. Hven less vigorous attempts are made by the Science Information Ex- -
change. {run under contraet by the Smithsonian. Instifution), which Iimits itself . -

fEe




The program is based upon a’national network of U.8.D.A. field agents at the
eounty level, averaging three agents per county but ranging from one up to 20
‘or even inore im- agiiculturally intehsive regiofis of the’ couantry, - Thé county
.agent is, in.effect, a salesperson of new technology, drawing from research results
ak nat1ona1 level or i his. local aréa; using U.S.D.A. field stations or pilot re-
search farms as demonstratmn sites. The, county agent creates awareness of new
‘research by direct personal contact with all the farmers, is usnally well qualified
.and locally respected, and develops personal rapport with local farmers over
years of working with them. dtate land grant colleges are the primary backup
for expertlse and addltlonal problem-solving research. and development and the
farmer Is not charged for these helpful U.5, D A serwces :

INCE'\TTIVES FOR UTILIZATION

Patent 1neent1ves d1rect ﬁnanc1al stimuli, and other mcentwe approaches have
‘also been used by the federal. -government. Profit motivitions lead most indug-
-trial firms to desire, sometimes to reguire, patent protection before they will at-
tempt commereial exploitation of a résearch: result. The A O, discouraged ex-
“ploitation Ly keeping' ownership on all its patented research outcomes. In con-
trast, the D.0.D. cedes to its industrial contracto1s all” commercial- rights to
reﬁ,eareh refults generated under: contraet: N-AIS: AL hedges on this-score- and
- reserves- the right to keep patent rlghte, while’ clalmlng 11: w111 probably turn
“pver exclusive patent rights to'industry in most cases. :

-tilization 1ncent1ves in the areas of patent policy, seed ﬁnancmg, and other
act1v1t1es are now being subjected to experimental study by a relatively new
‘program conducted by the  National Bureau of Standards—ihe Expenmenta,l
‘Technology -Incentives Program 'J.‘he B.T. I P looks plomlsmg 1n concept but IS
“too small to.have much effect.

It is striking that all these governmental proglams start to encourage utlllza-
tion of vesearch only after the reséarch and development results have heeh gen-
“erated. Yet the most effective industrial approaches to inereased research 'utﬂiza«
tion begin much-earlier in the:innovation process—as far baek as when 1deas are_
genemted ﬂnd selected for development—E B R AL, F o .

Oonromrn Gnowrn R & D AND THE GAP BI]TWEDN

A funny thmg seems to happen between research and development and corpo-
_rate results. ‘While: research.and development eXpenditires correlate well With
_company. proﬁtablhty, the correlation between profitability and new product in-
11,roduct1§n—-ﬁupposed1y the goal of successful researeh and development—ls far

e58-800 -

.Merek. and .Co.'s. 1nvestment in research and development in 1976 was 8.2"per-
cent of sales—one .of the ‘highest ratics . among the 50 U.8. companies whose 1976
.research.and development expenditures :were highest. Merck was the most proﬁt—
able company among the 50, with income of 15.8 percent.of sales. .. -

After Merck, the next fwe most profitable companies on the list were A T &.’1‘
Dow, Eastman Kodak, I.B.M.,-and Lilly ; these six-companies’ average mvestment
1n research and development was 5.7 percent of sales.

In:contrast, the six-least profitable compaznies on the. het—Boemg Ghrysler,
Godyear, \IcDonnell Douglag, Signal’ Companieg, -and: United: Technologies—
‘averaged a research -and development investment of only 3.5 percent of sales.

~Thege-figures come frofi Techmcal InS1ghts, Inc New York~based publlsher of. ’

I’H side B ' D newsletter.

+ From- Marketing Development oonsultants of Goneord Mass., comes- the evi-
dence of frustration in:the marketplace: thére is- only a modeet correlation be-
iiwee the introduction’ of “significant new products" and corporate growth dur—
mg the three-year period-héfore May; 1975, - -

t North- American Phillips ds-the clagsic- case: 139 hew products ‘rated’as “gig-
vnificant” by Marketmg Development. between 1972 and 1975, and 122 percent
> sales . growth: in- the same. period. -Next in line: 3M Co.—-120 few products bt
otly 48 percent growth. And look near the bottom of the list of new-product
producers for: Schlumberger—only 51 new produets b'ut 93 percent sales growth in
the three-year penod -J M :
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About 7 percent of the 1nnovatlone wele blocked by oompetn:mn Here too, 1f
) mdnagement sees an overerowded malket aheaﬂ the proposed mnovatlon is re-
Jeeted hefore it-is:developed.~: ° -

Management also tends to reJect Would be products or p1 oeesses obvmusly sus-
ceptlble to patent and antitrust problems. Factors arising from patent and anti-
trust - laws accounted. for stopping only. 3 :and:-2.5 percent (respectively) of 'the
innovations:: studied. In-short, managemént takes.a most consel{vatlve approaeh_
which usually avolds problems that can be spotied at the outset.

+ Management succeeds in anticipating some types of market and legal problems,
but its performance with respect to capital and technology-is poor. Some-11.5:per
cent of our sample were adversely effected by technology, and- one-quarter of
these innovations stopped for technological reasons were, in effect, “scooped” by
another eompanys supenm techmcal approaeh whleh management had falled
to anticipate.: .-
~Motiey: was a problem for eormpames of all smes, but to less of an- exteut than
expected: management’s estimates of the capital required to complete. the inno-
vation process are usunally:too low; lack ‘of:capital halted 155 per cent.of the
blocked innovations..The costs of- pllot plant,-installation; and changeover often.
overrun—so. often that overruns -accounted. for ahnost one-thud of the 1nnova~ :
t1ons bloeked for eapltal-l ela.ted reasons

WHERE THE TROUBLE STARTS '

. Innovatlons a1e weeded out httle by httle untll they enter the pilot,. test stao'e,
whera. many rore. of them falter.or fail entirely. Almost three quarters of ithe-
innovations entering.the development pipeline made it- all the way .into pilot

test before ma.nagement decided to..callra halt. Indeed, more imnmovafions—

23 percent—fail in the.pilot.test stage theu in any other..The second: largest

number of innovations—19 percent—are stopped in.the final and most expen-
sive phase, production -installation. Management mnust - seriously consider- the
cost implications for companies when innovations pass the inexpensive early

stages only to expire later. It is remarkable that 84 percent of all.innovations
in the sample continued to be funded beyond the low-cost phases of assessment
and initiation—the stages: where commonsense dictates that products less likely
“to succeed should be scr eened out

I.E&RI\ING- IE‘ROM FAILURE

To Iearn how, where and why 1nnovatlons actually TUn. mto trouble, we asked
.management officials who were chrectly involved in specific failures to tell us the
story. of . What happened. Jour, regpondents generally were the corporation: presi-
dents, vice presidents in charge of research and development or. heads of, re-
search and development divisions within the corporations attempting the innova-
tions. who. personally made, the tough decigsions to cancel,. shelve,.or: delay the

. 1nnovat1ons in question. -

Memories were sutprisingly sharp on the detmls of what happened even down
to the fine, points. Once an iunovation is funded, the decision. to drop it seems
Sufﬁmently wreénching to be réemembered by those involved. In any. event, while
mmanagers tended .to be hazy about. how an mnovatron was started they were
very clear about how it ended.

Our respondents’ stories were straxghtforward enough to be classrﬁed easﬂy
into” the five broad catégories: market, mahagemént, capital, teehnology, and
laws and regulatlons They also y1elded add1trona1 leSSOnS for, innovators. For
e}.ample

The sea.rch for the oamml necesswy to deoelop . mnooatwn through the
marketmg phose may end in ¢ “‘Cateh 22."—-One company developed a new.diag-
hostid' x-ray machine w1th ‘government Tresearch and development funding. Be-
fore the machine eoyuld be produced in marketable form, extensive feld trials
were Tequired. Government funds could not be used to conduct such trials, and
other possible supphers of capital Were unresponsive beeause marketability had
not been demonstrated by available data—which could be obtamed only through
ﬁeld tests. ('I‘he barrier in this ease was classified a8 cpital.)

A sqcpemor competmg i‘echnolomcel epproach may cogneel the deoelopment of
@ Rew product o7 Process—A major metals company undertopk the. development
of veleuum - deposmon of alummum as .a substitute for tin plate in eans and
othér- eontainers: The proceéss was developed thirough completion. of a full-scale,
high-speed preduction line—which never went into full production because the




Whlle managers may hope for the unsnarlmg of ‘the' regulatory proeess and
.eumpames may lobby for simpler controls, a,more pressing task for industry-is to
‘examine its own practides. These are. tmmediately controllable. Industrial man-
agers who do_ this will see obvmus mistakes that could have been - avoided by
‘agking seemmgly trivial questions. 'Does the mnovatmn have & clearly’ des1gnated
mandger? Are staff cdpabilities matched’ to the 1nn0vat10n tagks? Igtthe’ ‘cost
.analysis adequate? And so on. Obkus as these questmns are, management often
forgets to ask them antitit'is too laté’
The real ‘problem is to ‘design and adopt. 2 system’ that forces management 10
ask the nght questmns at the right time; Of the 200 cases in the study, 42 pel'
; systema 'c stepped technlque of cont'

eqsily forgotten, ' R

. They force an appralsal of the aSSumptlons and 1de010g1es that underhe every
innovation. It ig s rare organization whose eommonly held bellefs need never be
examined, and such gerntiny ig the task of management.

Another good way to get the right guestions asked at’ the right time if to
‘broaden the membership of product development tedams fo include people from
‘outside the . organization. Whateéver their technical quahﬁcatmns, guch people
may be pereeptlve enough t6 blow the whistle on innovations which are going
to falter or fail. .
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) Sumner Myers graduated from M.IT. in 1948, He is now Director of Teeh-
rology and Transportation for the Instltute of Public Admlmstratmn His “hands
on” experience with the innovation process includes work as Production Analyst
Chief Industrial Engineer, and Plant Manager. He began his studies. of the in-

. novation process with an N.S.¥.-sponsored analysis of 600 commermally SUCCesS-
Ful innovations. This led to work on innovations in.transportation and energy
for D.O.T. and D.O.E,, respectwely Mr., Myers’ current. focus at LP.A. is.on the
“public use of pnvate interests’ in furthering socially desirable. technologies.

" Fldon F. Sweezy received his Bachelor of Selence from Oklahoma. State Uni-
versity, and his. M.A. from the American University. As Army Research and
‘Btudy Fellow, he spent 1957-58 at M.L'T. as a Special Student. For the past 27
.years he served.as adviser to. managers. of regearch and. development in govern- -
ment and. mdustry, and conducted a series of research projects on. the evalua-
tion of research and development activities and related inngvation: ‘and: informa-
tion. processes in the public.and private sectors. He. is:mow- a. senior-asseciate, .
Institute. of Public Admmlstratmn, and-: also Presxdent Management Counsel .
Ine. : S o

WHA’I‘ To Expno’l‘ IN Yomz COMI—'A.NY

’I‘he 1nuovat10ns of d1f6e1ent size' companies tend ‘to encounter somewhat dlﬁ‘er-
ent patterns of obstacles. For exaniple, we see in the facihg ‘disgram that:

New ventures, companies formed specifically to develop and market a particu-
lar new product, are highly vulnerable.to capital problems. They run out of .
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meree, U S Department of Commerce, Mth and E Streets NW Washlngton, D 0.
20230, and should. be submitted by August 7, 1978.. .. R
Dated .T uly 14 1978.

. GuxW. GHAMBEBLIN, Jr;, :
Actmg Assistemt Secremry for. Adm@mstmtmn. 5

[FR Doe 78—-202(W Flled 7—90—-78 '8:45. am]
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[From the Federal Reglster, wl 43 No. 109 June 6, 1978, p. 245961
' s ‘ NOTIOES
[1610—01]

REGULATORY REPORDS REVIEW L

“NOTICE . OF BI‘CDIPT or REI’ORT PROPOSAL

The followmg request for clearance of a report mtended for use in collec*tmg
information from- the public. was- received by  the- Regulatory Reports-Review:
Staff, GAO, on May 80, 1978.. See 44.-11.5.0. 3512 (c¢) .and. (d): The purpese.of.;

ubhshmg this notice In the Fedeml Register is to. inform the publlc of such
receipt.

-The noticé 1neludes the tltle of the request reeewed “the. name of t;he aﬂency
sponsoring the proposed collection of information ; the Agency: form- number; if::
applicable; and the frequency Wlth Wluch the mformatlon IS proposed to be
collected, - bl

Written c0mments on the proposed F'I‘C quuest are. mvlted from all mtm ested
persons, organizations, public interest groups, and.affected businegses: Because
of the limited amount of time :GAOQ:has to review the proposed.request, -com-:
ments (in triplicate) must be received on or before June 26; 1978;-ahd should be -
addressed to Mr. John M. Lovelady, Assistant Ditector, Regulatory Réports Re- .
view, United States General Accountmg Ofﬁee, Room 5106 441 G Street NW, 5
Washington, D.C.. 20548 . .~ CE

.Further information may be obtamed from Patsy
Reports Rewew Staff 202—275-3532 e ;

FEDERAL TRADE COMMISSION

The FTG requests clealance ‘of ‘4 new,’ smgle time, voluntary Idea Plomotlon
Sulvey questionnairé to be sent.to the offices of the attorneys general in the: 850
sfates. The questionnaire, part of a maJor pro;|eet eurrently being conducted; re-.
guests information and material concerning the level of business activity of 1dea :
promotion, invention promotion, .or palent deoelopmsnt ani 'maﬂ'ﬂetmg ﬂrms e
the Umféd States. The overall purpose of the Federal Trade Commlssmn & major
project. is to determine the het effect, if any, of Federal Trade Commission en-
forcement activity and various state” regulatlons on the idea promotion’ mdustly
The FTC estimates respondents to-be the 50 state attorneys general and i
mfr tlme to average 3 hours per. 1esponse o

NORMAN F HEYL o
Regumtm*y Réports Review .0 ,ﬁicer.

[FR bbe.’_""'zs'-156;s Filed 6-5-78; 8:45 am]

{From the Federal Register vol. 43, No. 48, March 10,1978, pp. 9896—9908]
S NOTICES
81102011 .

OFFICE OF MANAGEMENT AND BUDGET |

GRANTS AND CONTRACI‘S WITH CERTAIN NONPROTIT OBGAYIZATIONS

BRINCIPLES FOR DEIERMINING .COST,
MARGH 6 1978
This notice offers mterested parties an opportunity:fo:comment:on.. pmpqsed
;‘eVISI’onS to OME Circular No. A—21 “Cost principles for educatlonal mstltu-
ions
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(c) Organized research, -
{d) Other sponsored activities.
{e) Other institutional activities.
2. Bponsored agreement.
3. Allocation.
. Bagic Considerations
. Composition of total costs. S
. Factorg affecting allowability of costs
. Reasonable costs,
. Allocable costs.
. Applicable credits. E
. Costs incurred by State and local governments..:
) . Limitations on allowance of costs. i
D. Direct Costs.
1. General,
2. Application to sponsored agreementy;:
- K. Indirect Costs. )
1. General.
i 2. Criteria for d1str1but10n. R S
F. Identification and Assignment of Indu'ect Gosts R
1. Depreciation and use allowances.
. Operation and maintenance expenses. =
. General administration and general expenses L
Departmental administration eXpenses.” :
+ Sponsored agreements admmlstra.tmn :
> Libraty expenses,  * ) .
z:Student adminigtration and services, - ’ ' ) N
Offset for indirect expenses otherwige provided for by the government
G Determmatmn and Apphcatlon of Indu‘ect Cost Rate or Rates .
1. ‘Indirect cost pools.:
2. Phie distribittion basis.” e S !
. 8. Negotiated lump sum for mdn'ect costs B . i
- 4. Predetermined fixed rates for indirect costs, . B s :
- 52 Negotiated fixed rates and cdrr y—forwa.ld prow.smns '
; H Siniplified Method for Small Instltutlo s -
1. Genergliif

1o Pk PPN

mﬁ@ﬁémw

S 2 Bimplified: procedures i i

J General Standards for Selected Items of Gost

1. Advertising costsi®

. Bad debts.

. Civil defense cosgts:

. Commencement and convocatlon costs

JCommunication costs:’ :

.. Compensation for personal servmes

4.~ Contingency provisions. 2

. Deans of Taculty-and gradiiate schools

. Depreciation and-useallowanees, "

. Donated services. R

.- Employee morale, health and welfare costs and cred1ts. o

2. Entertainment: costs.: ! . Lo

13, Bquipment and other cap1ta1 expendltures. e
.- Fines:and penalties; - = HOL e

.i Fringe benefits, - T

.- Insarance and’ mdemmﬁcatmn : o

. Anterest; fund rammg, and 1nvestmenf: management costs

;- Liabor ¥elations costs.” B :

.- Losses on:other snonaored agleements or contlacts C

.::Maintenance. and repalr costs R o

1. :Material- costs.~ ‘

. Memberships; subscrlptlons

. Patent: costs.. ! :

L. Plant security:costs.

.. Preagreement costs, f.oov o

6. Professional service eosts B oo

. [ -Profits -and. losses ‘on dlspesmon of planl. equ1p ent or other capltal.
assets fai

28. Proposal costs..

nd professmnal aetwlty costs '4 R
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B DEE‘INITION OF TERMS

1 Mw;w functwns af an msmutwn refers to mstmctmn (meludes depar.~
mental regearch), organized research, ether sponsored achwtles, and other mstl- )
tutional.aectivities as defined:below : s el e
~oaGInstruction means the teaehmg and. tralmng actnutles oi’ an 1nst1tunon Ex— )
cept for research training as-provided in ¢ below, this ferm includes all teaching
and . training activities; whether they. are offered for credits:toward a degree or
certificate or.on a noncredif basis, and whether they are offered through regular
- meademie departments or separate drnszons such 45 g -gummer sehool d1v1s1011 or
an extension divigion. )

b, Depurimental resedrch means all 1esea1eh and development actlvltles that
are not: organized research and, conseguently, are not separately budgete-d and
accounted for. Departmental research, for purposes of this. document, is-not con-
sidered - as a major. functxon of an mstltutmn but as a part of the mstructmn'
fuucuon of the institution. - ’

C¢. Organiged research. means all research anfi development actnmes of an m-
stitution that are separately budgeted and accounted for. This term.includes re-
search and development, aetlvltles that are sponsored by Federal and non-Federal
agencies and organizations, as well as those that.are. separately budgeted by the -
institution. . under. an internal alloeation of institutional fundg. It also includes
aetivities involying; the tralmug of individuals in research techmques (common—‘ :
1y-.called research training} .where such . actwmes utlhze the same. famhtnes as
other research and development activities,

d. Other: sponsored .activities means plograms and pmJects ﬁnanced by Fed-
eral and non-Federal ageneies and organizations which involve the performance of
work other than instruction and organized research. Exumples of sueh programs
and. projects include health- service projects, community service programs, and
agricultural extension services. However, when any of these activities are under— ’
taker by the institution without outsude support they should be clas&uﬁed as othel .
mstltutlonal activities. - -

Other institutional aommnes means all act1v1t1es of an mstltutlon except'
(1) Instruction, departmental research, organized research, and other sponsored
activities, as defined above, (2) indirect cost activitigs identified in section F, -
and (3) specialized service faclhtles described in section J38, Other mstltutlonal
activities inelude operation of residence halls, dining halls, hospltals and clinies,
student unions, intercollegiate dthleties, bookstores, faculty housmg, student
apartments, guést houses, chapels, theéaters, public rhuseums, and other simila?
auxiliary enterprizes. Thig definition also includes any other eategorles of activi-
ties, costs of which are “uuallowable” ‘to sponsored agreements, ynless otherw1se
indicated in the agreements )
. 2. Sponsored agreement means any grant contraet or other agreement between
the institution and the Federal Govérnment. .
.3 Allocwmon Tmeans the’ ‘process of dlstnbutmg a4 cost, or a group of costs, to
one or more cost objectives which' they henéfit, in reasonable and realistic propor-
tion to the benefit provuied A cost obJectlve may be a major funetion of the in-
stitution, a partlcular service or project, a. .Sponsored agreement, or an indirect
cost, a(_tlvltv, as prescribed in 5eet10n I, The process may entail a distribution 6f &
cost(8) directly’to a ﬁnal cost obJectlve or. th1 ough one or more mtermedlate cost
] obJeetlves .

-0‘ BASIC CONSIDERA’I‘ION

1 C’ompomtwn of ‘totul costs ‘The eost of a' sponsored agreement ig compmsed
of the allowable direct costs mcldent to 1ts ‘performance, plus thé' allocakle poi
tion of the allowable 1nd1rect costs of the mstltutlon less apphcable eredlts as
described in 5 below. :

2, Factors affecting auowabmty of costs The tests of allowabﬂlty of costs-
ander thesé principles are®: (&) They must be reasonable; (b) they must be
allocable to sponsored agleements under the gtandards and methods provided
Yerein; -(e) they must he given consmtent treatment thr ough application of those

enelally accepted accounting principles approprlate to the clrcumstances ‘and
( &) they must ‘eonform to any limitations or exclugions ‘set forth in thége prmcl-
ples or in the sponsored agreement as to'types, or amounts of cost itéms, -

3. ‘Reasonable costs. A cost' may be considered reasonable:if the nature of the
voods or gervices acquired or applied, and the amount involved therefor, reflect
the action that a prudent person would have taken under the circumstances pre-
vailing at the time the decision to incur the cost was made. Major considerations
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i General; Du-eet oosts are fhose gosts that can be dentrﬁed spec1ﬁcally Wlﬂ]_
a particular-spensored proJeet an instruetional activity, or.ahy other 1nst1tu-
tional:. aetivity;..or, that can..be. dlrectly ass1é;ned to. such act1v1t1e lelatlvely
easily witha: hlgh degree of.aceuracy. i

2. Appleation to sponsored. ag?"eements ) dentlﬁable beneﬁt to the sponsmed
work rather-than. the, nature of the -goods: and services. involved is the determin-'
ing.factor in d1st.1ngulshmg dn-ecL from indirect costs.of’ sPonsored agreaments.
Typical costs charged directly.-to a, sponsored agreement are the.compensation of:
employees for performance .of work. under the. sponsored agreement 111clud1ng
related fringe benefit costs to the extent.they are consistently treated by.the instl-)
tution as. direct rather. than, indirect, costs; the costs of materlals oonsumed or-
expended in the performance. of. the wmk and other 1tems of expense. netirred
for the sponsored agreement, including : extraordlnary utility. consumption., The
cost of materials supplied from stockor, services rendered. by specialized. f&C].htleS
or other institutional service operations.may be included as .direct.costs of spen-
sored agreements Provided, Such items are consistently treated by the, ingtitin:
tion a8 ditect rather than indirect.costs, .and. are:charged. under,. a recognized
method of realistically computing actual costs, and eonform:to. generally accepted. )
cost: acecounting . pracmces congistently; followed..by the mstltutmn S

e B INDIRECT 008TS..

1 Geneml Indn'eet costs are ‘thosé ‘that are mourred for common or joint ob-~. .
jectives and therefore cannot be identified readily and spemﬁeally with a particu-
lar sponsored proneet an instiuctional _activity, or any othér Anstitutional ac-
tivity. At educational mstltutmns such costs normally are clagsified under the
following indirect cost. categorles Deprematlon and use allowances, general ad-
ministration and general expenses, research administration expenses, operation
and. mamtenance expenses, library: expenses, departmental adminigiration ex-
penses, and. student administration and gervices. . ..

2. Oriteria for distridution. a. Base period. A base penod for, dlstnbutmn of.
indirect costs is the period: during which.the costs are incurred. The base period
normally should coincide with the fizeal year: estabhshed. by the institution, but.
in.any.eyent the base period.; should be s0. seleeted as to avoid 1nequ1t1es in the
distribution of costs. .

b.. Need for cost gronpings. The overall o Jectwe of the lndlrect cost allocatlon .
prooess iy to distribute the indirect costs deseribed in Section F to the major,
funetions and specialized service facilities .of. the Institution in proportions rea-
gonably. congistent with the nature and extent of their use of the JAnstitution’s
resoirrces. In order to; achieve this. objective, it may he necessary to ‘provide for,
selective destribution by establishing:separate groupings of: cost within..one or
more of the indirect cost categories referred.to.in-Section J1. In general, the cost
groupings established within a category should constitute, in each, case, a pool
of those items of eXpense that are.considered:to be of like nature in terms of their
relative confribution fo.(or degree of remoteness from) the particular cost ob-
jectives to which distribution is-appropriate: Cost groupings should be established
considering the general guides provided in e below. - HEach: such pool or cost group-
ing-should then: be:distributed individually. to: the related.cost objectives, using
the -distribiution base on method most appropmate in: the llght of the guldes set
forth in d below. s

¢, General cons1derat10ns on cost gmupmgs The extent to Whu:h separate cost.
groupmgs and selective distribution would: be:appropriate at an: institution: is. a
matter of judgment to:be determined on 2 case-by-case basis.- Typical situations-
Wwhich may warrant the ‘establishment of..twoe:or more: separate cost groupings:
(hased on account c¢lassification or analysis). w1i:11m au 1nd11‘ect eoet category
mclude but are not limited to the following: -

(1) Where certain items or-categories: of expense relate soler to ONe - of the
ma:jor functions of: the institution or:to:less than all:functions, such:expenses
should be get aside as a separate cost grouping for di'reet'assignmerit-o’r gelective
alocation ih aecordance with-the guides provided in Sections E2b and d. -

“(2) Where any t¥pés of expense ordinarily treated as general administration
or depdrtmental administration -are charged:to spohsored agreements: as direct:
costs; the gimilar typé expenses: apphcable to :other activities- oft the institution
st through separate cost groupmgs, be excluded from the mdlrect eosts allo-

" g3l 63%78——-—6
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shown to the remammg indireet cost categories as well as to the major: furctions
and specialized service facilities of the institution:.Other cost.categories may:be
allocated .in the .order determined. to be: most. appmpnate by: the .institutions.
When -crosy allocafion of . costs s made as. prov1ded in. (5) below, f:luﬂ 01der of
allocation does not apply.

_ {3) Normally an mdnect ‘cost; categmy w111 be cous1derecl closed once 1t has
been allocated .to other cost. objectives, and costs may not be subsequently allo-
cated to it.. However, a cross allocation of costs between- two or more-indirect

cost categories may, be used if such-allocation will result.in a inore equitable al- -

locatmn of costs. If a cross allocation-is used, an. appmpmate -modification to the
eompoeltlon of. the mchrect cost eategorles descnbed in. Sectmn F is requlred.

F IDENT]I‘IOATION AND ASSIGNMDNT OF INDIREOT OOSTS

1. Dep;' eciation gnd use allewcmces a. The expenses under this headmg are f:he
portion of the costs of the instifution’s buildings, capital: 1mp10vements to-land
and ‘buildings, and equipment whlch are aseagned to current. eperatlons in accord-
ance with Section Jo.

b, 'J.‘he expenses mcluded in thls categ‘ory shall be allocatecl m the follc—wmg
manner:

(1) Dep1 eciation or use allowances on equ_lpment or bmldmgs ueed exclu—
slvely in the conduct of a Single function shall be allocated to that function...

{2) Depreciation or use allowances on buildings and capltal lmpmvemente to
bmldmgs shall be'allocated fo the individidl functions pe:,formed in-each build-
ing on the basis of usable square feet of space, excludmw common areas sueh as
ha]lways, stairwells, an(l restrooms. .

" (8) Depreciation oi use allowances on equlpment or. bmld_mge uged. 301nt1y
shall be allocated to benefiting funetions in proportion to the total, salames and
wages applicable to those functions. Depreeigtion or use. allowances on equip-
ment and buildings used predominantly for ene tunction and. only incidentaliy.
for the other(s), shall be assigned to the function in which it is used predomi-
nantly. The instifution and the Government should agiee in advance when use
of equipment of" space i§ incidental or predominant to a given function. |
© (4} Depreciation’or nse allowances on cértain capital 1mp10vements to land
such’ as paved parking areas, fences, mdewalks, and the like, not.included in the
cost of buildings, shall be aliocated on"an unweighted headcount basis to user
ategones of etudente and employees. The stu(ient eategones shall’ congist . of
all individuals enrolled at the instituiion as students regardless of whether they
do or do not earn credits toward a degree ‘of certificate. The employee. category :
shall ecnsist of all facnlty members, other professionals and nonprofessiongl em-
ployees excluding student employees. The amount allocated to the student- cate-
gory shall be assigned to the instruction function of the institution, The amount
allocated to the employee category shall be further allocated to the major func-
tions of the institution. in’ ploportmn to the salarxes and. wages of all employees
applicable to those functions. ~
T2 Operaiion. and meiiitenance efcpevnses a The expenses undm ‘this- headmg )
are those that havé been incurred by a central service organization or at the
departmental level for the administration, supervision, operation, mainienance,
preservation, and protection of the. mstltutwn & physical plant. They include ex-
penses normally incurred for such iters as janitorial and utility services; re-
pairg and ordinary or normal alterations of buildings, furniture and equlpment
and care of grounds gnd maintenance and operation of ‘buildings and other piant
facilities. The operation and maintenance expense category. should -also include
the fringe benefit. costs applicable to salaries and Wagee included. therem and
: depreuatwn and yse allowance. -

b. The expenses included in thig eategory “shail’ be allocated on the basm of
ugable square feet of space assigned to each funetion,:excluding common-areas
stich-as hallways stairwells, and restrooms, Operation and majintenance expenses
#pplieable to space used ;|01ntly tor two or more functions shall be further .allo-
cited to the benefiting functions in proportion to the total salaries and wages
applicable to those funetions. Operation and Inaintenance expenses applicable to
space used predommantly for one function and only incidentally for the other(s),
shall be assigned to the funetion in whmh it is used predominantly. The institu-
tion and the- Govemment shall agree in advance when use. of epace iz .incidental
or predominant to.a given fimetion. ©

~8. General admmmstmtwn and geneml ewpenses a The expenses under thls

.headmg are those that have been 1ncurred for the general executive and admin-




general:: administration .and -general expenses, the- operation: and maintenance:
expenses, and deprecmtmn and- use: allowancée: Appropriate’ ad:lustments ehould
be-madefor'services: prov1ded to.other functione or organiztions.

... The expenses included.in this:;category hall be allocated to the major :Eunc-i
tmns of the inatitution.under which the sponsered agreements: areé eonducted in:
preportion to -the, number of agreements actlve durmg ‘the . penod for Wluch the
-expenses:are-allocated.

e AN appropriate adJustment shall be made to ehmmate any duphcate‘
-charges to sponsored agreements when thig.category includes.similar or identical:
activities, as those included in the:.general-adiinistration and general expense
-category ox: other: indirect cost: 1tems -guch a8 aceounting; proeurement or per--
sonnel administration. - &

8. Library expenses. a. The expenses under this heading are those that have
been incurred for. the operation:of the library; including: the eost:of books and
library materials purchased for the library, less any items of library income, that
(qualify a% apphcable ‘credits’ under Seetion” CB.  The’ library expense’ eategory
&hould also "include the staff benefit and pension plai costs applicable to the’
salaries and wages included: therein, an_ appropriate share of general adminis-
tration and general expenses, operation and maintenance eéxpénsé, and ‘deprecia-~’
tion-and use allowandes, Costs incurred in the purchases of rare books (museum—,
type books) with no value to sponsored prOJects Should not be allocated to spon-
EOI‘Ed agreements. ¢

b. ' The ‘expenses included in thls category shall ﬁfrst be alloeated on, an un-:
weighted headeount basis. to user: categones conmstmg of: students, professmnal‘
employees, wnd other users. o

(1) “The studeat category shell consist of all ifdividuals enrolled at the 1nst1~
tutwu as students” regaidless of whether they do or do not earn CI'E(]J.tS toward_
4. degree or certificate.: :

(2} The professionel employes eategory shall cons1st of all faculty members
an(l other professional employees of the institution; exeept student employees :

- (3) The' other users category shall’ consu,t of aIl other usezs of 11brary fa-
clhtles including the general publie. - :

c. Amouuts allocated in b above shall be as&gned further as follows- '
- {1} The.amount allocated to the studeut category shall be asmgned to the-'
instruction function of the institation, - - :

{2} The amount allocated to the professmual employee eateo’ory shall he fur::
ther -allocated-to the major: functions of the institution i propoertion to the sal-
aries-and wages of all faculty . members and other professmnal employees (ex-'
cludm“ student employees) applicable to thoge funetiens, - - ;

(3) The-amount allocated-te.the:other users.category. shall .Jhe. asmgned to- the‘_
other institutional: activities funetion-of-the: institytion, . . :

7. Student edministration and services. o. The expenses under hlS headmg are;
those that have been incurred for the administrdation of student affsirs and for
services to students, inclizding expenses of suci ‘activities as dedns of gtudents,
admissions; regigtrar; counseling and placement services, student: advxsers s'tu—
dent health and infirmary services, catalogs, and commeneemeénts ‘and convoca-
tions, The salaries of members of the academic staff whose academic: appomt—
ments or assignments involve the performaries of suek ‘administrative or service
work may algo be included to the extent:that the portion so charged is supported
pursuant to Section J6. This expense category alse-includes the fringe benefit:
costs applicable to the salaries and wages included therein, an appropriate ghare-
of general administration and general ezpenses, opelatlou and mamtenanee and-
use allowances and/or depreciation. -

-1 The expenses in this ecategoery are apphcable in their entuet:y to the 1nstruc~'
tion fanction, However, to the extent that sueh expensés reasonably benefit spon-
sored agreenments in the’ instruction function; they may be included it the com-
mon pool ‘of indirect costs for that funetion for subsequent digtribution to'the-
agreements {See Section Glz.). Hxpenses included ih this categorythat.dé.not:
benefit ‘sponsored agreements shall. beexclided from-the eommor pool Where'
the level of benefits varies significantly for differdiit- agreements, or different
groups of agreements, the expenses shall be alloeated-only fo apphcable eopst ob-
Jectives within the instruction function through separate eost -?roupmgs and-i
selective allocations, In aceordance with Section B2h,

8. Ofiset for indirect expenses otherivise provided for by the Governme%t g3 The
items to be accumuiated under this heading are the reimbursements and other
‘payments from the Federal Government which are made to the institution to




-tiong; to: facilitate the preparatlon of their budgets, -and to: permlt more expedl-
'thl‘.lS closeout of such ‘contracts when the work is completed. In view of the poten-
tial advantages offered by this procedure, consideration should be given to.the
negotiation of- predetermmed fixed.rates for -indirect. costs in-those gituations
where the cost experience and other pe1t1nent facts available are deemed sufii-
‘cient-to-enable the parties.inveélved-te.-veach. an: informed.judgmentias. to the
:plobable level of indireet costs durlng the ‘engning aceounting:pericd. -
B NeJotmted fived rates and carry- forward: provisions. When-a’ ﬁ};ed rate 1s
negotiated in'advance: (or a’fiseal year for: other-time period), the over- or
undeérrecovery for that year miay he included as an adjustment to the indirect
"éost for the next rate negotiation’ When the rate is negotiated. before the carry-
forward adjustment is detérmined «due to the delay in audit, the carry-forward
amount may be applied to the next subsequent rate negotiation. When such.ad-
justments are to be made, each fixed rate negotiated in advance fora given period
will be* computed by applying the expected indirect costs allocable to sponsored
agreements for the forecast period plus or minus the carry-forward adjustment
{over- or under-recovery) from the prior period, to the forecast distribution:base.
Unrecowered amounts under lump-sum ggreements .or costzsharing:provisionsiof
‘prior-years shall-udt be carried forward ‘for consideration in the new rate negotia-
tion. There must; however, be an advance understanding in each case between
the institution and the Govemment a8 to' whether these differences will be con-
. gidered in. the rate negotiation rather than making the determination after the
differences are lnown. Further, institutions electmg to use this carry-forward
provisioit:niay,. not _subsequently chiange without prior-approval:of- the Govern-
ment; In the event ‘that an institution’ returns-to a post determined:rate, any
over- or under-lecove1y during the period in which negotiated fixed rates -and
sarry-forward provisions were followed will be mcluded in- thé subsequent posi-
determined ‘ratés. Where multiple rates are used, the sdime proeedure: will: be
‘gpplicable- for determining each rate. Thi§ procedure also applies to rates es
tabligshed for grants and:-contracts-for training and other educational services; but
does not apply to- cost-type aureements coverlng Work pelformed m wholly or
partlally Government owned facﬂltles ’

ﬁ. SIMPLIFIDD METHODS FOR SMALL I‘\TSTITUTION

1 Geneml a. Where the total dlreet cost of work performed under all. spon—.
sored agreements at an institution does not exceed -§$3,000, 000 in .a fiseal-year,
the' use of the simplified procedure deseribed in' 2. below, may be used in- deter-
mining allowable indirect costs,’ Under this simplified ploeedure, the institution’s .
most recent annial ﬁnancml report and iminediately available supporting. infor-
mition:-with salaries and wages segregated from other.costs, will be utilized
as abasis for: determlmng the 1nd1rect cost rate apphcable to all sponsored
agréements.

b. The snnpllﬁod proeedme should not be used where it produces 1e5111ts whrch‘
‘appiear inequitable to the Government or the-institution. In any suel: case mdl-
rect eosts should be determined through use of the regular procedure.” =~ -

2, Bimplified procedure: a. Establish the total amount of salarles and Wages
pald to all employees of the ingtitution. - ‘

b. Establish an indirect cost pool consisting of the expendltures (ezclumve of'
capital items and other costs specifically identified as unallowable) which cus-‘
tomarily are classified under the following titles or theirequivalents: <~ -

- (1) General administration and general expenses (exelusive of costs of stu-
dent admmlstlatlon and serwces, student aetlvmes student ald, and scholar-
ships). : ;
' (2) -Operation and malntenance of physrcal plant
» (8) ‘Library. : :
(4) Department adm1n1strat1011 &xpenses, whmh will he computed as 20 per—
cent of the salaries and-expenses of deans and hedds of departments. .
In thoge cases where expenditures classified under (1) .and: (2) above have
prewously been allocated to other institutional activitiés, they may bé included
in the indirect cost pool. The total amount of. salarles and wages- 1ncluded in the
indirect-east pool must be geparately tdentified. - ’
¢. Tstablish & salary ani wage distribution base, determmed by deductmo’ from
the total of salaries and wages ag eqtabhshed'm a ahove the amount of salarles
and wages included under b:above!’
-d. Establish the indiréct cost rate, determmed by d1v1d1ng the amount in the
mdlreot cost pool b above, by the amount ‘of the* dlstnbutlon baqe, o above!




ployees Under e1the1 alternatwe, salaues aud w awes appheable o nonman—
datory cost sharmg may be. mcorporated in mstrtntlonal costs {such ag, in-
structional costs) and ‘neéed not be separated therefrom. Im the use of elther
method, it is recognized that, because of the nature of work involved in academic
mstrtutxons the various and often inter: related activities of professorial and, pro-
fessmnal employees flequently cannot be measured with a high degree of .preci-
sion, that relifinceé must be placeéd on reasonably accurate,. appro*ﬂmatlone! and
that acceptance. of a degree of tolerance.in measurements is appropridte.: .

..¢, Monitored. worklopds.. Under; this method the distribution .of salaries and
wages applieable to sponsored agreementb is based on budgeted or asmgned work-
loads, updated as required to refleet any significant changes in Workload dletrlbu-
tions, A monitored workioad system used for salaries shd wages charged.directly
or indirectly to sponsored. agreements. will .meet the following standards.

(1) 'A system of budgeted or assigned workloads will be incorporated into the
official records of the institution or eampus, and encompass both sponsored and
#4ll other activities on.an mtegrated ba51s :The system may mclude the use of

ubsrdrary records.

(2) The system. will reasonably 1eﬂeet workloads of employees, acoountm<r for
100 percent of each employee's total salaried activity for which the employee is
eompensated and which is. required in fulfillment of the employee’s obligations
to the mstltutwu Because practices vary among 1nst1tut10ns and within 1nst1tu-
tiong ag to the total activity constrtumg a full workload———when expressed in meas:
urahble units, such as contract hours in teaching—the system. will be baged on a
deternnnatwn for each fudividual, reflecting the ratio of, each. of the act1v1t1es
which eomprise the total worlkload of the individual..

*(3) The system will provide for mod1ﬁoauon of an 1nd1v1dua1’s Salary or salary
distribution commensurate with any significant change in the employee’s work-
load or the ratio of activities compriging the total workload. ‘A significant change
in an employee’s workload shall be c-onsuiered to inclide the following ag a mini-
mumni: when work begins or ends oh & Government agreement, when a teaching
load is materially modified, when add1t1onal unanticipdted assignments are re-
deived or taken away, when an individual begins or ends a sabbatical leave, pro-
longed sick leave, or leave withoiit pay, ete. Short-term {such as one er two
months) fluctuation between workload eategorles need. not be considered as long
as the. distribution of salanes and wages is’ reasonable over the lenger term
such as an ncadentic period. Whenever itis apparent that. a. mgmﬁcant change in
workload will occur or has oceurred, the change will be doeumented over the. sig-
natire of a respongible official and erntered into the system.

(4) The system will utilize workload categorles refiecting. direct, aetnnty Whmh
i appheable to and ehargeable fo each sponsored agreement, activity required
to meet mandatory cost sharing, activity apphcable to any indirect.cost category,
and activity applicable to other direct cost cafegories (see section B1). .
©(5)- At least annually a stafement will be gigned by an employee, pr1nc1pa1 in:
vegligator, or, 1espon31ble -official, havmg first hand knowledge of the work stathig
ihat salaries and wages, charged to Government agreements as direct charges, or
that salaries and wages charged fo both d11eet and 1nd1rect cost categones or
to morethan one indirect cost category are proper.

In the uge of this méthed an institution shall not he requu-ed to prowde addl—
tional support or documenTatmn for thé. effort actually performed, but is re-
sponsable for assuring that the system, meets the above standards,

“In ¢ases where nonprofeesronal student or other “task orlented” employees are
(-haiged to projects based on use of Services rather than longe1 term aselgnment
systems’ such as time’ “eards or ‘gimilar dlstrrbutlon Systems or serv1ce center
costlng arrangements may be’ used’ (seed below) .

4. Personnel getivity reports. Under this method the d1str1but10n of salanes
and wages will be supported by personnel activity reports.as prescribed below.

(1) ‘Personnel gctivity réports will reflect the distribution of activity expended
by each employee not under the momtored ‘workload sysfem.. ..

{2) 'The reporty will reflect an aftéer-the-fact reportlng of the percentage of
fctivity of each employee. Kistimateés made: before the services are performed may
be used: mltlally Provided, That such ‘charges are promptly adJusted 1f sugmﬁ-
cant differences are 1nd1cated by activity reports.

(3) Bach report will account for 100 percent of ench employee s fotal aet1v1tv
for which the employee is compensated and which is Teguired in fulfillment of
hls 0T h ; obhgations to the 1nst1tutaon “The- report w111 reasonably reﬂect (a)




7. C’ontmgenoy promswns Contnbutmns to'a contmgency reserve ofr any simi-
lar provisions madeé for events, the occurlence of which cannoct be foretold with
certainty as to time, intensity, or w1th an assurance of thelr happen1ng, are
unallowable, - .

8. Deany o;f fcwu?.ty cmd gmdemte schaols The, salanes and expensges of deans .
‘of . faculty \and graduate schools, or then' equwalents, 'and the1r st:affs ale allow—

able, g

L2 Depreemtwn ‘and. use allowances. Inst1tut1ons may he compensated for the
use of their buildings, capltal 1mprovement\s and efuipment: Provided, That
they are msed beneficially, needed in thé institutions’ activities, and properly
allocable to sponsored agreements. Suell. eompensatmn ‘shall be mdde by com-
puting either’ depreciation or use allowance. Use allowahces are the means of
providing such compenaatmn when depreciation or other equivalént costs are not
.computed. The alloeatmn for depreciatmn or use allowance shall be made ino ac-
cordance with secfion Fl. Deplecmtlon and use allowauw:es are eomputed a:pply—
ing the following rules: =

a. The computation of depreciation or use allowances shatl be based on ‘the
‘dequisition cost of the assets involved. Tor this purpose, the acquisition cost will
exclude (1) the cost of 1and; (2) any portion of the cdst of buildings and equip-
ment borne by or donated by the Government, irrespective of ‘where title was
originally vested or where it i présently located and (3) any portmn of the cost
of buildings and equipment contributed by or for the institution in satisfaction of . .
a Federal cost sharving or matching requirément. For an asset donated to the
institution by a third party, its fair market Value at the tlme of the donatlon
shiall be considered as the acquigition cost.. .

b, In the use of the depreciation method, {he following shall be observed : i

(1) The penod ot useful service or useful life established in-each c¢ase for
usable capital assets must take into consideration such factors as type of coi-
struetion, nature of the equipment, technologlcal developments ih the particular
area, an(l the renewal and 1ep1acement pohmes follo'wed for the mdlvldual Items
_or classes of agsets involved.

(2) The depretiation method used to charge the cost-of an- asset “(br group ot
_assets) toaccounting periods shall reflect the pattern of consumption of the asset
during its useful life. In the abseénce of clear evidence indicating that the expected
'consumptlon of the asset will be s1gn1f1cant1y greatér in the early portions‘than
_in the later portions of its useful life, the stra1g‘11t~11ne unethod shall be presumed
to be the appropriate method.” Dep1ec1at1on ‘methods once used shall not be
_changed unless approved in advance by the Government
. (3) Where the deprematmn method is introduced for appl;catmn to assets for
which use allowance was previously charged, the aggregate a#motint ‘of use allow-
.ances and depreciation apphcable to such assets must not exceed the total acqm-
- gition cost of the asgets.

(4) When the derpreciatxon method is nsed'tor bmldmvs @ hu1ld1ng “shell” may
“be treated _separately from othier building components; st as plumbing system
and heatmg ‘and air cond1t1omng system. ‘Each’' component item may then be
) de])reelated over its estimated useful life. On the other hand, the entire building,
‘including thé shell and all eomponents, HAay be t1eated as a smgle asset and
depreciatéd over a single useful life,

. . (3) Where the depreciation method is used for a particular class of: assets o
:deplecmtwn may be allowed on any such assets that should wbe vmwed as fully
“depreciated. .

&, Under the use” aIIowanee method, the followmg ‘shail be observed :

(1) The use allowance for bulldmgs and improvements, (including 1mprove~
wents such as paved parking areas, fences, and sidewalks)' wil be computed at
~an annnal rate not, exceeding two perecut’ of acquisition cost. The use allow—
ance for equ1pme11t will be cormputed at: an annuai rate not exceedmg sxx and
two-thirds percent of acguisition eost. -

.. {2} In contrast to the depreciation method ‘the entue bulldlng must be treated
‘as a single asset without separating its “shell” from other bu11d1ng colponents
.under the use allowance method. The entire huilding must be treated as a single
asset, and the two-pemeut use allowanee limitation must be applied to all parts
‘of the bizildiig: The two:perdent limitation, 'however need not he applied. to
;equ:pment or other assets that are merely Aattached ‘or fastened to the bulldlng
.but not pelmaneutly “fixed and are nsged as fmmshmgs, decoratlons or for. spe-
cialized purposes (e.g., dentist chairs andl dental  iredtment wmnits, countels,
Jaboratory henches bolted to. the ﬁoor dlshwashers, and carpetmg) Sueh equip-
'_‘ment and asst: 5 W111 be cons1dered as nOt bemg permanently ﬁxed to the bu],ld- :
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where sueh expendltures are specrﬁeally approved m advanee by the sponsormg
agen :
g(4():yEqmpmenf: aud other capltal expendrtures are u.nallowable as 1nd1rect

OOsts

(B) Bee Section 39 for allowabmty of depreelatron or use allowance on build-
mgs, capital improvements, and equipment, Also see Sectron J 33 for allowamhty
«of rental costs on-land, buildings, and, eqmpment
. 14, Fines and penaliies. Costs resulting from. vielations: of; or failure of the
dngtitution to comply with, Federal, State, and local Iaws and regulations are
unallowable, except when incurred as a result of compha.nce with gpecific pro-
“visions of the sponsored. agreement or mstructlon in Wmtmg from the eontract—'
‘ing officer, ‘

15, Fringe beneﬁ.ts a. Frmge benefits in the form of regular eompensatron
‘paid to employees during periods of authonzed absences from the job, such ag
“for annual leave, sick leave, military leave, and the like, are dllowable Provided,
.Buch costs are dlst1 ibuted to ail mstltutmnal activities in proportion to the rela-
‘tive amount . of time or effort actually devoted by the employees See ‘Bection J 35
“for treatment of sabbatical leave. .

b. Fringe bénefits in-the forin of émployer.contributions: Or. expenses for: leClal
:seeunty, employee insurahce, workmen's compensatron insurande, tuition or
remission of tuition for individual employees or théir familics and the like are
-allowable ;- Provided, Such benefits are granted in accondahce with' estabhshed
‘institutional policies,’ and are dist#ibuted to all institutional actlvmes on 'an

equitable basis, See Section J36b, for treatment of tuition remlssmn provmed to o

-stadents.:

¢. Rules for pension plan costs are as follows o C

(1) Costs of the institution’s pension plan. which, are. inénrred in secordance
with the established policies of the institution are allowsble: Provided, (a) Such
policies meet the test.of reasonableness (b) the methbds: of cost allocation are
-equitable for all actlwtxes, (e) the amount of pension cost ass:gned to eaeh
fiscal year is determined in accordance with. (2) below; and {d) the cost as.
signed to.a given. fiscal year ig funded for all plan part1c1pants wt1h1n s1x months
.after the end of the year.

{2) The amount of peusmn cost asS1gned to eaeh fiscal’ year shaII be deter-
mlned in accordance with generally accepted accounting priviciples as prescnbed
“n Accounting Prineiples Board Opinion Number 8, “Accounting’ for the "Cost,
0% Pension Plang,” issued.by the American Institute of Certified Pubilic ‘Aceotnt-
:ants, However, institutions may elect to foilow the “Cost Accounting Standard
for. Composition and Messurement of Pension <Cost”, (4 CI'R Part 412). Where
these standards are followed, actuarial gains and Josses shall be accounted for
“in accordance with Accounting Prln(:lples Board Omnmn No. 8. .

(3), Premiums paid for pension .plan. termination ipsurance pursuant to the
Emplovee Reirement Income Security. Act of 1974, (Pub. L. 53-408) are allov-
able. Late payment charges on sueh prémiums are unallowable Hxcise taxes on
accumulated funding deficiencies and prohibited fransactions of: pension. plan

_'ﬁduc1ar1es rmposed under the Employee Retlrement Ineome Securlty Act are
-also ynallowable, :
. d. Fringe benefits. may be asslgned to cost ob:jee’mves by 1dent1fymg sDeclﬁc
henefits to .specific, individual employees or by . allocating on. the hasis of the
‘galaries and wages of the employees receiving the benefits. When the dllocation
method is used, separate allocations. must be made to selectlve groupings of em-
‘ployees, if the costs in relatlonshlp to salaries. and wages differ significantly
for different groups of employees. . Also, fringe benefits . related to. 1nst1tutlona1
-galaries and wages treafed as diréet costs shall also be treated ag dlre(:t costs.

A8, Insurance gnd indemmificadion. a. Costs of insurance redilired’ ar approved ’
.and mainfained, pursuant to theé sponsored agreement are allowable . .

. b Costs.of other insurance maintained by the. institution in couuectron Wlth‘
the general conduct, of its activities, are allowable sub_]ect to the following limita-
tiong: (1) Types and extent.and cost of coverage anust be in accordahee’ with
-gound institutional practice: (2} costs of ingurance or ahy contributions to any
reserve covering the risk of logs. of or damage to Government- owned property
-are ur'allowable, except. to  the extent that the Goverhment has, ‘specifically,
réquired. or approved such costs and (3). costs of Aingurance, on’ the lives of
officers ‘or trustees are. unallowable except Wheie such msurance 1s "parf, of an
--employee plan Whlch isnot unduly restrmted R . :
e Contrﬂbutlons to 4 regerve for an approved self program are
.-allowable, t0 the extent that the types’ of coverage, extent of coverage, and the;




24, Plant secumty costs. Necessary expenses incurred to comply with Govern-

ment security reguirements, ineluding wages, uniforms. and eqmpment ot person~
neI engaged in plant protection, are allowable '
25, Preagrecment:eosts. Cosis incurred prior to the effiectwe date of the spon-
sored agreement, whether or not they would Lave been allowable theleunder if
incurred after sirch date, are unallowable unless spemﬁeally set forth and: 1den-
tified in the sponsored agreement.

26, Prafessmna,l services costs. a. Costs of professional servmes rendeled by the

membetrs of a particular profession who are not employees of the institution are
allowable] subjeet’ to b and. e below, when reasonable in relation to the services
rendered and when not contingent upon recovery of the tosts o the Govern-v-
ment, Retainer fees to be allowable ‘must be 1easonab1y supported by, ewdence )
of gérvices rendered ’
" h. Factors to be \,O]JSIdElEd in deterxmnmg the allowablhty of costs ina par-
ticular case inciude (1) the past pattern.of such costs, particilarly in the years
prior to the award of sponsored agreements; (2) the impact of sponsored agree-
ments on the institufion’s total activity ; (3} the nature and scope of managerial
services expected of the institution’s own organizations; and (4) whether the
propottion of Government work to the institution’s total activity is such as te
influénce the institution in favor of incurring the cost, particnlarly where the serv-
ices rendered are not a contmumg nature and have 11tt1e refationghip to Work
under sponsored agreements. - ’

. Costs of legal, accounting, and eonsultlng serviees, and related costs, meuned
in connection with the prosecution of c¢laims against the Government, are un-
allowable, Costs of legal accounting and Lonsultmg services, and related eosts,
incurred-in cohnectionwith patent mfrmgement litigation, are unallowable un-. .
less otherwise provided for in the sponsored agreeméents. .

27. Profity ond losses on disposition of plent equipment or other ‘capital assets
Profits or lesses arising from the sale or exchange of plant, facilities, eqiipment
or other capital assets, including sale or exchange of either short-term .or long-
term investments, shall not be considered.in computmg the. éosts of sponsored
agreeinents except for pensmn plans as provided in Section J15e When assets ae .-
quired with Federal funds, in part or wholly, are disposed ¢f, the distribution of
ihe proceeds shall be made in accordance w1th Attachment N, OMB. Clrcular
No. A-110. - .

28, Pr opoml costs. Proposalicosts are the, cost of preparing. b1ds or proposals on
potential Government and nongovernment sponsored agreements 0T projects,:ig- - -
cluding the development of engineering data and cost data necessary to.support
the institution’s bids or proposals. Proposal costs of the eurrent accounting
period of both successful and unsuecessful bids and proposals normally should
be treated as indirect costs and allocated currently to all activities of the insti-
tation ‘and né proposal costs of past accounting periods will be allocable to the
current period. However, the institution’s, established practices may be to treat
proposal costs by some other recognized method. Regardless of the method used,

~ the results obtained may be accepied only if found to be reasonable and equitable.

29, Public information services costs. Cost of news releases pertaining to spe-
cific research or séientific aecomphshment are allowable,

30. Regrrangement gnd aligration costs.Cost incurred for ordinary or normal
rearrangement and alteration of facilities are allowable. Special arangement
and alteration costs incurred spemﬁeally for the pronect are allowable when such
work has been-approved:in‘advance by the sponsoring agency concerned..

31. Reconwversion costs. Costs iheurred in the restoration or rehabilitation of the :
institution’s facilities to approximately the same condition ex1st1ng immediately
prior to commeucement of a sponsored agreement fair wear and tear excepted,
are allowable.

32. Recruiting costs. a. Subject to b, ¢, and d below, and provided that the sme :
of the staff reeruited and maintained is in keeping with workload requirements,
coats of “help wanted” advertlslng, operating costs of an employment office neces-
sary to secure and maintain an adequate staff, costs of operating an aptltude and
educational testing program, travel costs of employees while engaged in recruiting
personnel; travel costs of applicants for interviews for progpective employment,
and relocation costs incurred incident to recruitment. of new employees, are al-
lowable to the extent that such costs are incurred pursuant to a2 well managed.
recrultment program. Where the institution uses employment agencies, costs not
in excess of standard commercial rates for such services are aliowable. .

b. In publications, costs of help wanted advertising that mcludes eolor, mr'ludes
advertismg materlal for other than recrultment purposes, or is exeesswe 1n s1ze_ '
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on an equitable basis among all related activities of the institution: Where” sab-’
iatical leave is included in fringe benefits for which a cost is deterinined for as:
sessment-as a direct charge, the aggregate amount of sucl assessments apphca--
ble to all work of the institution durmg the Lase period must be reasonable in
relation to the institution’s actnal experience under its sabbatical leave policy.

36. Seholarships and student aid costs. a. Scholaiships, fellowships, and other
forms of student aid and the costs of administering such aid are allowable only”
when the purpose of -the sponsored agreement is to, provlde training to selécted:
part1c1pants and the charge is approved by the sponsormg ageney. However,
tuition remissior and otheér forms of eompensation paid as, or-in lied of, wages to
students performing necessary work are allowable: Providéd, That (1) there 1g+
a bonafide employer-employee relationship between the student'and;the’-insti—
tution for the 'work performed, (2) the tuition or other payments are reasonable
compensation for the work performed and are conditioned explicitly upon the
performance of necessary work, and (3) it is the institution’s practice to sm:uarly_
compensate students in nonsponsored as well as sponsored activities. : -

b. Charges for' tuition remission and other forms of compensation paid -to
students ag; or in lieu of, wages shall be’ subject to the- reporting: requlrements
stipulated in section J6, and shall be tfeated as direct or indireet cost in ac-
cordance with the actual ‘work hemg performed Such compensatlon shall ‘not
be classified as a fringe beénefit:

37. Beverence pay. a. Severance pay is compeusatmn in addition to regular
salary and wages which i§ paid by an institution to'employees whose services are
being terminated. Costs of geverance pay are allowable only to the extent that
such payments are required By law, by employer-employee agreément. by estab-
lished policy that constitutes in effect an implied agreement on the 1nst1tut10n ]
part, or'by circumstanhces of the particular-employment. :

b. Severance payments that are due to normal recurring turnover and Whlcll
otherwise meet the conditionis of a. above may be allowed : Provided, The actual
costs of such severance payments are regarded as expenses applicable to the eur-
rent fiseal year and are equltably dlstrlbuted among the 1nst1tut10n ] act1v1t1es
during that period:

‘¢, ‘Severance paymerits that are due to abhormdl or mass terminations are of
such- conjectural nature that allowability must be determinéd on a ecase-by-case
basis, However, the Government recognizes its obhgatwn te partlclpate to the
extent of its fair'share, in any specific payment.

38. Specialized service facilities, a. The costs of 1nst1tunonal services involving
the use of highly complex or specialized facilities such as electronie eomputers,
wind tunnels, reactors, and animal resource centers are’allowable: Promded
The charge for the gervice meets the conditions of b through d below..

b. The eost of each service shall consist of both its direct costs and its allocabie
share of indirect costs with deductions for appropriate mcome or I‘ederal
fmanemg as described it seetion C5.

e. The cost of such institutional services when material in amount must be
charged directly to applicable sponsored agreements based on actual use of the
services on the basis of ‘a schedule of rates that: (1) does not diseriminate be-
tween federally and non- federally supported dctivities of the institufion, in-
cluding usdge by the institution foér internal purposes; and (2) is de31gned to’
cover not more than the aggregate cost of the services over a lohg-term period
agreed upon in advance by the Government on a case-by-case basis. Accordingly,
it is not necessary that the rates charged for services be exactly equal to the cost
of providing ‘those services during any one fiscal year as long as rates are ad-
Justed to offset overcharges or undercharges at least annually

d, Where the costs incurred for such institutional seryicés are not material,
they may be assigned as inditect costs to those activities which they benefit on' a
basm representative of benefits received. Such arrangements must be worked out
éﬁ advance Wlth the Government 1n order to assure an eqmtahle d1str1but10n of

e costs.

39. Special services costs. Costs Jincurred. for general publie relatlons act1v1t1es
catalogs, alumni activities, and similar services, are unallowable. .

40. Student activity cosis. Costs meurred for intramural activities, student
publications, student clubs, and other student activitfes, are unallowable, unless
specifically provided for in the sponsored Agreements.

41, Student services cosis. Costs of the deans of students, admlmstratlon of
student aﬂ.’airs, registrar, placement offices, studeut advisers, student health and
infirmary serwces, and such other activities as are 1dent1ﬁab1e w1th student
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b. ‘The cost of common items-of material reasonably unable on the institution’s
other work will. not be allowable unless the institution submits -evidence that
it could not retain. such items at cost without sustaining. a. loss. In deciding
whether such items are reasonably usable on other work of the institution,.con-
sideration should-be given to the institution’s plans and orders for current and
scheduled work. Contemporaneous purchases .of common items by the institu-
tion will be regarded as evidence that such items.are reasonably usable on the
institution's other work. Any acceptance of common items as allowable to the
terminated portion of the agreement should: be limited fo the extent that the
quantities of such items on hand, in transit, and on order are 1n £XCess of the
-reasonable quantitative requirements of other work.

¢. If in a particular case, despite all reasonable efforts by the mstxtutxon,
certain costs cannot be discontinued immediately ‘after the effective date of
termination, such costs are generally allowable. within the limitations set forth
in- this Circular, except that any such costs continuing after termination due
to the neghgent or willful failure of -the mstltutlon to dlscontlnue such costs
‘will be considered unacceptable. -

d. Loss of useful value-of speécial tooling, and specxal machmery and. eqlllp-
ment is generally allowable, Provided, (1) Such:special tooling, machinery, or
equipment is not reasonably capablé of use in the other work of the institution;
(2) the interest of the Government is protected by transfer of title or by other
means deemed appropriate by the contracting officer or equivalent; and (3) the
loss of useful value as to any one terminated agreement is limited to that por-
tion of the acquisition cost which bears the same ratio to the total acquisition
cost as the terminated portion of the agreement bears to thé entire terminated
agreement and ofher Government agreements for .which the spemal toolmg, spe-
cial machinery, or equipment was acquired.

. e. Rental costs under unexpired leases are generdlly allowable where clearly
shown to have been reasonably necessary for the performance of the terminated
agreement, less the residual value of guch leases, if {1) the amount of such réntal
claimed does not exceed the reasonable use value of the property leased for the
‘period ‘of the agreement and stch - further period as may be reasonable; dnd (2)
the institution makes all reasonable efforts to terminate, assign, settlé, or other-
wise reduce the cost of such lease, There also may he 1neluded the cost of altera-
tions of such leased property: Provided, Stuch alterations were necessary for the
performance of the agreement and of reasonable restoration required. by the
‘provisions of the lease. :

f. Settlement expenses including the following are generaIIy allowable (1)
Accounting, legal, clerical, and similar costs reasonably necessary for the prep-
aration.and presentation to contracting officers ot equivalent of settlement claims
and supporting data with respect to the termmated portion of the agreement, and
the termination and settlement