
ABSTRACT
This chapter is about university spinouts: why they are 
created, who founds them, and how they are developed. 
It also considers many of the issues that a university and 
its faculty have to address to successfully launch and de-
velop new for-profit ventures. Spinouts carry risks, but 
they may also be the best vehicle for developing early-
stage university technologies and providing a host of 
other benefits. The chapter offers examples from the past 
five years at Yale University, as well as from the private 
sector, that suggest ways to minimize the risks and maxi-
mize benefits.
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partners who possess the requisite resources. The 
most common means available to universities 
for attracting such partners are licenses. Patents, 
copyrights, and other instruments of intellectual 
property (IP) protection safeguard investments 
made by the university’s corporate partners. In 
general, universities license technologies to three 
classes of private sector entities: established com-
panies with more than 500 employees (large com-
panies), established companies with less than 500 
employees (small companies), and newly formed 
companies (spinouts). The term university spinout 
refers to those companies that are formed around 
one or more faculty inventions, with involvement 
of the faculty inventors and the cooperation of 
the university licensing office, in the licensing of 
university assets.

This chapter is about university spinouts: 
why they are created, who founds them, and how 
they are developed. The chapter also considers 
many of the issues that a university and its faculty 
has to address to successfully launch and develop 
new for-profit ventures. Many of the examples 
are drawn from the authors’ experiences at Yale 
University over the past five years; other examples 
are culled from collective experience elsewhere in 
the private sector.

CHAPTER 13.1

1.	 Introduction
In the course of fulfilling university research 
and educational missions, faculty often create 
intellectual assets that can benefit society. These 
assets may include patentable inventions, copy-
rightable works, and ideas that form the basis 
for new products and services. As they emerge 
from university laboratories, these inventions 
are not mature commercial products. To fully 
realize their potential requires significant re-
sources, both human and financial. These re-
sources are not generally found within the uni-
versity environment.

Therefore, commercial development of the 
invention requires the participation of for-profit 
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2.	 Why university spinouts?
University spinouts provide many benefits. 
Among them are:

•	 the public may have access to new products 
or services 

•	 success is maximized
•	 enhancement of the university’s and the 

faculty’s image
•	 improved faculty retention 
•	 local, regional or national economic 

development
•	 economic returns to the university and 

inventor(s)

2.1	 Public benefit
The academic mission and goals of major univer-
sities include engaging in research that is useful 
to society. To translate this research into ben-
eficial commercial products requires a significant 
investment of human and financial resources. 
Commercializing inventions is generally not a 
central focus of academic or non-profit institu-
tions; such endeavors are more central to the 
missions of companies. However, in order for a 
company to justify making investments in the 
development of inventions from universities, 
the university typically must first protect its IP 
through patents, copyrights, or trade secrets. 

During the course of managing, protecting, 
and commercializing university discoveries, the 
technology transfer manager has many choices, 
and often there is no apparent best option. A spin-
out company is rarely a university’s first choice for 
a partner in the private sector. If an existing com-
pany has the interest, capability, capacity, and fi-
nancial resources—and the intent to reach broad 
markets—a university might prefer to work with 
that company. Sometimes, however, the market 
dictates that a spinout should be formed around 
a collection of technologies. One of the funda-
mental principles of the Office of Cooperative 
Research (OCR) at Yale is to make decisions that 
increase the probability of technology’s successful 
commercialization. 

Spinouts carry a number of risks that may 
exceed those found in established companies. 
Managers are often less experienced, and person-
nel may be working together for the first time. 

Company financing depends on funds from ven-
ture investors, who frequently react to environ-
mental changes in ways that are not always in 
the best interests of the company. For example, 
during periods of low economic growth, venture 
investors may elect to invest more in existing 
portfolio companies and in secondary and mez-
zanine financings of existing companies. During 
economic expansions, however, investors active-
ly seek to invest in new companies—sometimes 
at premiums that hurt future financing.

With certain factors in place, however, a 
spinout can represent the best opportunity for 
developing early-stage university technologies. It 
is crucial to identify a management team for the 
spinout company, including at least a chief exec-
utive officer/chief operational officer and a chief 
technology officer. Adequate financing must also 
be obtained; ideally, the business team will have 
experience and can convince others to invest at 
a premium to the initial financing of the com-
pany. Finally, a spinout’s business strategy must 
be solid and serve a broad customer base.

Spinouts formed around university tech-
nologies have a vested interest in the success of 
those technologies. Company management, con-
sultants and science advisors, board members, 
and staff are recruited because they believe in, 
and are committed to, the success of university 
technologies. Initial investors are especially com-
mitted to the success of the initial technologies. 
In contrast, when technologies are licensed to 
existing companies, there is often strong initial 
support for a new licensed technology, although 
the commitment is rarely as strong and as last-
ing as it is with spinouts. Existing companies 
may not identify as strongly with the recently 
acquired technology, and support may wane in 
the face of obstacles that a spinout might be able 
to overcome. Given the larger number of prod-
uct opportunities in development at bigger and 
more-established companies, business priorities 
and personnel can change rapidly, leaving the 
university’s assets undeveloped.

2.2	 Economic development
New ventures formed to undertake the commercial-
ization of inventions can promote the development 
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of a local economy. This may not be compelling in 
the technology-rich environments of Boston, San 
Diego, and the San Francisco Bay area. However, 
the economy in New Haven, Connecticut, which 
declined significantly from 1970 through the early 
1990s, clearly benefited from the development of 
technologies created at Yale. A regional economy 
can experience growth when spinout ventures decide 
to remain in the area. By 2007, more than 30 com-
panies had been formed around Yale technologies, 
with more than half locating in New Haven. These 
ventures provided more than one thousand jobs for 
highly skilled workers in the year 2000 alone. The 
ventures generated many joint-research projects un-
dertaken by these companies and the university. The 
companies have made New Haven both a bioscience 
center for the state and a magnet for the relocation of 
existing companies to the city and region.

2.3	 Faculty recruitment and retention
Faculty that are being recruited by Yale increas-
ingly inquire about opportunities to become in-
volved with existing and spinout companies in the 
area. A recently recruited department chairman, 
with significant entrepreneurial experience at the 
medical school, cited the university’s successful 
technology commercialization efforts and the ro-
bust bioscience industry as key in the decision to 
relocate. A vibrant local and regional technology 
economy can provide significant job opportuni-
ties for the spouses of new faculty hires. Regional 
technology-based spinouts often have state-of-
the-art research tools and expert staff that can 
be valuable to academic researchers, and faculty 
members often view the opportunity to collabo-
rate with these ventures as necessary to stay ahead 
of rapid developments in their fields. If spinouts 
remain in the region and faculty inventors remain 
active consultants and advisors to these compa-
nies, they can be a powerful force in keeping these 
inventors at the university.

2.4	 Financial incentives
Equity, in the form of stock, options, or war-
rants, is frequently part of the consideration 
for IP licensed to spinouts; equity may also be 
granted as consideration for assisting in the for-
mation of a new venture. At Yale and many other 

institutions, equity-only licenses are rarely used. 
License agreements with equity consideration 
usually include cash considerations as upfront 
license fees, minimum annual and/or milestone 
payments, royalties on sales, and a percentage 
of sublicense income. However, upfront fees are 
frequently reduced when equity consideration is 
part of the license package. Stock is viewed as 
a reasonable business solution to enhance the 
overall financial package—a solution acceptable 
to the company and its investors—while provid-
ing an opportunity for the university to increase 
its potential return.

Financial returns on equity are independent of 
the success of the licensed technologies; therefore, 
equity can be a way to capture value even if the 
initial licensed technology isn’t successful or if the 
company chooses another market. A few universi-
ties view equity as a way to generate large amounts 
of revenue to benefit their program or the univer-
sity. To date, this is not a proven strategy. Big win-
ners in equity deals are perhaps even rarer than big 
winners in traditional licensing deals.

3.	 How to create a spinout

3.1	 Investable CEO
While a major part of determining whether or 
not a spinout represents the optimal commer-
cial path has to do with technology and market 
assessments, an equally critical aspect is finding 
an experienced business manager to join the 
founding team. We often refer to this individ-
ual as an investable CEO, because he or she has 
a track record in the technology area that can 
create added value in the eyes of professional 
investors. Such an individual must be able not 
only to understand and communicate with the 
founding scientists and inventors but also be ca-
pable of strategic, tactical thinking and action. 
The investable CEO must have had operational, 
preferably profit-and-loss responsibility, in small 
high-growth technical companies and must 
be able to work successfully with university 
founders and scientists. Such individuals are 
difficult to find. At Yale we succeeded by us-
ing the knowledge of industry professionals 
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and senior managers of comparable companies 
to locate potential candidates. As existing bio-
science companies mature in the New Haven 
area, these become an important source of 
next-generation CEOs. Fortunately, some of 
the best CEOs are serial entrepreneurs; once 
they have had a taste of success with a spinout, 
they are eager for another. Furthermore, some 
individuals would prefer not to work at large 
bureaucratic organizations.

A typical spinout CEO will:
•	 possess a successful venture-backed, spin-

out track record
•	 understand, accept, and manage risk
•	 comprehend science, discovery, and devel-

opmental processes
•	 be capable in academic and business 

environments
•	 have realistic expectations compatible with 

the university and the investors
•	 have an entrepreneurial attitude

3.2	 IP assessment
There are two major questions that investors will 
almost certainly ask of the technology: (1) Are there 
technologies or products that can block the devel-
opment and commercialization of your technology? 
And (2) can your technology dominate and pre-
vent others from entering the marketplace? While 
the OCR rarely commissions formal due-diligence 
opinions, which we consider to be the responsibil-
ity of the licensee, we do conduct literature and pat-
ent searches to investigate the relative strength of 
the IP. Although these searches often are initiated 
prior to identifying a CEO candidate, once such an 
individual has been identified, the office enlists him 
or her to assist with the assessment.

3.3	 Market-opportunity analysis
The key decision in determining the most ap-
propriate path for commercializing any univer-
sity-controlled IP is whether to license it to an 
established enterprise or to a new business ven-
ture. Regardless of the commercialization path, 
market and opportunity assessments are con-
ducted on most technologies. Such an assessment 
looks to balance the perceived technical and mar-
ket risks with potential return on the investment, 

for both the university and the potential licensee. 
Conducting such an analysis includes consider-
ing the following questions: 

•	 What are the market applications of the 
technology?

•	 Who are the potential customers, and why 
would they want to buy the technology?

•	 How are the needs currently being served 
for each application?

•	 How does the invention compare to exist-
ing technology?

•	 What is the character of the competition in 
the market?

•	 What is the market structure of competing 
technologies?

•	 What are the major obstacles to adopting 
the technology?

•	 What would it take to make the technology 
attractive to industry?

•	 What additional features should be designed 
to make the invention more attractive?

•	 What price would the market be willing to 
pay for this technology?

•	 What rate of adoption could be expected 
for the technology?

•	 What would the competition be in particu-
lar markets after the technology has been 
introduced?

•	 What are the regulatory requirements and 
success rates for technologies of this nature 
and at this stage of development?

All of the above questions help define a 
product scenario for the technology. Managers 
and staff need to know enough about the final 
product to be able to develop preliminary rev-
enue and expense projections over the life of the 
IP. Obviously, assumptions must be made, and, 
to the extent possible, these assumptions need to 
be based on comparable product sales, margins, 
and expenses. However, when dealing with med-
ical needs or technologies there are frequently no 
comparables, and sometimes an educated guess 
is all that is possible.

3.4	 Financial projections
For every spinout where Yale is the founder, the 
licensing office puts together a set of financials 
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that capture the basic elements of the business. 
Linked spreadsheets are an ideal tool for this 
purpose. Spreadsheets include numbers of cus-
tomers, product scenarios, revenue, expenses (in-
cluding personnel, administrative, equipment, 
and marketing), and cost of goods sold. We use 
a summary sheet to roll up all of the individual 
sheets. Identifying key variables (such as numbers 
of customers and pricing) and linking related ele-
ments of the plan (such as numbers of employ-
ees or the development status of a new product) 
can greatly facilitate scenario testing and useful 
projections. We have found that these projec-
tions are of great value in developing product 
scenarios and business and operational plans, but 
that they often contain more information than 
is required by prospective investors—at least for 
initial meetings.

3.5	 Business plans and 	
investor presentations

In our experience, business plans are most use-
ful to the founders and company management, 
while investor presentations are directed to the 
potential funding audience. While investors will 
use business plans to challenge the thinking and 
assumptions made by the founding group, they 
will most generally use the investor presenta-
tion to make the initial decision on whether or 
not to pursue an opportunity. Accordingly, we 
use the business plan as a management tool to 
profile the business opportunity, and we use the 
investor presentation to raise capital. The inves-
tor presentation does, however, usually flow from 
the business plan, or, at least, makes use of the 
thinking and assumptions that went into the 
business plan.

We have found that the ideal investor presen-
tation is 20 minutes long and contains no more 
than about a dozen overheads or computer-driven 
slides. The logic is that most investment groups 
allocate about an hour for the initial meeting, 
and about half of that time is usually taken up by 
questions. Assume another ten minutes for intro-
ductions and setup and only about 20 minutes 
are left for the actual presentation. Box 1 presents 
the elements of a successful presentation used by 
our group.

4.	 Business creation: Two extremes

4.1	 Hands-on approach
For a number of important reasons, the preferred 
approach in recent years at Yale has been an inten-
sive, hands-on approach to founding companies 
around university technologies. Yale’s OCR has 
developed business plans for companies, secured 
the rights to other institutions’ technologies (or 
parts thereof ), recruited management, developed 
and made investor presentations, negotiated fi-
nancing agreements, and even assumed the role 
of interim management for these companies. To 
be clear, two things we have not done are to invest 
university funds in spinouts, or to personally take 
equity or any other incentives from these spin-
out companies. To a large degree, the OCR has 
performed these functions because New Haven 
lacked a strong biomedical entrepreneurial and/
or venture investment community. There was 
also the desire to both maximize the success of 
Yale technologies and to expand the economy 
of New Haven and the surrounding communi-
ties. Another very important lesson that we have 
learned from these activities is that when the 
office undertakes a leadership role in founding 
these companies—particularly when recruiting 
management—the companies should locate close 
to New Haven. This is especially important for 
the founding scientists and inventors who consult 
for the company, since it reduces travel and facili-
tates company–university interactions.

4.2	 Hands-off approach
During the early years of establishing spinout com-
panies at Yale, the hands-off approach produced 
variable results, and certainly few successes. There 
was a time when the university wouldn’t even per-
mit faculty members to hold meetings on univer-
sity property to discuss the prospect of forming 
a company. Companies still surviving from these 
times are frequently considered to have persisted 
despite the activities of the licensing office, rather 
than as a result of them. By policy, many universi-
ties assume a much less proactive role in forming 
companies. In many cases, institutions market 
spinout activities (for example, license opportu-
nities) by sending out mass mailings; in other 
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Box 1: Elements of a Successful Presentation

Problem/need
What is the unsolved problem or unmet need that the business/products will address? This 
is comparable to reverse engineering the technology—what market opportunities does the 
technology meet?

Technology/products
What is the technology, and how will it result in new products, or how will it be incorporated into 
new products? What products will result from the technology?

Long-term plans
Assuming a ten-year cycle, what will the business look like in the second half of the cycle?

Short-term plans 
What will the business look like, in one-year intervals, during the initial funding period and for 
the remainder of the first half of the business cycle? Discuss initial product-development plans, 
partnering and hiring strategies, and market and revenue opportunities.

IP and market protection 
What is the current status of the IP licensed or developed by the company, and how will the IP be 
protected in the future? Discuss freedom to operate versus the ability to exclude others from the 
marketplace. What are the plans for acquiring or developing proprietary IP in the future?

Competition
What is the current competition, and what will be the competition when the technology is 
commercialized? Distinguish the company from the competition.

Management/founders 
Who are the scientific founders? Who is the management? Who are the anticipated scientific and 
business advisors?

Capital needs
What are the capital needs for the first two years or for the initial funding period? What are 
the expected funding needs after the first two years but prior to exit, initial public offering, or 
profitability?

Uses of funds
What are the specific accomplishments that will enhance valuation of the business during the 
first two years or the initial funding period?
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cases, investors interact directly with university 
scientists to develop product scenarios and busi-
ness strategies and recruit management.

5.	 Equity: Founders and 	
technology consideration

5.1	 Founders equity
Our office has adopted a proactive approach 
with respect to spinouts. We take founders eq-
uity in the new company separate and distinct 
from consideration for technologies that are be-
ing licensed to the spinout. When we initiate the 
hands-on activities described above, we negotiate 
an agreement with the other founding members 
of the company that delineates the roles of the 
respective parties and the compensation (found-
ers equity) that each party will receive. The value 
of the equity when the initial founders agreement 
is made, before the company has any IP assets or 
capital, is negligible. Therefore, it is best to deal 
in percentages of founders equity rather than 
absolute amounts. For example, if there is one 
university scientist who participates as a founder, 
one investable CEO, and the university, we would 
typically agree to split the founders equity equally 
and to assign a per-share value of US$0.01, par val-
ue. In our experience, not all university inventors 
are founders and not all founders are university 
inventors. This may seem inconsistent with stan-
dard licensing practices, where university inven-
tors are generally treated equally under university 
patent policies. But not all inventors choose to be 
entrepreneurs, so our approach benefits both those 
who want to be founders and those who do not. 
Founders equity is generally issued as common 
stock, and although the various founders may have 
different vesting parameters, all have similar share-
holder rights.

5.2	 Equity as technology consideration
Our experience has been that founders equity 
is frequently confused with equity that may be 
granted as consideration for technology rights. At 
Yale, we have a policy against all-equity license 
deals, and typical terms for licenses to university 
spinouts are similar to those that would have been 

negotiated with existing companies. Therefore, 
our typical licenses to spinouts include license is-
sue fees, milestone payments, royalties on revenue 
and sublicense fees, annual minimums, and dili-
gence requirements. Once we have identified the 
investable CEO and negotiated a founders’ agree-
ment with the founders, we will begin the process 
of negotiating license terms with the investable 
CEO. Because most of the IP licensed to spinouts 
is early stage product leads and technologies, the 
upfront licensing fees are generally low—in the 
range of US$50,000 to US$250,000. In many 
cases, common stock may be substituted for the 
license issue fees. However, license consideration 
equity is often granted at a par value greater than 
founders’ equity because the license transaction 
occurs sometime after the founders’ agreement 
and company formation. 

6.	 Who establishes 	
university spinouts?

6.1	 University founders
University founders represent the university in 
spinout activities. At Yale, the OCR performs this 
function. Many of the founding activities are rou-
tinely reviewed with representatives of the general 
counsel’s office, the provost’s office, and the dean 
of the appropriate school. The ultimate internal 
approval process varies from university to uni-
versity. Equity received is held by the university 
and is liquidated according to the equity policy of 
the university. The following list includes activi-
ties that are routinely conducted by our office in 
launching university spinouts:

•	 provide IP development and patenting
•	 create product scenarios
•	 develop business models and strategy
•	 identify and develop preliminary rela-

tionships with potential development 
partners

•	 find and recruit key management
•	 establish a founding team
•	 develop revenue and expense projections
•	 write an executive summary
•	 prepare investor presentations
•	 initiate conflict-of-interest clearance
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•	 manage relationships with outside counsel, 
IP, and/or transactional attorneys

•	 negotiate interinstitutional agreements 
and obtain technology rights from other 
universities

•	 structure and negotiate technology access 
term sheets and licenses

•	 structure and negotiate capital investment
•	 negotiate investment capital terms
•	 represent the university in technical and IP 

due diligence
•	 review and approve company documents, 

including shareholders agreements and 
stock purchase agreements

•	 hold board seats in spinout companies

6.2	 Inventors and faculty founders
The structure and policies at Yale University per-
mit faculty inventors to be founders of spinout 
companies. In our experience, it is rare for an 
inventor not to want to participate as a found-
er once the decision to form a spinout has been 
made. However, we believe our faculty members 
need to make that decision individually, espe-
cially in cases where there are multiple inventors, 
some of whom may be students, postdoctoral sci-
entists, and untenured faculty who may not have 
time to participate as founders. It is also possible 
for faculty who are not inventors to participate as 
founders of a spinout. We have a number of cases 
where senior faculty members have expressed 
an interest early on in participating as heads of 
scientific advisory boards (SAB) and taking on 
many of the functions of a university founder. 
Participation in a spinout can be a particularly re-
warding experience for faculty inventors and sci-
entists, not only financially, but also because they 
can contribute more to their invention’s eventual 
practical applications.

University faculty founders commonly:
•	 aggressively pursue research consistent with 

the university’s responsibilities and mission
•	 participate in developing product scenarios 

and business strategy
•	 assist with identifying development part-

ners and preliminary talks with them 
•	 assist with the recruitment of key company 

management and scientific advisors

•	 assist with fundraising and presentations to 
investors 

•	 participate in technical and IP due 
diligence

•	 participate on, or lead, a scientific advisory 
board

7.	 managing the Spinout company 
In most cases, management decisions fall to the 
investable CEO. However, should the CEO have 
weaknesses or lack critical experience, the follow-
ing capabilities/functions may be undertaken by 
a variety of individuals:

•	 develop product scenarios, business mod-
els, and strategy

•	 identify and develop preliminary relation-
ships with potential development partners

•	 find and recruit key operations and techni-
cal team members

•	 help establish the founding team
•	 develop revenue and expense projections
•	 write an executive summary
•	 prepare investor presentations
•	 participate in developing an IP protection 

strategy
•	 negotiate licensing terms and agreements
•	 structure and negotiate capital investment
•	 negotiate investment terms
•	 represent the company in technical and IP 

due diligence
•	 review and approve company documents, 

including shareholders agreements and 
stock purchase agreements

8.	 Spinout investors
The sources of capital for university spinouts range 
from individual angel investors to large, multina-
tional, professional venture funds. The practice at 
Yale has been to work almost exclusively with larger 
professional funds specializing in technology-based 
spinouts. These funds have the ability to lead both 
current and successive rounds of financing. In the 
last few years, we have seen initial investments in 
spinouts increasing in size from US$500,000 to 
US$5 million, with many recent spinouts raising 
in excess of US$10 million in the first round. This 
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may be because many of the larger venture capital 
funds have more money to invest. 

Correspondingly, the pre-money value of 
many spinouts has also increased. We carefully 
choose the initial group of prospective investors 
based on prior investments, technical strength in 
the field of opportunity, and their ability to make 
follow-on investments. Typically, we target six in-
vestment funds and hope that we will be able to 
obtain a lead investor and one or two co-invest-
ment firms from this initial group.

9.	 Deal structure and examples
Figure 1 presents an overly simplified example 
of the structuring of a Yale university spinout 
representing the period of time between the ini-
tial founders’ agreement and company forma-
tion and the point of an initial public offering.

The initial distribution of equity is equal 
among founders: the university, university inven-
tor, university scientist, and founding CEO. This 
example assumes one inventor and one scientist/
noninventor from the university.

When the company is formed, each founder 
is issued an equal number of founding common 
stock at a nominal US$0.001 per share. When the 
scientific advisory board (SAB) is initially formed, 
members are issued stock options from the com-
pany stock-option pool with a nominal value, or 
exercise price, of US$0.01 per share. When the 
technology is licensed to the company, shares are 
issued to the university, instead of license issue fees, 
at US$0.50 per share. The initial capital is invested 
at US$1 per share. Thus, there is an increase in pre-
money value in the company, because of signifi-
cant events, like retaining a world-class SAB, and 
not because SAB members, or the university, are 
issued stock at these set values (Figure 2).

Given an equal distribution of initial found-
ers equity between the founding members of the 
company, the initial equity distribution upon 
company formation will be as follows (Table 1). 
Founders’ equity is the designation given to the 
common stock issued to founders, and it will 
have the same value as common stock issued to 
employees and advisors. The cost of acquiring 
this equity for the founding members is nominal 

Figure 1: Initial Founders’ Agreement

Yale University Yale Inventor

Yale Scientist CEO
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(US$0.001 per share or US$100 for each mem-
ber), which can be issued at this price because 
the company, at this point, has minimal value.

In the example above, the company recruits a 
number of leading international advisors (technical, 
clinical, and business experts) who will serve on the 
SAB and on the company’s board of directors. These 
boards are formed after company formation but be-
fore the initial financing, thus building additional 
value in the company prior to financing. In this ex-
ample, this equity is issued in the form of stock op-
tions, as opposed to common stock, because of the 
immediate value that the recruitment of these key 
individuals brings to the company. The company 
then negotiates licenses for three technologies on 
terms outlined in Table 2.

For technologies A and B, the university re-
ceives stock instead of the initiation fee, resulting in 
the stock division (Table 3). For technology C, the 
company elects to pay the license issue fee in cash.

After setting aside an option pool for man-
agement, SAB, the board of directors, and others 
(at the discretion of the board), the initial invest-
ments total US$15 million, and the stock distri-
bution is as listed in Table 4 and Figure 3.

10.	Risks of equity participation
While a university’s active participation in creat-
ing new business ventures can significantly en-
hance both financial and nonfinancial benefits 
to the university, such participation increases the 

Figure 2: Initial Equity Cycle
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Table 1: Company Formation and Initial Capitalization

Shareholder Founders’ equity % class Total issued and 	
outstanding % total

University 100,000 25% 100,000 25.0%

Inventor 100,000 25% 100,000 25.0%

Scientist 100,000 25% 100,000 25.0%

CEO 100,000 25% 100,000 25.0%

Totals 400,000 100% 400,000 100%
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university’s exposure to various financial, legal, 
and ethical risks.1 As universities become increas-
ingly more engaged in venture formation, they 
must be cognizant of the risks and prepared to 
aggressively manage them. The risks include:

•	 impacts on tax-exempt status
•	 creation of taxable, unrelated business 

income
•	 exposure to liability
•	 creation of conflicts of interest and/or con-

flicts of commitment
•	 creation of conflicts with the mission of the 

university

10.1 	 Protecting tax-exempt status
To protect its tax-exempt status under Section 
501(c)(3) of the Internal Revenue Code, a uni-
versity’s activities must be charitable, educational, 
or scientific. The Internal Revenue Service has 
not defined a strict test to determine the quan-
tity of unrelated activities that can be under-
taken before jeopardizing exempt status. Loss of 
exemption, however, is not commonplace and 
considered unlikely if commercial business activi-
ties are insubstantial relative to exempt activities. 
Because intermediate sanctions have been devel-
oped to punish certain inappropriate activities 

Table 2: License Arrangements

Technology A Technology B Technology C

Initiation fee US$100,000 US$50,000 US$10,000

Royalty 6% 3% 1.5%

Minimum royalty US$100,000 US$50,000 None

Milestone payments

- Investigational New Drug (IND) filing US$250,000 US$50,000 US$50,000

- Phase 2 clinical trial US$500,000 US$250,000 US$100,000

- Filing of New Drug Application (NDA) US$2,000,000 US$1,000,000 US$500,000

- Drug registration/licensure US$10,000,000 US$5,000,000 US$1,000,000

Shareholder Founders’ 
equity % class Common stock % class Total issued and outstanding % total

University 2,000,000 25% 0% 2,000,000 24.1%

Inventor 2,000,000 25% 0% 2,000,000 24.1%

Scientist 2,000,000 25% 0% 2,000,000 24.1%

CEO 2,000,000 25% 0% 2,000,000 24.1%

Technology A 0% 200,000 67% 200,000 2.4%

Technology B   0% 100,000 33% 100,000 1.2%

Totals 8,000,000 100% 300,000 100% 8,300,000 100%

Table 3: Equity Division
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by nonprofit organizations, caution is advised 
when a university forms new business ventures. 
Technology transfer managers should carefully 
monitor the extent of the university’s control over 
day-to-day activities of the for-profit entity to 
avoid a possible finding of private inurement or 
exposure to other liabilities.

10.2	  Accounting for income tax
Income generated from business activities unrelat-
ed to an exempt organization’s primary purpose, 
conducted regularly either directly or through 
other partnerships, may be subject to unrelated, 
business income tax (UBIT). There are impor-
tant statutory exceptions from UBIT. Specifically, 
passive investment income is not generally taxed. 
Such income includes most of the major sources 
of financial remuneration universities would ex-
pect in their spinout activities, including:

•	 royalties
•	 dividends 
•	 interest
•	 receipt or sale of stock 
•	 exercise of stock options

But even passive income, if derived from an 
entity that is more than 50% controlled by the 
tax-exempt entity, may be taxed if the controlled 
entity claims the payment as a deduction in com-
puting its own taxes.

Exempt status is not at risk if unrelated ac-
tivities are insubstantial in relation to the overall 
exempt activities. Careful records must be main-
tained, however, to permit the identification of 
taxable and exempt income, as well as related ex-
penses. The university needs to evaluate whether 
a passive revenue stream that is typically exempt 
from UBIT, such as royalties, may be tainted 
by other aspects of an agreement between the 
university and the licensee—and thus subject 
to UBIT. This could be the case, for example, 
if services are provided by the university to the 
licensee.

The impact of any new venture activities on 
university facilities that were constructed using 
tax-exempt bonds should also be investigated, so 
that these activities do not jeopardize the bonds’ 
exemption. Generally, no more than 5% of the 
proceeds of tax-exempt bonds may be used for 

Figure 3: Stock Distribution During the First Round of Financing
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an unrelated trade or business. This test applies 
to the use of bond-financed facilities as well, 
though special exceptions may apply to the use 
of university research facilities for corporate-
sponsored research.

10.3 	Exposure to liability
Any time a person or organization participates in 
a commercial transaction with another party, the 
risk of injuring another party increases. The party 
injured by the tort may sue the wrongdoer for 
damages. Such injuries include nonperformance 
of provisions of a contract, or property damages 
or personal injuries caused by a faulty product. 
When individuals engage in business activities 
where they might be sued, they will most often 
form a corporation. Through the formation of a 
corporation, the shareholders are shielded by the 
corporate veil and granted limited liability, or in-
sulation, from court-assessed damages that may 
result from the commission of a tort.

The use of the corporate form for new ven-
tures probably maximizes the university’s protec-
tion against such risks while it is actively engaged 
in commercialization efforts. As long as the univer-
sity does not control the venture, either in terms 
of stock ownership or day-to-day management, 
the university will likely not be held liable for 
debt and liabilities incurred by the corporation in 
which it holds stock. Moreover, if it serves mainly 
as a passive investor, the university’s tax status will 
not likely be jeopardized by the type or extent of 
business activities conducted by the corporation. 

10.4 	Conflict of interest
When a university interacts with external cor-
porate ventures, the interests and commitments 
of the various parties involved—the university, 
individual faculty and staff, government, and in-
dustry—are complex and not necessarily aligned. 
These interests may conflict. A conflict of interest 
exists when an individual has sufficient external 
incentive and the opportunity to affect university 
activity. 

Conflicts of interest may arise when an indi-
vidual is involved in making a university’s financial 
decisions regarding investments, loans, purchases 
or sales of goods or services, and accounting. 

An individual’s economic interest may be de-
rived from:

•	 employment, independent contractor, or 
consulting relationships 

•	 management positions, board member-
ships, and other fiduciary relationships 
with for-profit organizations 

•	 ownership of stock or other securities and 
financial interests such as loans 

•	 any other activity from which the individual 
receives or expects to receive remuneration

Such conflicts can arise naturally and do not 
necessarily imply wrongdoing on anyone’s part. 
It is likely that the number of such conflicts will 
increase as universities expand their commercial-
ization activities. When conflicts do arise, howev-
er, they must be recognized, disclosed, and either 
eliminated or properly managed.

10.5	 The university’s public face 
Yale’s Policy on Conflict of Interest and Conflict 
of Commitment states that Yale is committed to 
ensuring that its interactions with outside ven-
tures are “conducted properly and consistently with 
the principles of openness, trust, and free inquiry 
that are fundamental to the autonomy and well-be-
ing of a university and with the responsible manage-
ment of the university’s business.”2 Most universities 
have similar policies. As universities become more 
active in the commercial arena, occasions when 
the above policies might be violated will likely 
become more frequent.

A primary concern is that, whether violations 
be actual or perceived, the public could question 
the integrity of academic research and those con-
ducting such research. For example, a faculty 
member might be involved in a new venture that 
brings to market a technology that is seriously 
flawed. Although the university may have done 
nothing improper in this case, it is visibly and in-
extricably linked to the inappropriate actions of 
others associated with it.

An additional conflict may arise between 
industry’s desire to protect proprietary rights 
and the academic commitment to freedom of 
communication and publication of research re-
sults. Entwined with this issue are concerns about 
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protecting the rights and interests of postdoctoral 
research associates and graduate students who 
may be involved in industry-supported research 
and whose interests may not be consistent with 
those of the faculty.

When such conflicts arise, they have the real 
potential to compromise the atmosphere of free 
inquiry that is vital for universities. Such conflicts 
must be promptly and properly addressed. Left 
unchecked, they may seriously damage not only 
the credibility of the individuals involved, but the 
university as well.

10.6	Minimizing risk
Although risks may arise, the threat, by itself, 
should not preclude a university’s participation 
in venture formation. However, a university 
should establish procedures to identify and ag-
gressively manage perceived risks. An active risk-
management approach for new ventures makes a 
number of reasonable and prudent actions stan-
dard practice. These include:

•	 Protecting the university’s nonprofit sta-
tus and avoiding intermediate sanctions. 
Although not strictly required by the tax 
laws, a university should protect its abil-
ity to demonstrate that an investment 
is not an active trade or business. This is 
best done by limiting the equity interest in 
new ventures to a minority position and 
prohibiting active day-to-day involvement 
of university personnel in the venture’s 
business activities. The university should 
carefully scrutinize any arrangements 
where private inurement or benefit might 
be found.

•	 Accounting for tax consequences. The 
university should limit its exposure to un-
related business income tax by remaining a 
minority shareholder in business ventures 
and relying primarily on the income de-
rived from the passive, tax-exempt sources 
cited earlier.

•	 Minimizing exposure to liability. When 
creating new business ventures, the univer-
sity should use the corporate form to maxi-
mize protection against the risks of prod-
uct, tort, or contract liabilities. 

•	 Guarding against conflicts of interest/
commitment. According to most univer-
sity conflict-of-interest policies, faculty are 
required to report annually on investments 
in, positions held at, and advisory or con-
sulting relationships with any company in 
which the university holds license-derived 
stock or has a contractual relationship. This 
information often must be disclosed in any 
publication of research involving the com-
pany. These types of policies should be well-
publicized and rigorously implemented. 

		  To help protect the university from se-
curities law and conflict-of-interest prob-
lems resulting from the appearance of 
insider trading, the university should con-
sider holding stock only until the stock is 
publicly traded and any trading restrictions 
are lifted, or until the company is acquired 
by a third party. University representatives 
on the boards of directors of spinout ven-
tures should be prohibited from holding 
personal equity of any size. This prohibi-
tion should continue until the company 
goes public.

		  Business relationships with new ventures, 
such as licensing or sponsored-research 
agreements, should be handled at arm’s 
length. These relationships also should be 
permitted only after a review by an appro-
priate body determines that there are no 
perceived or real conflicts of interest.

•	 Enhancing university image. Any decision 
to participate in the formation of a new 
venture should always consider its likely 
impact on the university’s image. The ques-
tion, How would this look on the front 
page of the Wall Street Journal? should be 
on the minds of those university decision 
makers.

11.	 Managing the process
In addition to these guiding principles, universi-
ties need to establish a management process to 
guide their technology transfer office’s (TTO’s) 
evaluation and management of these risks and 
opportunities. This review process will serve as 
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a mechanism for dealing with issues surround-
ing the formation of new ventures and will help 
establish a formal mechanism for university of-
ficials to provide guidance on commercialization 
activities. 

When the TTO is responsible for forming 
new ventures (for example, creating business 
concepts, recruiting management teams, and 
raising venture capital) the responsibility for ap-
proving formation and reviewing the status of 
new ventures should reside in another part of the 
university, such as the office of the provost. The 
oversight office would be best advised by a com-
mittee, which could include:

•	 university officers, such as vice presidents 
of finance and administration, and general 
counsel

•	 deputy provosts representing the major 
physical- and life-science research areas

•	 senior administrators from the relevant 
schools within the university

12.	Equity management
A university may receive equity in one of three 
ways: (1) in lieu of cash for a license to a technol-
ogy, (2) for its activities in helping to found a new 
venture, and (3) in the case of some universities, 
for direct purchase of stock as a financial inves-
tor in a venture. Once a decision has been made 
to accept stock from a company, the university 
should have in place a set of policies and proce-
dures for the management and disposition of the 
stock, particularly after it acquires value in pub-
lic markets. Eventually, the university will want 
to sell some or all of its shares to generate cash, 
and the university should establish and publicly 
announce a policy for when and how it will ac-
complish this. Such a pronouncement avoids the 
potentially damaging impact on a newly publicly 
traded venture that may occur when the university 

begins to divest itself of its equity position (sug-
gested guidelines and policies are provided in 
Boxes 2 and 3 at the end of this chapter).

13.	Conclusions
Many technology licensing offices have begun tak-
ing a more strategic approach to commercializing 
IP assets. The approach has led some to focus 
more attention on the spinout of new ventures. 
Spinouts provide opportunities to receive royalty 
income and capital appreciation of a university’s 
equity stake, and a university’s involvement can 
be instrumental in deciding to locate facilities 
near the university. Such involvement in venture 
formation may, however, increase exposure to 
new and different risks. This should not preclude 
the university’s participation, but the university 
should establish mechanisms devoted to identify-
ing and aggressively managing them. ■
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Box 2: Suggested Guidelines for Acquiring 	
Equity Holdings in New Ventures

1.1	 If the university does decide to make cash investments in a spinout venture (outside of any 
venture capital funds in which the university investments office may have holdings), it is 
recommended that such direct financial-investment decisions be made at arm’s length to 
avoid any perceived or real conflict of interest or commitment. Such investment decisions 
should be undertaken only as part of the investment office’s normal investment activities, 
or as part of other special university initiatives. Decisions to invest in later rounds, however, 
should be made by personnel insulated from the management of the license-derived stock. 

1.2	 The equity position of the university should be a minority one, and subject to the same 
dilution as other shareholders, as the company raises additional capital.

1.3	 Many universities, as an institution, retain the right to designate a representative, either as 
an observer or as a full voting member, to the board of directors of new ventures in which it 
holds equity. 

1.3.1	 If the university designates a board member, it is recommended that the representative 
resign from the board prior to the company’s registration with the Securities and 
Exchange Commission for an initial public offering. 

1.3.2	 During the term of board participation, any fees or other forms of compensation 
accruing to the board member should be the property of the university and credited to 
the appropriate account.

1.3.3	 If an individual is designated to serve on the board as a full voting member, he or she 
will require indemnification through the university or the venture’s insurance policy to 
the extent permitted under state law.

1.4	 Faculty and staff participation in new venture activity (whether by stock ownership, board 
membership, consulting agreement, or otherwise) should be governed by the university’s 
policy on conflicts of interest and conflicts of commitment and must comply with that 
policy in all respects. 
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Box 3: Suggested General Policies for the	
 Management of Equity in New Ventures

1.1	 Stock acquired through the activities of the technology licensing office should be subject to 
the same policies and procedures as govern other equity holdings of the university. 

1.2	 If the stock is received in lieu of cash in consideration for a license, the stock will be treated 
as royalty income and distributed to inventors in a timely manner in accordance with the 
university’s royalty-sharing policies. For the purposes of this distribution, the stock should be 
valued at the per-share value that it held when originally issued to the university. Following 
issuance of the stock to the inventors, it is then the sole responsibility of the inventors to 
manage their shares and to comply with any tax, legal, or contractual obligations associated 
with the distribution, ownership, or disposition of those shares.

1.3	 Universities tend to follow one of two options in managing and disposing of stock held for 
the benefit of the university.

1.3.1	 One option is to immediately transfer the shares to the university investment office 
to be managed in the same manner as other equity holdings in the endowment 
portfolio. Of course, all restrictions, such as any lock-up period where shares cannot be 
traded after an initial public offering, must still be observed. Because most universities 
maintain a legal wall between the investment office and the rest of the university, 
such a practice may help mitigate any perceived or real conflicts of interest. There 
are some potential difficulties with this approach, including the investment office’s 
lack of knowledge and/or expertise in managing individual shares in private ventures, 
establishing a value for the shares at the time of transfer, and accounting for the value 
if the shares are not immediately liquidated. 

1.3.2	 An alternative approach is for the technology licensing office to hold and manage the 
shares until a public market exists for the shares (for example, after any restrictions on 
the sale of the shares has expired). When a public market exists, the shares could be 
transferred to the investments office in return for a transfer of funds to the appropriate 
income accounts equal to the value of the stock at the close of trading on the day of 
transfer. The investment office is then free to manage the orderly liquidation of the 
stock much as it would any other gift of stock to the university.




