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PATH TO A NEW ECONOMY

This November, knowledge can be
Arizona’s ticket to profitable growth.

In the upcoming election, voters can
support the establishment of a knowledge-
based economy in Arizona by amending
the state’s Constitution. As outlined by
the governor in her 2003 State of the State
Address, voter approval of the proposed
constitutional amendment—Proposition
102—promises to bring to Arizona the
high-paying jobs; the non-cyclical, non-
polluting industries; and the capital invest-
ments of knowledge-based industries such
as biotechnology, information technology
and nanotechnology.'

This article provides an overview of the
knowledge-based economy and the cur-
rent and proposed constitutional sections
that affect it.

GROWING AN
ECONOMY

A knowledge-based economy arises from
the commercialization of useful applica-
tions developed from scientific research.
Though the specific actors and their rela-
tionships in such an economy can vary dra-
matically, a key participant in Arizona will
be its state universities, which are gov-

20 ARIZONA ATTORNEY NOVEMBER 2004

erned by the Arizona Board of Regents.”

Typically, scientific research is conduct-
ed without a profit motive in a university,
where hard costs such as research facilities
are financed by the state, and soft costs
such as salaries are financed by federal
research grants.® The results of this scien-
tific research are then transformed into a
profit-producing product by a for-profit
company, where the costs of the commer-
cialization process are borne by its
investors.* The relationship between the
university and the for-profit company
involves the university licensing (i.c., trans-
ferring) its scientific research results (i.e.,
technology) to the company in what is
known as a “technology transfer.”

MEASURING OUR
PROGRESS

To date, Arizona has been less than suc-
cessful in establishing a knowledge-based
economy. Although success in this regard
can be measured by numerous factors, two
effective tests for success are the number of
patent applications filed by a university to
protect its scientific research results and
the licensing revenue received by a univer-
sity from the successful commercialization

of its technology.

On the scientific research issue, in
2003, Arizona State University filed 132
U.S. patent applications, the University of
Arizona filed 74, and Northern Arizona
University filed 4.° In the same year, by
contrast, the University of Washington
filed 123 U.S. patent applications, and the
University of California system filed 874.7

Regarding commercialization, in 2003,
Arizona State University and the
University of Arizona ecach received
approximately $1 million in licensing rev-
enue, and Northern Arizona University
received none.® In contrast, the University
of Washington in 2003 received more than
$17 million in licensing revenue, and the
University of California system received
more than $81 million.” This demonstrates
that although Arizona is relatively success-
ful in the area of scientific research, it has
been less than successful in the commer-
cialization process.

Why is that the case?

OBSTACLES TO
SUCCESS

The commercialization process in Arizona
has been lackluster, in part, because its uni-
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versities are constitutionally prohibited
from accepting an ownership interest (i.c.,
equity) in a company in exchange for a
technology transfer. More specifically,
Article IX, Section 7, of the Arizona
Constitution provides as follows:
Neither the state, nor any county,
city, town, municipality, or other
subdivision of the state shall ever
give or loan its credit in the aid of, or
make any donation or grant, by sub-
sidy or otherwise, to any individual,
association, or corporation, or
become a subscriber to, or a share-
holder in, any company or corpora-
tion, or become a joint owner with
any person, company, or COrpora-
tion, except as to such ownerships as
may accrue to the state by operation
or provision of law or as authorized
by law solely for investment of the
monies in the various funds of the
state.

This section contains two distinct con-
stitutional prohibitions."
* Arizona is prohibited from

becoming a stockholder in any

company, which would include

a company seeking to commer-

cialize the technology of

Arizona universities.
* Arizona is prohibited from giv-

ing special advantage to a com-

pany at the public expense.
The second prohibition, known as
the “gift prohibition,” has been
judicially interpreted to mean that
the public benefit received cannot
be “so inequitable and unreason-
able” in relationship to the public
assets expended “that it amounts to an
abuse of discretion.”” In some circum-
stances, this prohibition would prohibit
Arizona from exchanging equity in a com-
pany for a technology transfer because it is
often extremely difficult to establish a
value for a company’s equity."

EQUITY EXCHANGES
CRITICAL

The exchange of equity for a technology
transfer is a critical component of the com-
mercialization process. More specifically, in
the knowledge-based economy, the equity

that is exchanged for the technology trans-
fer replaces the initial license fee that is
paid under a traditional patent license
agreement. This replacement is critical for
establishing a knowledge-based economy
because it is the industry norm."

Furthermore, the exchange of equity
for a technology transfer avoids the
extremely difficult task of valuing the tech-
nology before the transfer, which would
have to be done to set an initial patent
license fee.™*

Finally, the exchange of equity for a
technology transfer is mutually beneficial
for both the university and the company.
From the company perspective, the
exchange allows it to allocate its typically
limited financial resources to the commer-
cialization process as opposed to the pay-
ment of an initial patent license fee.”” From
the university perspective, the exchange
allows it to participate in the typically sky-
rocketing valuation of the equity of the
company if the commercialization process
is successful.'®

The exchange of
equity for a technology
transfer is a critical
component of the

commercialization process.

PROPOSED LANGUAGE

The proposed constitutional amendment,
which will entirely replace the current
Article IX, Section 7, will in part allow
Arizona universities to exchange equity in
a company for a technology transfer.” The
proposed new section would provide as
follows:
Neither the state, nor any county,
city, town, municipality or other
subdivision of the state shall ever:
1. Give or loan its credit in the aid
of, or make any donation or
grant, by subsidy or otherwise,
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to any individual, association or

corporation.

2. Become a subscriber to, or
shareholder in, any company or
corporation, or become a joint
owner with any person, company
or corporation, except:

(a) For ownerships and securities
that are obtained solely for
investment as authorized by
law in direct consideration for
the license or transfer of an
interest in technology or intel-
lectual property created or
acquired by the Arizona Board
of Regents and institutions
under its jurisdiction.

(b) For ownership that may
accrue to the state by opera-
tion or provision of law.

(c) As authorized by law solely for
investment of the monies in
the various funds of the state.

This proposed provision will leave
unchanged the current gift and stock pro-
hibitions, which were adopted to prevent
“extravagant dissipation of public funds.”"
But the revision would allow Arizona uni-
versities, through the Arizona Board of
Regents, to exchange equity in a company
for a technology transfer. It would exempt
the Board of Regents from the current
stock prohibition by allowing it to
exchange “ownerships and securities” in a
company for a transfer of “technology and
intellectual property.”” Furthermore, this
proposed provision would exempt the
Board of Regents from the current gift
prohibition by allowing it to accept equity
in a company as “direct consideration” for
a technology transfer.

Finally, the “authorized by law” provi-
sion would incorporate the proposed
statutory framework of the technology
transfer system for Arizona.” Through
that system, Arizona can establish its pub-
lic policy in the knowledge-based econo-
my on issues such as retention within the
state of the jobs and companies created
from the commercialization process.”

OTHER APPROACHES

There are alternatives to amending Article
IX, Section 7, in order to establish a
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knowledge-based economy in Arizona.
For example, both Washington and
California have constitutional prohibi-
tions that are similar to those found in
Arizona.” Both states employ similar state
agency approaches to avoid their respec-
tive constitutional prohibitions.”® Based
on a legislative finding of public purpose,
the equity received in exchange for a
technology transfer in Washington is vest-
ed with its state universities and in
California with its Board of Regents.”
Should the proposed constitutional
amendment be approved, the effective-
ness of these alternative approaches in
Arizona will be an issue only for academ-
ic debate.

And even if the Washington and
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