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COPYRIGHT LICENSING FUNDAMENTALS

By

Cydney A. Tune

Intellectual property licenses have become critically important in the contemporary business world.  While companies have always understood the importance of patents to their business, the value of copyright rights is gaining recognition.  The growing importance of IP is reflected by the fact that it is now being taught in business schools.  In the current economic environment, companies are determining strategies for leveraging their intellectual property rights.  They are discovering that one of the best ways to exploit these rights is through a licensing program.  Companies, for example, are licensing to third parties technology and other types of copyrighted works that were originally developed for internal use, in order to monetize the rights that they own.  Licensing and cross licensing programs can establish new streams of revenue for any business, but particularly for those with strong IP portfolios.  As a result, the number of licensing transactions is growing exponentially and attorneys are being asked to assist with copyright licenses more frequently than ever before.

On its face, a copyright license can appear to be a simple form of agreement – often comprising only a few pages.  But that appearance of simplicity is deceiving because the legal issues, legal analysis, and deal points involved in a copyright license can actually be quite complex.  Of course, some copyright licenses are long and involved, particularly merchandise licenses and technology agreements.

Certain legal issues affecting the copyrights and copyrighted works that are subject to the license must always be considered.  It is also essential for the attorney to understand what the parties are trying to achieve, the deal points that are important to the client, and the potential pitfalls lurking in the transaction.

In order to understand the issues raised by copyright licensing, it is important to understand a few basics of copyright law.  Copyrights arise automatically when an original work is fixed in a tangible medium of expression.  These rights include the exclusive right to copy the work, to distribute the work, to prepare derivative works based on the pre-existing work, and, for certain types of works, to perform and display the work.  Each of these rights can be separately transferred or licensed.  Moreover, each of the rights can also be subdivided and licensed to more than one licensee. The large number of ways in which copyright rights can be divided and subdivided increases the complexity of copyright licensing.  Copyright owners can license any one or a combination of the rights and a license can be limited in scope, for example to specific media, territory, or uses. 

To make the situation even more complicated, there are many different types of works that can be protected by copyrights.  These include literary works, musical works, dramatic works, pantomimes and choreography, pictorial, graphic, and sculptural works, motion pictures and other audiovisual works, sound recordings, and architectural works.  Each type of work presents its own complex issues.  For example, music licenses have many unique issues that need to be addressed, both factual and legal.  The same is true with respect to licenses for fine arts, sculptural works, and theatrical works.  Similarly, software licenses involve an array of legal and technical issues that must be understood when preparing a written license.  Technology licenses, including biotechnology licenses, are similarly specialized.  Copyright licenses can be used in connection with advertising, marketing materials, web site designs, manuals, and computer software.

Each type of license has its own quirks.  The specifics of licensing the myriad different types of works, however, is outside the scope of this article.  It is also not possible to discuss every issue that can arise or every provision that may be included in copyright licenses.  Rather, this article focuses on some of the most important issues and license provisions. 

I.
Relevant Legal Principles.


Copyright licenses present some unique legal issues that one must be aware of when preparing such a license.  The most significant of such issues include exclusivity, sublicensing, joint ownership, and the rights of subsequent licensees.  The grant of exclusive rights, for example, can have unintended consequences unless the drafter is familiar with the relevant legal principles.  The parties must consider whether the right to sublicense will be necessary to the transaction, and must understand how to make that right clear in the license agreement.  Ownership, particularly joint ownership of copyrights, also has consequences for a licensing transaction that must be considered. 

Exclusive Licenses.

An “exclusive” license in the copyright context means that a copyright owner transfers one or more of his/her rights but retains at least some others.  Remember that a copyright owner’s exclusive rights can be divided and subdivided in a myriad of ways.  The basic copyright rights can be unbundled and each of those rights can be separately licensed.  Each of those rights can also be divided up and licensed to more than one party.  They can be divided, for example, and separately licensed for use in various types of media, or by duration, language, or territory.

The licensee under an exclusive license becomes the owner of the transferred right during the term of the exclusivity.  Thus, unless the written license agreement provides otherwise, the licensee is entitled to bring suit for infringements of that right during the term of the license.  The licensee is also entitled to transfer the exclusive license rights to others.

To be valid, an exclusive copyright license must be in writing and it must be signed by the owner of the rights being licensed.  Note that if the transfer is between an employer and an employee, then the written agreement must be signed by both parties.  While the agreement to license the rights must be written, there is no specific form of agreement that must be used.  Thus, the license may be a formal contract, a letter signed by the licensor, or a signed memorandum.  It also does not matter what the agreement is titled – the effect of the agreement is determined by the relevant provisions, not by the title.

Right to Sublicense an Exclusive License.

If you represent a licensee, be sure to consider whether the agreement needs to contain a right to sublicense.  If so, be sure to expressly state the right to sublicense.  This is particularly important because some courts have held that a licensee with an exclusive copyright license may not sublicense the rights it has received unless such sublicensing is expressly permitted under the written license agreement or the copyright owner agrees to the sublicense.  (See, e.g., Gardner v. Nike, Inc., 279 F.3d 774 (9th Cir. 2002).  Failure to include an express right to sublicense can thus have significant consequences for the licensee and can sometimes prevent the licensee from exploiting the licensed rights in the manner that the licensee had intended. 

Sometimes a licensor does not mind some sublicensing, but wants the ability to limit sublicenses in certain specific circumstances.  If so, the license agreement can specify limited circumstances in which sublicensing is permitted.  Often, a licensor wants to consider each sublicensing opportunity separately.  In that case, the agreement can require a licensee to obtain the licensor’s written consent before granting any sublicenses.  A licensee, in turn, would want to make sure that the Licensor’s consent can be withheld only for a valid business reason and not arbitrarily.  If so, the sublicense provision can provide that the licensor’s consent cannot be unreasonably withheld. 

Nonexclusive Licenses.

A nonexclusive license is one in which the licensee is granted the right to exercise one or more of the copyright owner’s rights but that license does not prevent the copyright owner from granting a license to third parties to exercise the same right or rights at the same time or from using the same right(s) himself.

The grant of a nonexclusive license can be limited in its territory, its duration, the media in which the licensed work can be used, or in any other way imaginable.

Unlike an exclusive license, a nonexclusive license can be granted orally or in writing.  However, I strongly recommend that a written agreement be used in order to make sure that the rights being granted are clear and that there are no misunderstandings as to any of the terms of the license.  A written license is also needed in order to record the license in the Copyright Office.

A nonexclusive license can also be implied.  An express written or verbal agreement is not always required but rather in some instances a license is implied from the conduct of the parties.  For example, if someone uses the copyrighted work with the copyright owner’s knowledge and the copyright owner does not object, a nonexclusive license will be implied even though there was no express written or verbal agreement between the parties.  Sometimes a copyright owner provides the work to a third party for the third party’s use but without a written agreement; in such circumstances a nonexclusive license will be implied.  Note, however, that the specific terms of an implied license are not clear and thus the parties’ rights are not completely protected.  For this reason, a written agreement is strongly recommended.  And even a verbal agreement is better than no express agreement, though a verbal license is obviously not optimum.

Nonexclusive licensees may not sublicense their rights unless the licensor expressly grants such a right in a written agreement or otherwise.

Licensing Joint Works.

A copyrighted work is jointly owned when more than one person contributed to the creation of the work and the contributors intended, at the time the work was created, that the results would be combined into a jointly-owned single unitary work.  It is the intention of the contributors, at the time the work was created, that governs this determination.  If the resulting work is a joint work, all such contributors are considered to be authors and each owns an undivided equal interest in the joint work.

In the absence of an agreement otherwise, whether written or oral, each author of a joint work has the right to exercise any or all of the copyright rights in the work and need not obtain the consent of the other joint owners.  In such a circumstance, each author may grant nonexclusive licenses to third parties.  In fact, the same rights can be granted to different third parties for use at the same time.  

A licensee should attempt to ascertain if the work is a joint work prior to entering into the license.  If it turns out to be a joint work, the licensee should try to obtain as much information as possible concerning other licenses that have been granted and should consider whether the license being granted will fulfill the licensee’s business purpose, in light of the fact that another owner could grant a license for the same right to another party.

Recordation of Copyright Licenses.

The Copyright Office will record written licenses that have been signed by the parties, whether exclusive or nonexclusive.  When the license is recorded, a copy is indexed, placed into the Copyright Office files, and made available to the public.  Recordation of copyright licenses is not mandatory but it offers significant benefits and is recommended.

A copyright license can be recorded with the Copyright Office even if the licensed work is not registered and even if the work has not yet been created.  Recordation creates priority among conflicting claimants if a dispute should ever arise.  It also is deemed to provide constructive notice of the license so that a later licensee would be deemed to know about the earlier license whether or not that licensee had actual knowledge of the license.

To record a license, complete and sign the Copyright Office’s Document Cover Sheet form and submit it to the Office along with a copy of the license and the recordation fee.  The form of Document Cover Sheet and the current amount of the recordation fee can easily be obtained from the Copyright Office website.

Note that you can also submit an application to register the work at the same time as you submit the recordation documents and fees.

II.
Specific License Provisions.

As is true with any license, the considerations for copyright license provisions depend in large part on whether one is representing the licensor or the licensee.  In preparing a copyright license, one needs to make sure that the license agreement contains provisions that will maximize value for the licensor and that offer the licensor sufficient protection and remedies if there’s a breach or termination.  Similarly, the licensee’s requirements must be addressed and protected.

Parties.

One of the most fundamental issues in a copyright license is whether one is dealing with the correct party.  For example, it is important to make sure that the other party to the license has the right to enter into the contract and that the deal will not conflict with other, similar agreements with third parties.  Similarly, the deal must not conflict with the provisions of any third party licenses with respect to rights that have been licensed in, rather than owned, by the other party.  It is also critical to make sure that the other party has the necessary rights and ability to perform their obligations.

Both parties need to make sure that they are dealing with a bona fide licensor/licensee, that they both understand the rights that are being conveyed and share the same understanding as to the meaning of these rights.  A licensee also needs to know that the licensor can convey the rights that are being licensed.

Approaches and consideration for determining that the proper parties are entering into the license include the following:

· Confirm the identity and size of the other party.  Depending on the size and nature of the transaction, you may want to obtain a report from a financial reporting service, such as Dunn & Bradstreet.  One can also obtain quite a bit of information by searching the Internet.

· If relevant, consider whether the other party has enough resources to perform its obligations under the license.

· Consider whether the other party has the resources that would be necessary in order to provide the indemnification on which your client is relying.  

· If you can’t find information on the other party or it doesn’t appear to have the necessary financial strength, discuss with your client whether the deal should be changed or not entered into.  The license provisions can be modified if you are concerned about the other party’s finances.  So, for example, payment terms can be modified to provide for an up front payment, the term can be shortened, performance milestones can be added that are tied to termination or renewal, audit rights and termination provisions can be added or strengthened.

There can be more than one party on either or both sides of the license relationship, and there often are.  For example, many large companies are structured in a way that allows for all copyrights to be held by one company, often a holding company, and companies may also have one or more affiliates that license copyrights from the holding company.  Sometimes these licenses are entered into to allow the affiliate to use the copyrights for its own internal use.  In other instances, the license allows it to sublicense those rights to third parties.  Sometimes a parent company owns rights in some copyrighted works while their subsidiaries own copyrights in other works.  These complex legal structures can create complications that must be addressed when preparing the copyright license. 

· This is one reason why it is so important for a licensee to obtain representations and warranties from the licensor confirming its ownership of, or right to license, the copyrights being licensed.

· If the licensor has a complex corporate structure, in which copyrights are being licensed to various affiliates and subsidiaries, the licensor needs to make sure that the use of the copyrighted works are strictly limited in each case by placing restrictions on use of the works in the various license arrangements.

If sublicensing is authorized, the licensor must consider whether there is any possibility that the work could end up being sublicensed to a competitor.  If such a possibility exists, the license can include express limitations on sublicensees.  In some license agreements this is accomplished by requiring the licensor’s consent before a sublicense can be granted.  Another approach is to restrict sublicensing by listing types of entities, or even specific companies, to which no sublicense can be granted.

Licensors need to learn about the licensee’s structure to make sure that the licensed works don’t end up in the hands of an affiliate of the licensor that is a competitor of the licensee.  

Determining what rights need to be licensed.

It is critical to identify which works are being licensed and who owns the rights in those works.  The licensee’s attorney must make sure that the rights needed by the licensee are clearly identified and are obtained in the license.  This is not as simple as it sounds.  Many different copyrights and other intellectual property rights may be needed in order for the parties to achieve their intended purpose.  Moreover, virtually any type of work can contain multiple rights and/or multiple owners of rights that must be addressed.  For example, music contains multiple layers of copyrights that must be considered for any license that includes music.  Many rights are also impacted in deals for merchandizing rights or for software.  Copyright licenses are often included in software and technology agreements because copyright can protect software, graphic images, sounds, databases (to a limited extent), and other technology.  In a technology deal, it is critical that the parties and their attorneys understand the technology and the purpose of the transaction, as well as what the parties are trying to achieve.

A licensee needs to perform some due diligence with respect to the work(s) being licensed.  This due diligence can be as simple as asking the necessary questions or much more in-depth.  The amount of due diligence normally depends on the financial magnitude of the deal or the speed with which the deal needs to be completed.  In any event, a licensee should perform some amount of research in order to verify the ownership and status of the copyrights being licensed, if possible.  

This effort can be extremely complicated if the licensed works are multimedia, because of the multiple rights involved.  It can also be much more complex if the copyrights are being licensed for use outside the United States.  It is even more challenging if the copyrighted works being licensed are foreign works.  When these types of complexities arise, consultation with a copyright specialist is highly recommended.

Once the rights that are needed have been identified, a search of the Copyright Office records can be performed, to verify that the works being licensed are actually owned by the licensor.  This effort can reveal that the relevant copyrights are actually registered to someone other than the licensor; if so, this is a problem that must be addressed before the parties enter into the deal. A search of Copyright Office records should also include a check of recordations, to determine whether there are any title issues arising from prior assignments or licenses or liens that have been recorded.  

If the licensee has any concerns regarding ownership of, or title to, the work being licensed, they should go back to the licensor to see if the licensor can provide documentation to support ownership or other right to license the works at issue.  If the licensor is not the owner and the transaction is important or valuable, the licensee should review the licensor’s documentation to ascertain whether approval of a third party is required in order for the grant of license to be effective.

The licensee can also check to see whether any litigation is pending that involves the copyrighted work it seeks to license.

Identification of the works being licensed.

It is critical that the license agreement clearly and accurately identify the copyrighted work being licensed.  The specific rights in that work that are being licensed must also be identified with specificity.

If the work being licensed is registered in the Copyright Office, a copy of the registration certificate should be attached as an exhibit to the license agreement.  This avoids any dispute concerning the precise work that is subject to the license.  In the United States, however, registration is not necessary for copyrights to arise or to be protected, although the copyrights in a work must be registered before litigation can be commenced.  For this reason, many copyrighted works are not registered.  Thus it will often be necessary to identify the work with a description and a picture or other physical object, rather than a reference to a copyright application or a copy of the registration certificate.

Identification of the copyrights being licensed.
It is essential that the parties understand what rights are needed in order to achieve the purpose of the license.  To make this determination, they need to focus on what the licensee plans to do with the work.  Does the licensee need simply to use the work?  Does the licensee need to copy the work?  Will the licensee be distributing the work?  Will the licensee need the ability to modify the work?  Will a right to sublicense need to be included in the license grant?  

The right to reproduce.

Whether the license grant will include a reproduction right usually depends on the type of work being licensed and on the amount of the royalties that are being paid by the licensee.

Licensors need to determine the extent they will allow copying and make sure that the license language is clear and precise with respect to such rights.   One important consideration for a licensor is whether reproduction by a licensee will impact the market for or value of the work.  Reproduction can also affect the quality of the work, particularly if it is the type of work in which quality degrades when copies are made.

Licensees may insist that they need the right to make copies in order to get the benefit of the license.  It may be necessary for a licensee to increase the compensation to the licensor in order to obtain this right.  Also, if there are concerns about security or piracy with respect to the work, the licensee will need to reassure the licensor that it has the ability to provide sufficient security measures and/or to protect the copies. For example, software licenses are usually limited to one user per license but the license grant generally allows one copy to be made for backup or archival purposes.  

Make sure that all copies of the licensed work are returned to the licensor after termination.  Another approach after termination is to allow the licensee to destroy all copies and to provide the licensor with a signed certification attesting to such destruction.  For licensors, however, it is better to require that copies be returned because then the licensor has greater control and is more likely to be able to prevent continued use of the work after the licensed rights have ended.

Software licensees should seek a source code escrow.  In a source code escrow the licensor deposits the source code into an escrow that is held by a neutral third party.  Source code escrows can be beneficial to both sides of the transaction.  The escrow allows the licensee to access the source code if the licensor’s business becomes insolvent or goes out of business.  A source code escrow can benefit the licensor if there is an alleged infringement; the source code in the escrow can be used to compare the original work with the allegedly infringing work.

The right to create derivative works.

The right to make derivative works is one of the most important rights of the copyright owner.  Under the Copyright Act, a derivative work is defined as “a work based upon one or more preexisting works.”  Derivative works include translations, improvements, enhancements, modifications or any other way that a work may be transformed or adapted.  The changes to the work, however, must be material in order for it to be a derivative work and not simply a new version of the pre-existing work.

It is critical for the parties to decide whether the licensee is permitted to create derivative works.  If the creation of derivative works is permitted, the parties should decide who will own the rights in any derivative works and make sure that such ownership is clearly stated in the license.  Usually the licensor will want to own the rights to any derivative works that are created. Sometimes a licensee needs to have the rights in the derivative works in order for the purpose of the license to be achieved. In a joint development agreement, or other type of cooperative arrangement, for example, it might be best for both parties to allow the licensee to own the rights in any derivative works created.  Another possible approach is that the parties may agree to jointly own any derivative works.  Note, however, that joint ownership must be established at the time the works are created, not afterwards.

Media.

A licensor needs to consider carefully what media it needs to retain for itself and which media rights it is willing to grant to others.  After that determination has been made, the licensor should carefully consider and describe the media in which the licensed work may be used by a particular licensee.  Keep in mind that a licensor can grant rights to the same work, in different media, to different licensees.  For example, the owner of copyrights in a written work may give one licensee print rights while granting another licensee the right to post a digital copy of the work on a website.  Similarly, the licensor of a motion picture may grant theatrical rights to one licensee while granting broadcast rights to a different entity.

A licensee will typically try to obtain the broadest media clause possible, while the licensor will want to carefully narrow its scope.  Licensees need to make sure that the media clause grants rights at least in the media that are essential in order for the licensee to achieve their intended purpose.

If the parties desire to give the licensee rights to use the work in all media, and if the license term will last for any significant period of time, then it is important to include a new media clause in the license grant.  Otherwise the license arguably will not grant rights in any media that did not exist at the time the parties entered into the agreement.  A new media clause typically grants rights in any and all media “whether now known or hereafter developed.”

Royalties.

Needless to say, royalty provisions are very important and are highly negotiated in most cases.  Royalties can be structured in many ways.  There can be up-front payments, minimum payments over time, stepped royalties, royalties based on milestones, and many other arrangements.  The important thing is that the license clearly state how royalties are to be calculated and paid.

Payment provisions should clearly specify dates on which payment is due.  Payments can be tied to invoice dates (e.g., 30 days from the date of an invoice) or be payable on a set date (e.g., the last day of each month, quarter, etc).  Consider whether late payment penalties should be included; they often are.  If one of the parties is foreign or if the license territory is outside the U.S., the payment terms should state the currency that is to be used for payment and address any issues regarding exchange rates and payment procedures.

Licensors should make sure to include audit provisions, allowing it to audit the licensee’s books to ensure that the royalties are being calculated and paid properly.

Warranties.

Warranties are important for both parties.  The licensee should be certain that the licensor warrants that the copyrights being licensed are valid and that the licensor has the necessary intellectual property rights to grant the license.  Also, a licensee should make sure that the licensor warrants that the licensed works do not infringe on the rights of any third parties and that the terms of the license are not inconsistent with any obligations the licensor has to third parties under other agreements.

A licensor should obtain warranties from the licensee that the licensee will not misuse the copyrighted works being licensed and will not use them in a way that infringes any third party rights.  

Indemnification.

Both parties are likely to seek indemnification from each other for certain acts or omissions.  The licensee should receive indemnification covering any third party claims of copyright infringement that arise from the licensed work.  This is true no matter how thoroughly due diligence was performed.  The licensee should consider whether it wants to be able to participate in litigation that may arise, whether it needs the right to pursue infringers, and whether it wants the ability to go after infringers if the licensor chooses not to take action against an infringer.

A licensor will almost always provide indemnification for claims of infringement that arise out of or relate to the licensed work.  A licensor can limit its potential liability, however, by limiting the types of claims that are covered.  Licensors can also include a ceiling on the amount of indemnification, tied to the value of the license.  A licensor should also seek indemnification from the licensee that will cover any claims that arise from the way in which the licensed work was used or any other claims that may arise due to the actions of the licensee.  

Keep in mind that indemnification is only as good as the bank account of the indemnitor.  Nevertheless, even a small or poorly capitalized entity can obtain insurance.  If a party has any concerns about the financial health of the other party, insurance requirements should be included in the license. 

Infringement.
The parties need to consider and agree on which party will be responsible for monitoring for infringement, who will be responsible for going after infringers, and who will pay the fees and costs incurred in enforcing copyrights in the licensed works.  Licensors often want to retain control over infringement claims.  Exclusive licensees, however, will also want the ability to go after infringers, particularly in instances where the licensor does not take action.

Remedies – Injunctive Relief.
It is essential that a copyright licensor have the ability to obtain injunctive relief and such a provision should always be included in a copyright license.  This is particularly important in light of the ease with which digital files can be created.  If a copyrighted work were to be digitized, for example, and unauthorized use was made of the digital file on the Internet, the infringement could proliferate very quickly and on a very large scale.  The copyright owner in such circumstances must have the ability to get into court quickly and to obtain an injunction.  If the agreement contains an arbitration clause, in which all disputes must be resolved through arbitration, make sure that an exception is included that allows the licensor to seek injunctive relief   
Bankruptcy.

Note that the Bankruptcy Code trumps contract terms so that a license provision providing for automatic termination in the event that one of the parties becomes bankrupt does not necessarily result in termination.  Rather, once a bankruptcy is initiated, the Bankruptcy Judge takes charge and a different result can be reached.

Under section 365(n) of the Bankruptcy Code, intellectual property licenses are considered to be “executory contracts” (those in which performance remains due to some extent on both sides).  Section 365(n) gives a bankruptcy trustee for a debtor-licensor’s estate the right to reject or terminate a licensee’s rights to the license.  The definition of “intellectual property” under Section 365(n) includes copyrights, though it does not cover trademarks.

Subsection (n) gives the licensee a remedy if the trustee rejects the license agreement.  If that occurs, the licensee may elect (1) to treat the contract as terminated, or (2) to retain its rights under the agreement and an agreement that is supplementary to it, such as an escrow agreement, for the duration of the license agreement.  If the licensee elects to retain its rights under the license, it must continue to pay the royalties that are due under the license.

Conclusion.  

Copyright licenses, whether comprised of a few pages or many, must be carefully considered and constructed.  They must allow the licensee to realize the benefit of the license while at the same time protect the licensor’s rights in the licensed work and enhance, rather than harm, the value of the work.  A licensing program, if carefully conceived and implemented, can contribute enormous value to the licensor’s business.  For a licensee, a copyright license can provide the ability to use a work in a way that is highly beneficial.  Working together, the parties to the license can ensure that both sides of the transaction are able to achieve their goals and obtain the best possible results. 
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