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Danger 1:  Grant Clause Language
· Each type of intellectual property asset has specific rights

· Patents: make, use, sell, offer for sale, and import. 35 U.S.C. §271(a)

· Copyright: reproduce, prepare derivative works, distribute, perform the work publicly, display the work publicly, and transmit. 17 U.S.C. §106

· Trademarks: use.  15 U.S.C. §§1114 and 1125

· Trade Secrets: access and use.  Uniform Trade Secret Act §§ 1 and 2

· What assets are included in the grant? 

· Continuations, CIPs, extensions, renewals, foreign equivalents, applications filed by specified date?

Danger 2:  Sublicense Issues

· Courts will examine a relationship between two parties to determine if a sublicense exists, or if a licensee is merely exercising its rights under a patent, by objectively reviewing the nature of the relationship in question. E.I. du Pont v. Shell Oil Company, 498 A.2d 1108 (Del. 1985). (prohibiting sequence of transactions that equaled a sublicense) 

· Under some circumstances, courts might allow a licensee to engage third parties to exercise rights under a patent for the benefit of the licensee, even when the patent license expressly prohibits sublicensing. 

· Unidisco Inc. v. Schattner, 824 F.2f 965 (Fed. Cir. 1987) (finding that grant of exclusive distributorship to sell licensed products was not a sublicense); 

· Cyrix Corp. v. Intel Corp., 77 F.3d 1381, 1387-89 (Fed. Cir. 1996) (finding no “sham” where licensee exercised “have made” right under a license to have a third party manufacture patented chips that were then sold to customer). 

Danger 3:  Implied License Issues 

· In Edison Electric Light Co. v. Peninsular Light, 101 F. 831, 836 (6th Cir. 1900), the Sixth Circuit established a presumption that a licensor intends to make the license “enjoyable” to the licensee.  Cases are extremely fact intensive. 

· One court determined that the implied right to “use” includes the right to make.  Dunkley Co. v. California Packing Corp., 277 F. 996, 998-999 (2d Cir. 1921), 

· “every circumstance pointed to the conclusion that his licensee was expected to make or have made whatever machine it desired to use; while, as for the process, it is difficult to see how any one can be licensed to use a process, without by necessary implication having the right to devise and build whatever apparatus exemplifying the process seems good to the licensee.”

· A license to ‘use’ implies the right to make for use, where otherwise the license would not benefit the licensee. Braun, Bryant & Austin v. McGuire, 201 Cal. 134, 142 (Cal. 1927). 

· The patentee may grant a license to another to make and use the patented articles, but withhold the right to sell them. United States v. General Electric Co., 272 U.S. 476, 489-490 (U.S. 1926).

· Potential Solution: Include clear statement that no implied licenses are granted


Exemplary conditions that might give rise to an implied license: 

· Implied-in-Fact Conduct - De Forest Radio Telephone & Telegraph Co. v. United States 273 U.S. 236 (1927) 

· Equitable Estoppel - A.C. Aukerman Co. v. R.L. Chaides Construction Co., 960 F.2d 1020 (Fed. Cir. 1992) (en banc)

· Gap Fillers in Express Grants - See Above

· Employee Inventions - United States v. Dubilier Condenser Corp., 289 U.S. 178  (1933) 

· After Acquired Patents - AMP Inc. V. U.S., 389F.2d 448 (Ct. Cl.), cert. denied, 391 U.S. 964 (1968). 

· Purchase of Unpatented Item - Bandag, Inc. v. Al Bolser's Tire Stores, Inc., 750 F.2d 903, 924 (Fed.Cir.1984); Also Met-Coil Sys. Corp. v. Korners Unlimited, Inc., 803 F.2d 684 (Fed. Cir. 1986); Anton/Bauer, Inc. v. PAG, Ltd., 329 F.3d 1343, (Fed. Cir. 2003) 

Danger 4:  Exhaustion Issues

· Exhaustion – When an intellectual property owner (or its licensee) makes an unrestricted sale of a product embodying the patent right, it has exhausted its right to impose restrictions on subsequent uses (including rights under all patent method claims) Quanta Computer, Inc. v. LG Electronics, 553 U. S. ____ (2008) 

· Exhaustion typically applies to:

· the sale of a product; and 

· The authorized sale of unfinished components that have no utility except in a patented product   United States v. Univs Lens, 316 U.S. 241 (1942)

· Notably: Court left open the possibility that patent owners may impose conditions on the resale of patented products or may contract separately with customers to accept resale conditions 

Danger 5:  Potential Foundry Issues

· Intel Corp. v. United States Int’l Trade Comm’n (Atmel) 946 F.2d 821 (Fed. Cir. 1991)

· Intel granted Sanyo a “non-exclusive, world-wide royalty-free license without the right to sublicense except to Subsidiaries, under Intel Patents which read on any Sanyo [devices] for the lives of such patents, to make, use and sell such products.” 

· Court construed the grant to be limited to Sanyo designed and manufactured products

· Cyrix Corp. v. Intel Corp., 77 F.3d 1381 (Fed. Cir. 1996) 
· “IBM” used in the term “IBM Licensed Products” does not limit the rights to IBM designed and manufactured products

Danger 6:  Government Approvals

· 
License may implicate U.S. export control issues 

· May require export license 

· Some countries require government approval for license deals

· Approval must be in place before royalties can be sent outside the country

· Easier to obtain approval for licenses involving patents than just know how (depending on royalty rate)

Danger 7:  Exclusive License Grants

· Granting an exclusive patent license imposes an implied covenant on the licensor that it will not exploit the patent. 

· Western Electric Co. V. Pacent reproducer Corp., 42 F.2d 116, 118 (2d. Cir. 1930);

·  Wood v. Lucy, Lady Duff-Gordon, 118 N.E. 214 (Ct. App. NY 1917).

· Unless disclaimed or otherwise subject to express contractual commitments, the law imposes an obligation on the Licensee to exercise reasonable diligence in exploiting the license.   Fain v. Irving Trust Co., 48 F.2d 704, 709 (2d Cir. 1931). 

· Courts will impose an implied best efforts clause only if it is “necessary to prevent the contract from failing for lack of mutuality or to otherwise achieve the clear intentions of the parties . . . ”  Beraha v. Baxter Health Care Corp., 956 F.2d 1436, 1442 (7th Cir. 1992). 

· Obligation can either be disclaimed or addressed by imposing specific milestones, minimum royalty provisions or other non-royalty based payment obligations

Danger 8:  Limited Rights of a Co-Owner

· U.S. Law

· Absent contract restriction

· Some countries (e.g., Canada) 

· Co-owners cannot separately license without approval of other owner

Danger 9:  Inventor Compensation Laws

· Inventors in certain countries must be paid for use of their inventions

· Statutory formula may be used

· License to technology from these countries may be invalid if inventors not paid

Danger 10:  Royalty/Currency Concerns

· Shrinking dollar causing concerns for payment of royalties

· Percentage of sales may be better royalty basis than flat rate in an inflationary environment

· Be specific about date used for conversion

· Use well known international source for conversion rates

· Wall Street Journal or Financial Times

· Specify edition

Danger 11:  Single Payment Licenses

· Is it a “sale” or “license” for tax purposes?

· Does arrangement cover entire useful life of, or all rights to, the intangible?

· If sale, 15 year tax amortization of payment may be required 

· Equivalent booking of transaction by payor and payee?

· Is “license” to a related party or an unrelated third party?

· Exclusive or nonexclusive license?

· Arm’s length pricing basis? (comparables? contemporaneous documentation?)

· In cross-border cases, further inquiries needed if tax treaty or IRC § 367(d) apply (e.g., transfer to related party)

Danger 12:  Withholding Tax Issues

· Royalty payments may be subject to withholding taxes (under local law or applicable tax treaty)

· Definitions of “royalty” vary, as do rates of (or exemption from) taxes and scope

· Is royalty payment on a “net” or “gross” basis?

· If net basis, what is cost impact on deal of tax “gross up”? 

· Tax Treaties 

· Reduced rate/exemption of withholding taxes on defined royalties 

· May include certain services and leased equipment

Danger 13:  Securing Payment 

· Letter of Credit

· Security Interests (patent recording discussed further below)

· What should be secured? 

· Many countries require recording fees equal to a specified percentage of the secured value 

· Factoring

· Discount? 

· Impound Accounts

Danger 14:  Transfer Pricing

· Improper transfer pricing agreements can give rise to imputed and other tax issues

· Arms length pricing issues abound

· License vs. sublicense pricing; product line/geographical use differences; “sale” of IP among related parties, related party pricing vs. third party pricing, etc.

· Quality, contemporaneous documentation of comparables, pricing justification, product differentiation, economic studies, etc.

· Advance Pricing Agreements (U.S., other taxing authorities)

· “Competent Authority” procedures in tax treaties reconcile differing results or profit allocations between countries for that taxpayer

Danger 15:  Different Rights Have Different Permissible License Term Lengths

· Patents royalties must cease upon:

· Patent Invalidity: Lear, Inc. v. Adkins, 395 U.S. 653 (1969)

· Patent Expiration: Brulotte v. Thys Co., 379 U.S. 29 (1964) 

· Trade secret royalty obligations may continue after public disclosure of the trade secret

· Warner-Lambert Pharmaceutical Co. v. John J. Reynolds, Inc., 178 F.Supp. 655 (S.D.N.Y. 1959) 

· No patent was filed 

· Aronson v. Quick Point Pencil Co., 440 U.S. 257 (1979) 

· Patent was filed but never issued 

Danger 16: Hybrid License Term Lengths

· Numerous cases involving hybrid licenses have terminated trade secret payment obligations upon expiration or invalidity  of related patents

· St. Regis Paper Co. v. Royal Indus., 552 F.2d 309 (9th Cir. 1977) 

· Chromalloy American Corp. v. Fischmann, 716 F.2d. 683, (9th Cir. 1983) 

· Span-Deck, Inc. v. Fab-Con, Inc., 677 F.2d. 1237 (8th Cir. 1982)

· Pitney Bowes, Inc. v. Mestre 701 F.2d 1365, (11th Cir. 1983) 

· Boggild v. Kenner 776 F.2d 1315, (6th Cir. 1985)

· Meehan v. PPG Industries, Inc., 802 F.2d 881. (7th Cir. 1986) 

Boggild v. Kenner 776 F.2d 1315, (6th Cir. 1985)

· Court determined that once a pending patent issues, enforcement of royalty provisions for other rights which conflict with and are indistinguishable from the royalties for the patent rights is precluded. 

· Court noted that the Supreme Court has only upheld enforcement of potentially conflicting state trade secret provisions in hybrid licenses only where no patents ever issued. 

· Upon issuance of the patent, however, the federal supremacy doctrine requires directly conflicting provisions to be resolved under federal patent law. 

· Thus, Boggild stands for the proposition that a trade secret royalty cannot be charged for the exercise of rights that were protected by the patent once that patent expires. 

Danger 17: Limits on Multi-Country Royalty Term Lengths

· Scheiber v. Dolby Labs., Inc., 293 F.3d 1014 (7th Cir. 2002) 

· Dolby licensed patented technology from Scheiber, who owned both U.S. patents (expired ’93) and Canadian patents (expired ’95)

· During settlement negotiations, in exchange for a lower royalty rate, Dolby offered to pay royalties until the expiration of Scheiber's Canadian patent

· Because the contract required the payment of royalties after the expiration of Scheiber's U.S. patent, the agreement violated Brulotte 

Danger 18: Potential Actions Giving Rise to Misuse Claim

· Forcing licensee to pay royalties on unpatented products 

· Grant back license/assignment—typically evaluated under the rule of reason—different rules apply abroad

· Agreement not to develop competitive goods – could constitute per se misuse, although some courts have required a showing of market power

· Paying potential infringer not to make devices

· Patent pooling – must look at competitive effects

· Package Licenses 

· Standard setting activities

Danger 19: Indefinite Term Length

· When parties agree upon a license under a patent or copyright the court will assume, in the absence of express language to the contrary, that their actual intention as to the term is measured by the definite term of the underlying grant fixed by statute.  April Productions, Inc. v. G. Schirmer, Inc. 308 N.Y. 366, 126 N.E.2d 283

· General Contract Law Principle: Contracts of indefinite duration are terminable at will.

Warner-Lambert Pharmaceutical Co. v. John J. Reynolds, Inc., 178 F.Supp. 655 (S.D.N.Y. 1959)

· 1881 - Licensee agreed to pay “the sum of twenty dollars for each and every gross of said Listerine hereafter sold by myself, my heirs, executors or assigns.”

· 1885 -  Contract amended:  Licensee “agrees and contracts for itself & assigns to pay … J J Lawrence, his heirs executors & assigns, six dollars on each & every gross of Listerine … manufactured or sold by the said Lambert Pharmacal Co. or its assigns”

· Court held that “the obligation to continue payments as long as Lambert or his successors continue to manufacture or sell Listerine is plain from the language of the agreements and is implicit in their terms.” 

· Therefore, the agreement isn’t of an indefinite duration

Zee Med. Distrib. Ass’n. v. Zee Med., Inc., 94 Cal. Rptr. 2d 829, 833 (Ct. App. 2000). 

· California law calls for a three step analysis: (1) whether there is an “express term” of duration; (2) if not, whether a term of duration “can be implied from the nature and circumstances of the contract”; and (3) if neither an express nor implied term is found, the contract will be “construe[d] as terminable at will.”  

· A provision stating that a contract shall continue “until grounds arise for termination is a valid, express contractual term of duration.”  

· Conclusion: if a contract sets forth grounds for termination, it will be construed as containing an express term of duration and is not terminable absent the establishment of one of these stated grounds.  

Trient Partners I Ltd. v. Blockbuster Entertainment, Inc., 83 F.3d 704 (5th Cir. 1996)

· License Agreement was to “continue indefinitely … until terminated in accordance with the provisions hereof.”  

· Agreement allowed termination for: non-curable defaults, bankruptcy, death, or improper transfer.  

· Court concluded that termination provision was a “mere transcription” of the universal rule that contracts are terminable upon a material breach and that the four termination conditions “do not limit the duration of the License Agreement or make its duration determinable in any real or concrete way.”

· Because the license agreement “(1) expressly state[d] that it will ‘continue indefinitely,’ and (2) [wa]s confined in time only by ‘termination provisions’ which contain conditions that are likely never to transpire,” the contract was of indefinite duration and therefore terminable at will. 

Jespersen v. Minnesota Mining and Mfg. Co., 183 Ill.2d 290 (1998) 

· “4.01 Trim-Line's Right To Terminate. Trim-Line may –[emphasis added], upon not less than thirty (30) days notice to the Distributor, terminate this agreement for any of the following reasons: (a) Distributor’s failure to reasonably promote Trim-Line's products… . (b) Distributor’s breach of any term or condition of this agreement. (c) Distributor’s failure to make payment… . (d) The death, bankruptcy, or insolvency of Distributor…. (e) The sale …or transfer … of all or any part of the Distributor’s rights under this contract without the written approval and consent of Trim-Line. 

· 4.02 Distributor’s Right To Terminate. Distributor may terminate this agreement upon thirty (30) days written notice to Trim-Line.” 

· Court determined that the termination provision is not sufficient to take an agreement of indefinite duration out of the general rule of at-will termination for two reasons:

· “The language of the termination provision is permissive and equivocal; a party “may” terminate for the stated grounds-the clear inference being that those grounds are not the sole or exclusive basis for termination. This is in stark contrast to a case in which the parties included an exclusive and specific right to terminate for cause in an contract otherwise of indefinite duration.” 

· “The termination events are themselves instances of material breach, and any contract is terminable upon the occurrence of a material breach.” 

Preferred Physicians Mut. Management Group, Inc. v. Preferred Physicians Mut. Risk Retention Group, Inc., 961 S.W.2d 100 (Mo. Ct. App. 1998)

· Agreement providing for five-year terms that would “automatically renew absent mutual consent to terminate” are terminable by either party not at will, but at the end of any contract term.

· Court held that the parties’ intent to be bound in perpetuity must be unmistakable from within the four corners of the agreement.  

· Such “automatic renewal” language did not meet the required standard.  

· The Court also forbade the use of extrinsic evidence to prove intended perpetuity, noting that allowing such evidence would eviscerate the “four corners” rule.  

Armstrong Bus. Servs., Inc. v. H&R Block, 96 S.W.3d 867, 877-79 (Mo. Ct. App. 2002) 

· Court noted that a perpetual agreement may be limited by Missouri’s recoupment doctrine. 

· “doctrine imputes to a terminable-at-will agreement, a duration equal to the length of time reasonably necessary for a dealer to recoup its investment, plus a reasonable notice period before termination.”  

· Prevents long-term harm from parties being locked into contractual relationships.   

Danger 20: Patent Transferability Issues

· Patent Assignment governed by Federal Common Law not State Law “O’Melveny, 512 U.S. 79 (1994).  See also, Unarco v. Kelley Co., 465 F.2d 1303, 1306 ( 7th Cir. 1972).

· Non-exclusive patent licenses are generally considered personal to the licensee and not assignable unless expressly made so in the agreement.

· No case law addressing transferability of exclusive patent licenses.  See, Gardner v. Nike, 279 F.3d 774, 780 (2002) prohibiting transfer of exclusive copyright license 

· Patent licensee may undergo a change of control (e.g., stock sale) without permission.  See, PPG v. Guardian Industries,597F.2d 1090 (6th Cir. 1979); InstitutPasteur v. Cambridge Biotech Corp., 104 F.3d 489, 492-94 (1stCir. 1997),
· Transfer may trigger tax consequences (discussed above)

· Right to sue for past damages must be explicitly recited. Moore v. Marsh 74 U.S. (7 Wall.) 515 

(1868).

Danger 21: IP Holding Companies may not be able to seek lost profits

· Poly-America, L.P., v. GSE Lining Technology, Inc., 383 F.3d 1303, 1310 (Fed. Cir. 2004). 

· Poly-America granted a non-exclusive license to its sister corporation Poly-Flex

· Poly-Flex manufactured and sold products under the license

· Poly-America sued GSE for patent infringement but could not recover the profits for damages suffered by its non-exclusive licensee, Poly-Flex

· Relying on the statutory text of section 284, the court stated that a patentee seeking to recover lost profits must at least have been selling an item upon which profits could have been lost. 

· Solution: Consider granting an exclusive license (see next slide)

· IP Holding Companies may be subject to a variety of tax issues (discussed later)

Danger 22: Limitations on the Ability to Initiate an Infringement Lawsuit

· A non-exclusive patent licensee doesn’t have standing to initiate a patent suit

· Generally, an infringement action may only be brought in the licensor’s name, and joinder of the licensor is necessary to cure standing

· Exception: Unless the patent license conveyed all of the “substantial rights” to the licensee. 

· Speedplay, Inc. v. Bebop, Inc., 211 F.3d 1245 (Fed. Cir. 2000); Vaupel Textilmaschinen KG v. Meccanica Euro Italia S.P.A., 944 F.2d 870 (Fed. Cir. 1991); National Licensing Assoc., LLC v. Inland Joseph Fruit Co., 361 F. Supp. 2d 1244 (E.D. Wash. 2004); Calgon Corp. v. Nalco Chemical Co., 726 F. Supp. 983 (D. Del. 1989). 

Danger 23: Damage Exclusion and Limitation of Liability Clauses Piper Jaffray & Co. v. SunGard Systems International, Inc., No. 04-2922, 2007 U.S. Dist. LEXIS 11399 (D. Minn. Feb. 16, 2007).

· Consequential damage exclusion clause in software license agreement limited a software company’s copyright infringement claims stemming from the customer’s alleged unlicensed use of the software following termination of the agreement.  

· Court rejected the argument that the copyright infringement claims arose outside of the agreement and were therefore not limited by the consequential damage exclusion clause that prohibited recovery of indirect or punitive damages.  

· Court held that since the software company was seeking indirect damages based upon the customer’s unlicensed use of the software to sell its own products, such damage claims were barred by the agreement’s prohibition on consequential damages.   

Danger 24: Addressing Patent Validity Challenges

· A licensee can refuse to pay royalties and challenge the validity of the licensed patent Lear, Inc. v. Adkins, 395 U.S. 653 (1969).

· A licensee can continue to pay royalties “under protest” and challenge the validity of the licensed patent, if there is a sufficient threat of litigation by the licensor if the licensee does not pay royalties. MedImmune Inc. v. Genentech Inc.,  2007 WL 43797 (U.S. Jan. 9, 2007).

· Impact on prior decisions? If litigation results in a consent judgment after patent validity is sustained? Diversey Lever Inc. v. Ecolab Inc., 191 F.3d 1350, 1352 (Fed. Cir. 1999) If a settlement agreement is signed after significant proceedings? Flex-Foot Inc. v. CRP Inc., 238 F.3d 1362, 1369 (Fed. Cir. 2001), an alleged infringer may agree not to challenge the patent. 

Danger 25: Bankruptcy Issues

· U.S. Bankruptcy law 365(n) provides protection to licensees

· If licensor goes bankrupt, licensee can continue to use rights

· Ipso Facto Clauses not enforceable

· Trademarks not included in definition - 101(35)(a)

· Many foreign bankruptcy laws do not provide similar protections

· Escrow Issue: U.S. Bankruptcy Law likely prohibits exercise of springing license grant 

· Potential Solutions 

· Letter of Credit

· Security Interests 

· Bankruptcy Remote Vehicles

· Escrow

Danger 26: Security Interest Filings

· Moldo v. Matsco, Inc., 252 F.3d 1039 (9th Cir. 2001) 

· Court held: (1) that a creditor who filed a UCC-1 Financing Statement properly perfected a security interest in a patent even if it did not also make a filing with the PTO; (2) that the federal Patent Act does not cover liens on patents and does not preempt the UCC with respect to perfection of security interests. 

· Braunstein v. Gateway Mgmt. Srvcs, Inc., 2007 WL 1417631 (Bankr. D. Mass. 2007) 

· “[t]he [Patent] statute does not protect holders of security interests...there is nothing in sec. 261 that addresses in any way with the conflict between one who is not a holder of an interest by way of assignment, grant, or conveyance and a bankruptcy trustee. We must look to other law for the answer.” 

Contact Information

Peter Kinsella

pkinsella@faegre.com

303-607-3645

- 3 -
12

