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Unit 7 Assignment and Licensing of Intellectual Property Rights

Introduction

The sale and purchase of intellectual property rights takes place through legal
transactions between the owner of the exclusive rights and the person or legal entity
which acquires those rights. Those legal relationships are essentially contractual in
nature, which means that the transferor of the technology consents to transfer and the
transferee consents to acquire the rights in question.

An assignment is the sale by the owner of all his or its exclusive IP rights and the
purchase of those rights by another person or legal entity. When all the exclusive rights to
a patented invention are transferred, without any restriction in time or other condition, by
the owner of the patented invention to another person or legal entity, it is said that an
“assignment” of such rights has taken place. That concept of assignment is recognized in
the laws of many countries.

The legal act whereby the owner of the patented invention transfers those rights to
another is evidenced by a writing in the form of a legal document generally referred to as
an “instrument of assignment” or more simply, as an “assignment.” The transferor is
called the “assignor” and the other person or entity, the transferee, is called the
“assignee.” When an assignment takes place, the “assignor” no longer has any rights in
the IP. The “assignee” becomes the new owner of the IP and is entitled to exercise all the
exclusive rights of the original right holder.

A license, is the granting of permission by the owner of IP to another person or legal
entity to perform, in the country and for the duration IP rights, one or more of the acts
which are covered by the exclusive rights to the IP in that country. When that permission
is given, a “license” has been granted. The legal document evidencing the permission
given by the owner of the IP is usually referred to as a “license contract” or, more simply
yet, as a “license.”

The owner of the IP who gives that permission is referred to as “the licensor.” The person
or legal entity who or which receives that permission is referred to as “the licensee.” The

license is usually granted subject to certain conditions which will be set out in the written
document by which the license is granted to the licensee. In a number of countries, the
legal form of the document evidencing an assignment or a license contract and other
formalities and requirements concerning an assignment or license are prescribed by the
IP, technology transfer law, or by the commercial law. Thus, a requirement may be
imposed that an instrument of assignment of IP rights be executed in a particular manner,
as for instance, it may be required that the instrument be signed not just by the assignor



but also by the assignee. In addition, in a number of countries, the IP may require that an
instrument of assignment or a license contract be presented to the patent office for
registration. By the act of registration, the assignee or the licensee is recognized by the
Government as the transferee or holder of the rights transferred by the assignment or of
the rights conferred by the license contract.

The law may also require that the terms and conditions set forth in the instrument of
assignment or in the license contract be reviewed or examined and approved by one or
more designated governmental authorities. For instance, where technology is to be
acquired from abroad or where payments in foreign exchange must be made, the law
might require the foreign investment commission or the central bank or both to review
and approve the provisions of the assignment or the license contract.

2. Contractual Principles

The legal relationship between transferor and transferee is essentially contractual in
nature, which means that all aspects of the relationship will be governed by the law of
contract. The terms of a contract may be expressly agreed between the parties, or implied
by the courts in order to give it business efficacy. Given that a transfer agreement or
licence will generally follow detailed negotiations and be reduced to writing, a court will
usuallky be diligent to establish the true intention of the parties.

Consideration, or value moving mutually between the parties is the basic requirement for
enforceability of contracts under common law. Typically, an agreement will involve the
flow of technology from one party in exchange for the flow of royalties or other
remuneration from the other party. If what is promised is not delivered, there may be a
failure of consideration and the contract is at an end. In contrast to the common law
requirement of consideration for validity, in some civil law countries like Germany,
gratuitous promises (promises made voluntarily without payment) are enforceable.

Performance in accordance with the terms of a contract discharges a party’s contractual
liability. Failure to perform the contract, or defective performance may render a party
liable for breach. Depending on the nature of the breach, the injured party may be able to
treat the contract as terminated, or he may affirm the contract. In both cases the injured
party can sue for damages. Where the breach is minor, the remedy will be for damages.
Generally a contract will define the situations in which an innocent party can treat a
contract as at an end. A contract may contain a clause exempting parties from liability.
Such a disclaimer must have been brought to the attention of the relevant party.

If a party exercises his right to terminate a contract for breach, the obligation for either
party to continue to perform their contractual obligations is at an end and the wrongdoer
is merely required to pay damages to compensate the loss which the innocent party has
suffered.

Where a contract has been induced by misrepresentation, the innocent party may be
entitled to rescind the contract and sue for damages. Generally to have this effect a
misrepresentation must have induced a reasonable man to have entered into the contract.
For example, an incorrect statement about the transferor’s entitlement to certain
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intellectual property rights will vitiate the contract, as will the concealment of the
possible invalidity of a proprietary right.

A contract may be vitiated by a fundamental mistake as to the existence of the subject
matter of the contract, for example as to which patents and designs were included in a
transfer, but the courts cannot be used to unmake bad bargains or calculation errors. In
certain limited circumstances economic duress can vitiate a contract.

3. Remedies

A range of remedies are available in relation to breach of contract. Where, owing to a
mistake, a contract does not include all the terms which were negotiated by the parties
and there is compelling evidence that one party was aware of this, the court may order
rectification of the contract to reflect the parties’ intention. Where there was a defect in
the formation of the contract, rescission ab initio is a remedy which restores the parties to
their respective original positions. This remedy may be barred by lapse of time,
affirmation of the contract or the impossibility of restitution. Thus, for example, where a
licensor accepts royalties from a licensee, it will be difficult to assert the licensee’s
failure to use best endeavours.

Damages in contract law are compensatory and seek to give the innocent party what
would have been received if the contract had been performed. The wrongdoer is liable for
the loss attributable to his breach of contract. However the innocent party is obliged to
seek to mitigate the loss consequent upon breach. The loss must have been in the
contemplation of a reasonable man as likely to have resulted from the breach.

In certain situations a contract may be unenforceable, because of the intervention of a
statute, such as a competition law. In this situation the contract may be saved by the
severance of the offending provisions, provided that the offending words are not part of
the heart of the contract.

Rectification of the contract is available in cases of a mistake which is common to the
parties. There are some narrow exceptions to this rule, in cases of fraud, estoppel
(where one party to a transaction knows the instrument contains a mistake in his
favour but does nothing to correct it) and unilateral transactions. The standard of
proof in relation to mistake is onerous and the burden lies firmly with the party
seeking to rectify. Where parties have entered into an agreement following lengthy
negotiations, the standard of proof is likely to be higher.

4. Interpretation of Contracts

To ascertain the intention of the parties the court reads the terms of a contract as a whole,
giving the words used their natural and ordinary meaning in the context of the agreement,
the parties’ relationship and all the relevant facts surrounding the transaction so far as
known to the parties. Under the common law, interpretation of contracts does not involve
a search for the actual intention of the parties, but rather for an objective meaning.
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Interpretation of contracts is to determine what the language of contract would signify to
a properly informed ordinary speaker of English. Therefore the contract must be given its
objective meaning when considered by reasonable readers who have been properly
informed with the relevant factual matrix of information.

Technical or scientific words are given their technical or scientific meaning. Where
words used in the operative provisions are ambiguous, then the preamble to the
agreement may be used to resolve the ambiguity.

S. Terms of the Licence Agreement
(a) Scope of the Licence
Introduction

Central to a licence agreement is the identification of what technology is being
transferred, as well as the extent of the transferred interest. This will be accomplished
through clauses dealing with the subject matter of the agreement, the field of use of the
transferred technology and the identification of permitted territories and customers.

Invariably at the core of a technology transfer licence will be an intellectual property
right, with which may be bundled, raw materials and technical services. The licence will
permit use of the intellectual property for a designated purpose or purposes, such as the
production of goods and services. Care must be taken to ensure that the agreement is
characterised as a licence (a permission) rather than as an assignment of the relevant
rights.

Care must also be taken to ensure that the permitted use does not conflict with relevant
competition or technology transfer laws.

Subject Matter

The subject matter of the licence will usually be identified in the definition clause and
appendices. The registration particulars of licensed intellectual property rights will be
identified in a schedule. Know-how will be identified by reference to a product, use or
activity. It may be described in the licence, or by reference to an operating manual. Care
must be taken in drafting the definition section to embrace the relevant intellectual

property.
Field of Use

In order to maximize the return from its technology, a licensor might separate out
different permitted uses between different licensees. For example a pharmaceutical might
have applications for both humans and animals and the licensor might confine a
veterinarian licensee to the use of a pharmaceutical in non-human applications.

Territorial Restraints
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Intellectual property is national in extent, with the exception of European Community-
wide intellectual property rights, such as the Community Trade Mark and the Community
Patent. National intellectual property rights can be subdivided in licence agreements ( eg
Hanoi, HMC) or a number of national rights can be aggregated in the construction of the
licensed territory, (eg SE Asia, Western Hemisphere etc.).

Territorial restraints might reciprocally be imposed upon a licensor where a licence is
exclusive, since the licensor cannot appoint another licensee in that territory, nor will the
licensor be allowed to enter that territory on its own account.

(b) Conditions and Warranties
Introduction

During the negotiation phase various statements will have been made by both parties. As
a general rule, the written contract executed by the parties will state that it supersedes any
pre-contractual statements. However a material representation, which is false, will form
the basis of a tortious action for misrepresentation and a statutory action in those
jurisdictions which prohibit false or misleading conduct.

A licensor in a strong bargaining position, will make no warranty or representation of any
kind, express or implied concerning any matter in the agreement. Courts do not always
recognize this practice, however and to give the licence business efficacy, a court may
imply omitted terms into the agreement. Listed below are the principal terms which will
be implied into a licence, if not expressly stated:

Warranty of authority

The licensor should warrant that it has the title to the intellectual property rights and other
subject matter of the licence. Where a right is subject to an encumbrance, such as a
mortgage or other security interest, this would have to be disclosed.

Warranty of validity

A warranty as to the validity of a licensed intellectual property right is not usual, since
registration is not a guarantee of validity. Validity is ultimately tested through court
action and this will be unusual for most licences. The licensee may be in a position to
secure indemnification against any damages he may have to pay to a third party. This
may be achieved by an offset equal to a percentage of the royalties paid to the licensor up
to the time of settlement of the third party suit or by a temporary reduction in future
royalties until all or an agreed-upon portion of the damages is paid is another.

Fitness for Purpose

Where a technology has been developed for a particular purpose, a licensee will seek a
warranty that the technology is fit for that purpose. This warranty will usually be
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specified according to conditions of normal operation, to achieve a specified output at a
specified price.

Exclusion Clauses

It will not be uncommon for a licence to attempt to exclude liability in relation to the
breach of implied terms. In general exclusion clauses will be interpreted strictly, since the
presumption is that the parties by entering into the contract intended to accept the implied
obligations. The degree of strictness appropriate to their construction may properly
depend on the extent to which they involve departure from the implied obligations. The
obligations implied by law in a commercial contract are usually those which, a reasonable
businessman would realise that he was accepting when he entered into a contract of a
particular kind. , the court’s view of reasonableness of any departure from the implied
obligations

(c) Performance Requirements

As the licensor will rely upon the efforts of the licensee to secure a revenue flow, it is not
uncommon for a licence agreement to require that the licensee devotes his “best
endeavours” to exploiting the licensed technology. Before the technology has been
marketed, it will not be easy to give a precise definition to the market performance
expected of a licensee and at the beginning of a licence relationship the parties may
prefer a less rigorous alternative. However, this phrase has been the subject of a fair
amount of litigation. Indeed, when not expressly covenanted, the courts often imply a
best endeavours obligation to give business efficacy to the licence.

The leading US decision on this subject is Wood v. Lucy, Lady Duff-Gordan917) 118
NE 214, Where Cardozo J was concerned with an exclusive grant of a licence to market
fashion designs. The licensor’s sole source of revenue was therefore the royalties she
would make from clothes sold by the licensee, therefore the Judge found it reasonable to
imply a stringent obligation on the licensor to use its best endeavours. This implication
will not be made where there is a guarantee of a minimum royalty, conversely it will be
made where a minimum royalty is absent.

The general rule is that a licensee is obliged to take all those steps in his power which a
reasonable person acting in his own interests and desiring to achieve that result would
take. What is reasonable in the circumstances will depend upon the nature, capacity,
qualifications and responsibilities of the licensee viewed in the light of the particular
contract.

(d) Technological Improvements
Inevitably as a consequence of a technology licence, the technology may be improved
both by the licensor and the licensee. The licence may provide for a grant back to the

licensor of these improvements. Such a grant-back will be subject to competition
regulation.
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A critical issue will be the definition of “improvement”. A broad definition is that an
improvement is “any technical advance relating to the licensed technology which is
reflected in the invention, a design, a modification to software, or know how that is
protectable or protected by a patent, a registered or unregistered design right, or by the
law of trade secrets, but which is made after the effective date of the licensing
agreement”. The narrower view is that the improvement is limited to the technical
advance which is similar to the invention in the licensed patent.

The full possibility of improvements will include:

(1) improvements which can not be used without infringing the licensor’s patent;
(11) improvements considered to be substantially derived from licensed know-
how;

(ii1))  functional improvements which: (a) reduce the cost of manufacture; (b)
increase the sales of product; (¢) increase outputs.

(iv)  Improvements that produce products having similar features to the licensed
products or process; and

(v) Improvements that relate to competitiveness.

A new area of difficulty in relation to improvements is that of computer software, where
a distinction may be drawn between modifications of the source code to work around
problems in the original version and enhancements of the source code to provide features
which were not contemplated by the licensed version.

An important issue is that of disclosing improvements. UNIDO recommends that to avoid
premature disclosure, it may be advisable to provide that disclosure be made after filing a
patent application or after first commercial use in the case of unpatented improvements.
A delay in disclosure serves at least two purposes. One is to avoid loss of patent
protection; another is to allow time to determine that an improvement is one that will be
truly useful rather than one that will be abandoned after closer study of its value.

The forms which grant-backs to the licensor may take include:

(a) transfer of rights, although this is subject to competition law guidelines;

(b) transfer of ownership with a reservation for continued use by the licensee. This
will place the ownership of policing the technology upon the transferor;

(c) grant of a non-exclusive licence-back.

6. Remuneration
(a) Introduction

The consideration for the grant of a licence may be in a number of forms. It may be in the
form of an up-front lump sum payment, or as a royalty payment, or a combination of
these. Another form of payment is a share in the equity of the business licensed to exploit
the technology. Consideration may also include: funding for research, appointment to
advisory boards, first rights to improvements and the settlement of outstanding litigation.
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The usual form of remuneration is for there to be a royalty on sales. There may be a
minimum amount payable annually, from royalties or from a lump sums if insufficient
royalties are earned. The licence may commence with the payment of a lump sum, until
sufficient royalties are earned. The obligation to pay a lump sum or minimum amounts
will depend on the riskiness of the technology. The licensor will be in a stronger position
to extract these amounts where the technology is established.

In the case of licences of technology overseas, the question of currency for payment and
its conversion rate to be settled. A date on which currency conversion is to be effected
will be selected. This may be the end of the relevant accounting period or some other
date, where currency rates are volatile. In the case of overseas transfers, the transferee
country may impose exchange controls at any time even if they are not in force with the
time when the agreement is made. Provision will therefore be made to come into effect if
exchange controls inhibit the ability of the licensee to remit royalties or other fees due to
the licensor back to the transferor’s country.

Where royalty rates are based on a fixed sum per unit an inflation index such as the CPI
will be selected.

As part of the remuneration clause will be the right of the licensor to inspect the
licensee’s accounts.

(b) Lump-sum Payments

The payments in technology agreements usually take the form of a lump-sum, a royalty
or a combination of both. Technology agreements frequently involve the transfer of
valuable know-how. For this reason, the licensor usually requires an initial lump-sum
payment when the licensee is executed. This payment should reflect the value of
information transferred early in the life of agreement. It is usually justified, from the
licensor's point of view, by the transfer of important knowledge. It also precludes
receiving no payment should problems develop with implementing the licence.

A lump sum payment may become due after the conclusion of proving trials or a
feasibility study.

The lump sum payment has the advantage of administrative simplicity compared with
royalties. It will also be attractive to a licensee which does not want to reveal its financial
records to a licensor-competitor. For the transferor there is the advantage of the
immediate augmentation of its working capital.

Although an up-front payment is usually found in agreements including know-how, it is
not unusual for patent licences without know-how to include an upfront payment. From
the licensor's viewpoint, it encourages a licensee to pursue the technology diligently. It is
most common when the licensor has a strong position, in which case it will probably also
require minimum royalty payments. If the licensee has a good negotiating position,
deletion of up-front and minimum royalties should be pursued vigorously.
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The licensee may have to pay separately for specific technical services the licensor may
provide in connection with the licence. These may be considered under three main
headings (a) training programmes for licensees personnel, (b) specific technical services
performed in the licensor's works and facilities, such as special drawings, and (c)
technical experts supplied by the licensor to the licensee’s plant.

The licensor normally agrees to provide training services free of charge, but the licensee
is required to cover the travel costs and living expenses of trainees. Fees for (b) and (c)
normally show the hourly and daily rate for personnel plus all travel and living expenses
incurred in the case of direct assistance to licensee’s plant.

The amount of up-front payments depends on several factors:

0 An assessment of the value of the technology.

0 Whether the licence is exclusive or non-exclusive and whether it allows
sublicensing or not.

0 Whether advance payment of royalties is included.

0 The rate of running royalties to be paid

0 The amount of minimum royalties.

0 The length of the period for which royalties are payable.

A lump-sum may be made in periodic payments or credited against future royalties.
(©) Royalties
Introduction

Most licences require payment of royalties based on a percentage of the net sales of the
licensed product, as defined in the definitions section. Advance payments are sometimes
required to be made initially or over a period of time; they are applied against running
royalties. More often, royalties are collected at set periods (three months, six months or
yearly) based on the net sales for the period immediately preceding.

Exclusive licences commonly contain a yearly minimum royalty provision representing
the yearly guaranteed earnings for the licensor. Such provisions are, however, not
uncommon in nonexclusive agreements. The parties generally set the minimum’s based
on a conservative estimate of projected net sales over the life of the agreement. The
licensee should be careful when accepting a minimum royalty provision as this could
represent a relatively heavy financial burden if there are of delays in start-up of
production. Otherwise, the licensee should negotiate for minimum’s to start after an
initial commercialization period and then increase gradually (for five or so years) up to an
agreed-on amount that generally remains in effect for the life of the agreement.

From the licensor's viewpoint, minimums in a licence agreement attempt to ensure
vigorous effort on the part of the licensee to commercialize the technology. Agreements
may provide for termination of the licence if the minimums are not being met or, less
stringently, to convert the licence from exclusive to non-exclusive status. For this reason,
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if minimums cannot be avoided in the licence, the licensee must do its utmost to have
fair, realistic minimums set.

Delineating absolutes rules on setting minimum royalties is quite difficult, because so
many factors are involved. A reasonable procedure is for the licensor and licensee to try
to develop theoretical sales projections, or to use market projections based on the project
feasibility study and then to reduce those projections by a percentage to arrive at a fair,
conservative amount to be used in the agreement.

(b)  Royalty rate

The royalty rate payable is usually expressed as a percentage of the amount invoiced for
the sale of a product made utilizing the licensed technology, or a percentage of the gross
or net selling price. Obviously a critical matter will be the definition of the “selling
price”. For example in a number of cases the question has been raised whether the price
includes accessories.

A method to ensure a revenue flow to the licensor is a covenant for the licensor to
produce a minimum quantity on which a minimum royalty is payable. This is usually
framed on a production schedule of escalating amounts. Where the licensee does not meet
this minimum production, it will call into question whether best endeavours are being
used.

(c) Records and Audit

Invariably, where royalties are payable, the licence will include a covenant for financial
records to be maintained and that they should be available for audit by the licensor..

It is customary for the licensee to furnish a statement, certified by the licensee’s
appropriate officer or an independent certified public accountant acceptable to both
parties (preferred when the parties have not had previous experience with each other),
showing royalty calculations in sufficient detail for the licensor to ascertain their
correctness. A further provision is usually included requiring the licensee to maintain
records that permit a licensor or his representatives to determine that all payments made
and due are accurate. These records should be open to inspection by the licensor or to a
third party accounting firm acceptable to both parties on reasonable notice. If an audit
becomes necessary, the agreement should provide for the handling of the cost.

(d) Separate payments for patents and know-how

A trend exists to separate patent and know-how royalty payments in licence agreements.
There are several reasons for this:
0 Patent royalties are subject to risk since there is always a chance they can be
declared invalid.
0 Patent royalties can remain in effect only for the life of the patent, but know-how
royalties may continue well after the licensed patents expire (see discussion on
know-how licences below).

10
EC-ASEAN Intellectual Property Rights Co-operation Programme (ECAP II)



0 The subject matter of the licence with respect to patents is limited to the scope of
the claims, whereas the subject matter can be defined more broadly under the
scope of the know-how.

7. Breach, Termination and Liability
(a) Introduction

The term of a licence will have a specified commencement and termination date, with
sometimes the possibility of renewal. An agreement may provide for a pre-execution
term. For example, if the technology is unproven, the agreement may be expressed to
commence upon the completion of successful tests. The term may also be defined by
extrinsic matters, such as the life of a patent.

Termination provisions can refer to breach of the contract which is not cured within a
specified period following notice of the offence. They can be limited to expiration or
invalidity of the intellectual property. Often the agreement will include specifically the
following conditions as cause for termination: overdue payments; bankruptcy,
receivership or insolvency; and change of control.

(b) Termination for Breach of Contract

Either party will have a right to terminate a licence after notice if the other party has
failed to perform one or more of its contractual commitments. The right to terminate will
depend upon the materiality of the breaches. The right of termination will not lie where
the breaches are minor. In this latter instance the innocent party will have a right to
damages. The sorts of things in a licence agreement which have been held to justify
termination, include the failure to keep confidential information confidential and the
failure to pay agreed lump sum installments.

A party may seek a determination that the act complained of does not or does constitute a
breach of contract or, in the alternative, that it is a breach insufficient or sufficient to
justify termination. For example a sub-licensor sought a declaration that the failure by a
sublicense to produce its books of account to an auditor to enable him to calculate the
royalties payable, was a breach of a clause requiring the production of books of account
and that the failure to produce the books entitled the sub-licensor to terminate the
agreement under the termination clause. The trial Judge held the sublicensor was entitled
to the declaration.

In the absence of a termination clause the agreement will be terminable for breach of a
condition which goes to the heart of the contract.

The following are the events which usually result in automatic termination:

Overdue payments
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If a payment remains overdue for a set period, such as 60 or 90 days, the licensor will
usually have the right to terminate the agreement. In some countries, this does not apply
if the overdue payment is caused by a temporary banking or government problem.

Bankruptcy, receivership or insolvency

Bankruptcy or receivership may also be cause for termination. Should proceedings take
place, by or with the consent of the licensee, that prevent the licensee from paying
royalties or implementing the licensed technology, and should these proceedings remain
in effect for a specified length of time, such as 60 days or more, the licensor may wish to
have the right to terminate at the end of the specified time period.

Change of control

With the global increase in merger and acquisitions activity licensors have become wary
that their technology might inadvertently fall into competitor’s hands by that route. A
licensor in a strong position may require that if during the term of the agreement the
licensee sells that part of his operations that is significant to the licensed technology, a
third party acquires that part of the licensee’s operations, or if a competition of the
licensor takes an equity position of sufficient percentage in the licensee or is able to
obtain access to the licensed technology in any other way, the licensor will have the right
to terminate the licence within a specified period.

8. Post-termination Rights and Duties

Following a termination, the licensor will usually want to provide for the remedies listed
below:

Payments duePrompt payment for all money due or accrued.

Technical informationlmmediate return of all technical manuals, etc.

Non-use of the licensed technolo@iie licensee is no longer permitted to use any of the
licensed patents, know-how or improvements.

Machinery The return of purchased machinery that embodies any of the licensed
technology. In this event, the licensee may be given compensation. The amount of
compensation should be stipulated in the agreement, e.g. it may be based on the
depreciated value of the equipment.

Liguidated damage®Because of termination the licensor may have to forgo income that
cannot be regained easily by licensing to another party or parties following such
termination. This might be the case if, for example, the opportune licensing moment had
passed or the incident had generated bad publicity. A liquidated damages provision
allows the licensor to recover income lost in such circumstances. In a liquidated damages
provision for the future royalty income of the licence, had it not been terminated, is
estimated and discounted for payment in a lump-sum to the licensor within a prescribed
period after the termination date. The procedure to be followed is shown in the
agreement, and it usually provides for discounting at an agreed-on rate. In practice, the
licensee should carefully assess the implications of a liquidated damages provision and
negotiate it for a lower settlement or for its possible deletion.
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Survival In this paragraph the provisions of the effect of termination, secrecy, non-use of
the technical information and non-use of the patent sections of the agreement are
specifically noted to survive the expiration or termination of the agreement, to the extent
permitted by the applicable governmental laws.

9 Impact on Sub-licensees

A licensee cannot assign or sub-license unless expressly authorized to do so. The scope
of a licence cannot exceed that provided for in the head licence. As a matter of general
principle the sub-licence will be determined by the termination of the head licence.
Equity will intervene where an injustice would be suffered by the licensee, which is
attributable to unconscionable conduct on the part of the licensor and licensee.

10 Competition Law, Intellectual Property and Licensing
(a) Introduction

At first blush competition law and intellectual property law would appear to be in
conflict.. The basis for this view is that intellectual property rights create exclusive rights,
while competition law seeks to eliminate monopolies. However, intellectual property
rights rarely create monopolies as invariably there will be the availability of substitute
technologies. Furthermore, this theory does not factor innovationin markets as a means
of increasing competition. Innovation is considered to be vital to increase competition.
However, innovation is complex and costly and involves uncertainty, risks, experiments
and tests and trials. For instance, from an engineering perspective, innovation would
involve several steps such as product conceptualisation, technical feasibility studies,
product development, commercial validation and pre-production preparations and
assuming that the new product remains viable, full-scale production facilities and post-
sale maintenance and improvements. Additionally all non-engineering tasks such as
distribution, marketing, capital raising and personnel management are to be considered.

In simple terms, the goal of intellectual property law is to grant a reward in terms of
exclusive rights to its owner for a limited period of time, so that the owner continues with
the innovation. This innovation would ultimately benefit consumers in the form of a
greater choice of better and cheaper products, services and technologies. It is argued that
without the exclusivity of intellectual property rights innovators would be deterred from
research and development, thus leading to stagnation of the market economy. However,
in the short term, the intellectual property right holder is in a position to abuse its market
position. The state in such situations attempts to ensure the provision of sufficient
incentives to intellectual property rights owners so that they continue with their
innovation but at the same time, employing competition law to ensure that such
exclusivity does not lead to exploitation of consumers and competitors in the market.

In an endeavour to reconcile the advantages of innovation with freedom of competition, a
number of countries have sought to eliminate anti-competitive practices in intellectual
property licences and technology transfer transactions. Also some jurisdictions have
specifically relaxed the competition rules in relation to intellectual property licensing.
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(b) Market Definition

The competition authorities indicate that the relevant market has: (i) a geographical
dimension in which the market may be global, regional, national and sub-national; (ii)
functional dimension, where there is separate competition between manufacturers,
wholesalers, and retailers; a temporal dimension in which there is a differentiation
between short-term and long-term markets and a product dimension in which substitute
products compete.

The Antitrust Guidelines for the Licensing of Intellectual Propesyued by the US
Department of Justice and the Federal Trade Commission on April 6, 1995 identify three
product markets which may be affected by intellectual property licensing arrangements:
goods markets, technology markets and innovation markets.

Technology markets consist of licensed technology and its close substitutes. In
delineating the relevant technology market, the Guidelinesindicate that Agencies should
identify the smallest group of technologies and goods over which a hypothetical
monopolist of those technologies could exercise market power, for example by imposing
‘a small but significant and nontransitory price increase’. Acknowledging that technology
may be licensed in ways that are not readily quantifiable in money terms, for example,
because it may be part of a package licence, Agencies are advised to delineate the
relevant market by identifying other technologies and goods which buyers would
substitute at a cost comparable to that of using the licensed technology. In identifying
technology markets, market share data will be relevant, as well as the perceptions of
market participants’ assessments as to the substitution relationship between technologies.
The Guidelinespropose a two year period to permit the acceptance of new technology in
a market.

In delineating innovation markets the Guidelines acknowledge that a licensing
arrangement may have competitive effects on innovation that cannot be adequately
addressed through the analysis of goods or technology markets. For example, the
arrangements may affect the development of goods that do not yet exist or the
development of new or improved goods or processes in geographic markets where there
is no actual or potential competition in the relevant goods.

The Guidelinesindicate that an innovation market will consist of ‘the research and
development directed to particular new or improved products or processes and the close
substitutes for that research and development’. These substitutes may include existing
goods which compete with goods under development. The test of competition will be
whether research and development efforts are constrained by the existence of substitutes.
As with the delineation of goods markets, Agencies are advised to seek evidence of
market shares and assessments of participants of the competitive significance of the
innovation developments of an intending participant. Thus ‘when entities have
comparable capabilities and incentives to pursue research and development that is a close
substitute for the research and development activities of the parties to a licensing
arrangement, the agencies may assign equal market shares to such entities’. Usually, the
subject of research and development will assist the delineation of the relevant market. For
example, where two companies which specialise in advanced metallurgy agree to cross-
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licence future patents for components of aircraft jet engines in a situation where the
number of companies engaged in this kind of research is small, the fact of the cross-
licensing may significantly constrain competition in technology or goods markets. Where
the proposed innovation arises out of a joint venture project, competitive impacts may be
assessed by reference to other joint ventures of this type, the market shares of the joint
venturers and the existence of collateral restraints imposed upon the parties to the joint
venture.

(©) Competition

Self evidently competition expresses itself as rivalrous market behaviour. A useful

working definition is contained in the 1955 Report of the U.S. Attorney-General’s

National Committee to Study the Antitrust Lawre it is suggested that
...the basic characteristic of effective competition in the economic sense is that no
one seller, and no group of sellers acting in concert, has the power to choose its
level of profit by giving less or charging more. Where there is workable
competition, rival sellers, whether existing competitors or new potential entrants
into the field, would keep this power in check by offering or threatening to offer
effective inducements.(p.9)

In assessing impacts upon competition, the relevant tribunal may focus upon factors of
market structure affected by the relevant licensing practice; upon its effects on market
performance; or the focus may be upon the type of impugned conduct; or, more typically
upon a combination of some of these factors. In Australia, where the competition law is
modelled upon US and European precedents, a primarily market structure perspective is
adopted. The elements of market structure which are scanned by the courts are:

(1) the number and size distribution of independent sellers, especially the

degree of market concentration;

(2) the heights of barriers to entry, that is the ease with which new firms may

enter and secure a viable market;

(3) the extent to which the products of the industry are characterised by

extreme product differentiation and sales promotion;

(4) the character of ‘vertical relationships’ with customers and with suppliers

and the extent of vertical integration; and

(5) the nature of any formal, stable and fundamental arrangements between

firms which restrict their ability to function as independent entities.

Of these elements of market structure, the courts have considered the conditions of
market entry to be the most important ‘for it is the ease with which firms may enter
which establishes the possibilities of market concentration over time; and it is the threat
of the entry of a new firm or new plant into a market which operates as the ultimate
regulator of competitive conduct’.

11. Licensing under the TRIPS Agreement

Article 40 of the TRIPS Agreement records the agreement of WTO Members ‘that some
licensing practices or conditions pertaining to intellectual property rights which restrain
competition may have adverse effects on trade and may impede the transfer and
15
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dissemination of technology’. In its early studies on the role of intellectual property on
the transfer of technology to developing countries, UNCTAD had identified numerous
restrictive terms in technology licences which sought to extort unreasonable terms from
technology acquirers (E.g. sece UNCTAD, Major Issues Arising From the Transfer
Technology to Developing Countrjgdlew York, 1975), ch.Il). Article 40 of the TRIPS
Agreement permits WTO Members to adopt ‘appropriate measures’ in controlling
anticompetitive licensing practices and by allowing in para.3 consultations between
Members with a view to securing compliance with competitions laws.

Article 40.2 Provides that nothing in the TRIPS Agreement shall prevent Members ‘from
specifying in their legislation licensing practices or conditions that may in particular
cases constitute an abuse of intellectual property rights having an adverse effect on
competition in the relevant market’.

Article 40.1 identifies three negative aspects of licensing practices, viz. those which (a)
restrain competition; (b) have adverse effects on trade; and which (c) may impede the
transfer and dissemination of technology. Article 40.2 permits Members ‘specifying in
their legislation licensing practices or conditions that may in particular cases constitute an
abuse of intellectual property rights having an adverse effect on competition in the
relevant market’.

Article 40.2 permits Members to specify in their legislation ‘licensing practices or
conditions that may in particular cases constitute an abuse of intellectual property rights
having an adverse effect on competition in the relevant market’. Listed in the Article
among the anticompetitive practices which may be specified are ‘exclusive grantback
conditions, conditions preventing challenges to validity and coercive package licensing,
in the light of the relevant laws and regulations of that Member’. These practices are
among a larger catalogue of some 20 anticompetitive abuses listed in the. The TOT Code
and Article 40.2 together provide a useful guide to the sorts of provisions in licensing
agreements which may be the subject of legislative prohibition. These are listed below.

Exclusive grantback conditions

Where a licensee agrees to extend to the licensor of technology the exclusive right to use
any improvements by the licensee in the technology, this may adversely affect
competition by substantially reducing the licensees incentive to engage in research and
development. A non-exclusive grantback may be pro-competitive in providing a means
for the licensee and licensor to share the risks in innovation. In applying the rule of
reason, grantback conditions will be evaluated in light of the overall structure of a
licensing arrangement, the licensors market power in the technology and the general
conditions in the relevant market. The negotiators of the TOT Code agreed that grantback
conditions should be condemned which ‘constitute an abuse of a dominant position of the
supplying party’ and which are on an exclusive basis ‘without offsetting consideration or
reciprocal obligations from the supplying party’.

Challenges to validity
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The negotiators of the TOT Code agreed upon the categorization as an unlawful practice,
provisions ‘requiring the acquiring party to refrain from challenging the validity of
patents and other types of protection for inventions involving the transfer or validity of
other grants claimed or obtained by the supplying party’. Negotiators from the Group B
countries suggested that this proscription should apply only to unreasonable no-challenge
clauses. In any event, both under Art.40.2 and the TOT Code challenges concerning the
mutual rights and obligations of parties are to be determined according to the appropriate
applicable law and regulations.

A related matter which has been identified as having competitive implications is the
attempted enforcement of invalid or non-existent intellectual property rights.

Exclusive dealing

Exclusive dealing is identified under the TOT Code as an unlawful practice. In the
intellectual property context this will occur when a licensee is prevented from licensing,
selling, distributing or using competing technologies. Exclusive dealing arrangements are
evaluated under the rule of reason and an account will be taken of whether the restrictions
are required for ensuring the achievement of legitimate interests such as the
confidentiality of the technology transferred or the best efforts of the licensee in
promotion or distribution obligations. Some forms of exclusive dealing are considered to
be per seobjectionable in some jurisdictions. These include third-line forcing, where a
licensee is provided technology on the condition that it acquire goods or services from a
third party.

In determining whether an exclusive dealing arrangement is likely to reduce competition
in a relevant market, an account will be taken of the extent to which a licence, on the one
hand, promotes the exploitation and development of the licensor’s technology and, on the
other hand, forecloses the exploitation and development competing technologies. The
likelihood of an anticompetitive impact will be related, inter alia, to the duration of the
exclusive dealing restraint, as well as to the market structure factors listed above. A
considerable body of case law has developed on the indirect methods used to effect
exclusive dealing restraints, such as obligations to acquire minimum quantities of product
which have the effect of foreclosing the acquisition of competing products, or the
rigorous enforcement of best endeavours clauses which have the effect of preventing
practical access to competing technologies, goods or services.

Tying arrangements

A form of exclusive dealing which is generally regarded as a separate genus is an
agreement to supply a product or technology on the condition that the licensee acquires
another product or line of products from the supplier. Tying is a stratagem adopted by
suppliers with market power in one product which is used to extort competitive
advantages in the market for the tied product, in which the significant advantage of
market power may not exist. The existence of a statutory monopoly such as that
conferred by a patent, copyright or trade secret may be the basis for the market power
which permits the tying in of other supplies. The rule of reason is applied to tie-ins and
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the relevant administrative agencies will examine a technology licence to see whether
efficiency justifications outweigh any anticompetitive effects.

The UNCTAD study on Control of Restrictive Practices in Transfer of Technology
Transactions(1982) identified as unduly restrictive conditions in technology licences
which obliged licensees to acquire ‘additional technology, future inventions and
improvements, goods or services not wanted by the acquiring party, or unduly restricting
sources of technology, goods or services as a condition for obtaining the technology
required” when these ties were not required to secure the quality or performance of
products produced pursuant to the licence.

Price restraints

It has been held to be per seillegal resale price maintenance for a licensor of an
intellectual property right in a product to fix the resale price of that product. However,
where the subject of a licence is the intellectual property right itself and does not involve
the supply of a product embodying an intellectual property right, the US Supreme Court
has permitted a licensor to fix the first sale price of a patented product. A distinction is to
be drawn here between vertical price fixing, which may be unobjectionable and
horizontal price fixing between competitors which is always per seillegal.

Cross-licensing and pooling arrangements

Arrangements by the owners of various intellectual property for the cross-licensing and
pooling of those rights, may be pro-competitive in providing for the integration of
complementary technologies and avoiding transaction costs and the costs of litigation. On
the other hand, where these arrangements are pursuant to collective price or output
restraints, such as through the joint marketing of pooled intellectual property rights, these
may be considered to be anticompetitive. For example, a blanket licence for music
copyrights was found by the US Supreme Court to be permissible because the
cooperative price was demonstrated to be necessary for the creation of a new product.(eg
see Broadcast Music, Inc. v. Columbia Broadcasting System44mncUS 1, 23 (1979)
But where cross-licensing or pooling arrangements are mechanisms for achieving price
fixing or market division, they will be per seillegal.(See United States v. New Wrinkle,
Inc.342 US 371 (1952))

Where cross-licensing arrangements are between competitors, it will be necessary to
consider whether in the absence of these arrangements those competitors may have been
prepared to enter the market on their own account. Exclusion from a cross-licensing or
pooling arrangement, between competitors who, in aggregate, posses market power may
be anticompetitive in motive or in effect (see Northwest Wholesale Stationers, Inc. v.
Pacific Stationery & Printing Co472 US 284 (1985)). Intentional exclusionary conduct
may constitute a primary boycott which is per seillegal. A pooling arrangement may
retard innovation and hence competition, through deterring participants from engaging in
research and development. Such arrangements may be pro-competitive where the
pooling exploits economies of scale and integrates complementary capabilities of pool
members.
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Restrictions on the use of personnel

The TOT Code identifies as an unjustifiable restraint, licence conditions which require a
licensee to use personnel designated by the licensor, ‘except to the extent necessary to
ensure the efficient transmission phase for the transfer of technology’ where the restraint
continues beyond the time when adequately trained personnel are available. Where a
technology licence requires the use of designated personnel beyond the transmission
phase, it may be characterised as an exclusive dealing package in which unnecessary
services are bundled up with the licensed technology.

Restrictions on adaptations

The TOT Code provides that, subject to the rule of reason, conditions which impair a
licensee’s ability to adapt technology to its particular circumstances is unlawful.
Prohibited conditions include those which prevent the licensee from adapting imported
technology to local conditions, or which oblige the licensee to introduce unwanted or
unnecessary design or specification changes.

Exclusive sales or representation conditions

Requirements that a licensee of technology grants exclusive sales or representation rights
to the licensor, or a person designated by the licensor are identified in the TOT Code as
unlawful. An exception is provided for subcontracting or manufacturing agreements in
which the parties agree that all or part of the production under the technology transfer
arrangement will be distributed by the licensor or its designee.

Export restrictions

The negotiating parties to the TOT Code agreed that export restrictions be listed as an
unlawful practice. consensus was difficult to achieve as to whether export restraints could
ever be justified. The position of the Group B and D countries was that export restrictions
could be justified by the necessity to protect the licensor’s intellectual property rights in
the countries subject to restriction., or to protect the confidentiality of relevant know-
how. additionally, an export restriction is permitted where the licensor has granted an
exclusive licence to another party. The proposed form of words of the prohibition
commences with the proscription of ‘restrictions which prevent or substantially hinder
export, by means of territorial or quantitative limitations or prior approval for export’
unless ‘justified for the protection of the legitimate interests of the supplying party and of
the acquiring party’.

Restrictions on publicity

Restrictions imposed upon the advertising and promotional activities of a licensee are
permitted under the TOT Code where this is necessary to protect the licensor’s
intellectual property rights, goodwill or reputation, to secure confidential information, or
for consumer protection or product liability reasons. Typical of permissible restrictions of
this nature are those dictated by the necessity to ensure that registered trademarks or
industrial designs are applied in accordance with relevant registrations. Restrictions upon
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publicity which are not justified on the above grounds will be scrutinised for their
impacts upon competition. Among these may be the erection of barriers to market entry
through the prevention of advertising.

Restrictions after the expiration of intellectual property rights

The negotiating groups to the TOT Code have agreed that the provisions in a technology
agreement which requires the making of payments or the imposition of other obligations
following the expiration of intellectual property rights may be impermissibly restrictive.
Similarly, restrictions imposed upon a licensee after the expiration of the licence term
may be similarly restrictive.

Other restrictive practices

A number of other practices have been identified as restrictive during the negotiation of
the TOT Code, but there has not been agreement among all groups of countries that these
practices should be proscribed. However, Article 40.2 specifically permits Members to
specify in their legislation, ‘practices or conditions that may in particular cases constitute
an abuse of intellectual property rights having an adverse effect upon competition in a
relevant market’. Among these practices are: (i) limitations on the scope, volume and
capacity of production of a licensee; (i1) the use of quality control provisions in trademark
licences other than for trademark purposes; (iii) obliging the licensee to provide equity
capital or requiring that the licensor participates in the management of the licensee as a
condition of the supply of technology; (v) unnecessarily long duration of licence term;
and (vi) limitations on the diffusion and/or further use of the licensed technology.

During the 1996 WTO Ministerial Conference at Singapore, a WTO Working Group
between Trade and Competition Policy was established to consider numerous inter-
related issues including relationship between intellectual property licenses and
competition policy. However, little consensus appears to have emerged with regard to
harmonising competition law amongst the Member States of the WTO since then.
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