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IS THAT EXPENSIVE CUSTOM COMPUTER PROGRAM REALLY YOURS?
By Dale C. Campbell

Custom and customized computer programs create unique challenges under the Copyright Act. More and more 
companies have custom software written by outside programmers to automate the company’s unique business 
processes. Great care should be taken when a company uses outside vendors, rather than its own employees, to 
create the custom computer programs. Written agreements are essential. Many companies have been surprised 
to discover, after spending dearly for a custom software program, that the outside programmer retained the 
copyrights in the software and could repackage the software for sale to others simply because there was no 
written copyright assignment.  Custom programming contracts must be carefully negotiated in order to protect a 
company’s investment in the newly created computer program as well as its proprietary business processes and 
trade secrets. 

Copyright laws were designed to protect the authors of creative works from having those works stolen or misused by 
others.  An author’s copyright ownership of the work cannot be transferred to another, absent a written agreement. 
Oral agreements to transfer copyright ownership are unenforceable and the traditional concepts of estoppel or 
waiver do not apply. 

Outside software programmers are becoming very sophisticated and often desire to retain all copyrights in any of the 
work they create.  Those who use outside programmers must become equally sophisticated to protect their rights.  
One critical way to facilitate protection is to insist that the written engagement agreement specifically provide that 
all copyrights in the custom or customized software are expressly assigned to the company.  Outside consultants 
and programmers often do not readily agree to a blanket assignment of all copyrights to a customer because 
much of the source code to be utilized in the project may have existed before the engagement, or may relate to the 
consultant’s fundamental ability to write code for others.  This tension between the programmer’s interests and the 
client’s interests can be especially problematic if the custom software project is part of a business reengineering 
process and the consultant believes he contributes unique elements to the reengineered business processes. 

Computer programs contain both literal and non-literal aspects.  The literal component of computer software is 
the actual source code itself, which provides instructions to the computer.  The non-literal aspects of the copyright 
include components such as screen design and the structure, sequence and engagement of the user interface. 
Non-literal elements of the program must be reduced to some tangible expression – not just a concept – to be 
copyrightable.  Although source code itself is generally recognized to be copyrightable because it is normally an 
original and tangible work, non-literal elements of the program are more difficult to establish. Most likely, non-
literal program aspects are supplied by the company as a result of active participation in defining and designing the 
user interface and actually outlining the steps and processes that the software is to complete.  The absence of a clear 
written copyright assignment in the software will result in a confusing mix of multiple “authors” of the program, all 
of whom would theoretically have equal rights to use and sell the program with only a duty of accounting to other 
co-authors.  Even though the company would have some authorship rights in the program, the outside programmer 
could still use, modify and resell the program to others to the detriment of the company that originally contracted 
for the work. 

Computer consultants will often use outside independent contractors to perform the actual coding of the source 
code.  Care must be taken to ensure that the outside consultant has obtained written assignments from any 
independent contractors used on the project.  If not, a company may be confronted with a future problem where 
a programmer who was an independent contractor to the prime computer consultant appears seemingly out of 
nowhere and begins to market similar software in which the company believed it had the sole and exclusive right.
Absent written copyright assignments from all programmers utilized by the outside consultant, there is a risk that 
the work for which the company has clearly paid will soon be available off the shelf to its competitors.

A company does have additional legal tools available to prevent the unwarranted disclosure or use of the custom 
program, even if there was no written assignment of the copyrights.  Trade secret law continues to protect trade 
secrets that are incorporated into the program even without a written agreement. If the software contains the 
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company’s trade secrets, effectively protecting those trade secrets may essentially prevent the author of the 
software from ever commercializing the program.  The company will have the burden of establishing all the 
traditional elements of trade secret protection including that: the information constitutes knowledge not generally 
known in the industry; reasonable efforts were taken to maintain secrecy; the programmer had knowledge that 
the trade secrets were to remain confidential; and that the trade secrets had actual economic value. 

Custom and customized computer programming issues are pushing the envelope of copyright law. Blending literal 
and non-literal aspects of custom computer software programs makes it difficult to identify the actual author of 
various components of the work.  Alternative methods of writing source code to accomplish the same step or 
process, plus the various programming tools used by the programmers, makes isolating the author of each software 
component even more confusing and complicated.  The only way to effectively protect the interests of both sides is 
to execute a complete and thoughtful written agreement clearly setting forth copyright ownership rights in the final 
product.  As outside programmers and their clients continue to work together to create custom and customized 
software programs, the need for a clear written understanding of the rights and expectations of both parties must 
be established at the beginning of the relationship and continually evaluated as the relationship unfolds.
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CURRENT TRENDS IN ENFORCING COPYRIGHT LAWS
By Dale C. Campbell 

Two events occurred this month that reflect new steps the recording industry is taking to prevent the illegal swapping 
of digital recordings.  First, the recording industry took on some of this country’s largest Internet Service Providers 
(“ISPs”) seeking to block access to a web-site that was designed to allow users to copy sound recordings. The second 
development occurred when the Department of Justice announced it was prepared to begin criminally prosecuting 
individuals guilty of peer-to-peer copying of copyrighted material. 
Record Industry Take on ISPs. 

Several members of the recording industry brought suit in the United States District Court for the Southern District of 
New York against AT&T Broadband, Cable and Wireless USA, Sprint Corporation, and UUNET Technologies seeking 
an order that the ISPs block internet traffic to and from the website <www.listen4ever.com>. The defendant ISPs 
provide internet backbone routing services. The IPSs’ routers determine the best pathway between the computer 
user and a particular website, in this case Listen4ever. The ISPs are able to limit access to the Listen4ever Site by 
disabling the connections and blocking access to the Listen4ever Site. 

Listen4ever’s servers were located in China and the operators of Listen4ever went to great lengths to keep their 
identity a secret. The plaintiffs alleged that the Listen4ever site was more egregious than the Napster site which 
is currently subject to a Federal court injunction.  Unlike Napster, the Listen4ever site stored music files directly 
on its central servers. Users of the site could then directly download the files through the use of standard software 
ready and available on most personal computers. Plaintiffs further alleged that the Listen4ever Site focused on 
downloading entire albums rather than individual songs, which were the focus of Napster. In fact, one album was 
available on the Listen4ever Site prior to its release in stores.  Plaintiffs allege that the ISPs were the principal 
means by which Listen4ever obtained users within the United States. 

Plaintiffs therefore sought an injunction under section 510(j) of the Digital Millennium Copyright Act (“DMCA”) to 
block internet traffic to and from Listen4ever, as well as “all the pages affiliated with it, and any substantially similar 
successor websites.” (See 17 U.S.C. ¤512(j)(1)(b)(ii).) That section specifically allows for an order restraining an ISP 
from allowing access to specific on-line locations posted on servers outside of the United States. Plaintiffs contended 
that Congress enacted section 512(j) specifically to prevent the type of harm being imposed by the Listen4ever Site.  
Plaintiffs further alleged that they have requested the ISPs to voluntarily prevent access to the Listen4ever Site. The 
defendant ISPs declined to do so but they would comply with any court order to prevent access. 

Last week the Recording Industry Association of America (“RIAA”) announced that the Listen4ever site had been 
offline since Sunday, August 18th. Since the Listen4ever Site is no longer operating, the plaintiffs willingly dismissed 
their complaint without prejudice against the ISPs. The RIAA’s press release stated that the site was offline “in an 
apparent response to the extensive anti-piracy efforts of the international music industry.” However, the buzz in 
some internet chat rooms suggest that Listen4ever’s site went down due to a deluge of user traffic as a direct 
result of the plaintiffs’ publication of the site’s address. Whatever the reason, the recording industry’s ability to force 
backbone ISPs to block access to offending websites will have to be resolved another day. 

New Attention on Peer-to-Peer Swapping. 
The Department of Justice announced at an August technology conference in Aspen Colorado that the public should 
realize that peer-to-peer swapping of copyrighted electronic files is a crime and that the Department of Justice 
(“DOJ”) will begin focusing on those crimes.  The DOJ’s comments were apparently in response to a July letter from 
several members of Congress requesting the DOJ to begin enforcing the provisions of the little known No Electronic 
Theft Act (“NET Act”). No further details about the DOJ plans, or any significant policy changes, were reported. 

The NET Act was signed into law by President Clinton in 1997. The Act provides for the criminal prosecution of 
individuals who have reproduced or distributed by electronic means copyrighted works with a total retail value of 
more than $1,000. 17 U.S.C ¤506(a)(2). Punishment for such a violation includes up to one year in prison or a fine. 
If the total retail value of the copyrighted works exceeds $2,500 a first-time-offender could be imprisoned for up to 
three years or fined. 18 U.S.C ¤2319(c). 
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The NET Act also amended the definition of “financial gain” to include the “receipt or expectation of receipt of 
anything of value, including the receipt of other copyrighted works” (i.e., file swapping). If the copyright violation is 
for “financial gain,” the offender may be imprisoned for up to five years or fined up to $250,000. 18 U.S.C ¤2319(b). 

Time will tell what steps, if any, the DOJ takes with respect to criminal prosecution of individuals involved 
in illegal peer-to-peer file swapping of copyrighted material. 
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ARE YOU BIG IN JAPAN? IF SO, IT COULD MEAN BIG BUCKS 
By Joshua I. Deutsch

Other than for digital transmissions, United States copyright law does not include any public performance right for 
sound recordings.  But if you are big in Europe or Japan, you could be entitled to substantial royalties.

In December 1996, the United Kingdom passed legislation granting all musical performers a statutory right to 
receive a share of the income generated by the licensing for public broadcast of the recordings on which they have 
performed.  In particular, a performer is entitled to claim “equitable remuneration” if the sound recording on which 
he performed was broadcast, played in public, or included in a cable program in the United Kingdom after December 
1, 1996.  Such income is collected from broadcasters and public performance venues by the record labels’ collecting 
society, known as the Phonographic Performance Limited (PPL), and shared between the record companies and the 
performers who have contributed to the recordings.

Performers are eligible for this right if their recording was made in a “qualifying territory” or the performer was 
a citizen or resident of a qualifying territory at the time of the recording. Qualifying territories are those that enjoy 
reciprocal protection under Part II of the United Kingdom’s Copyright, Designs and Patents Act of 1988, including 
most of Europe and Japan.  Notably absent from the qualifying territories is the United States. 
Why has the United States elected not to recognize a broad-based public performance right for performers? The 
history of the United States Copyright Act is one of compromise, in the broadest sense, between those who seek to 
control creative works and thereby encourage their creation, and those who believe the public discourse is enhanced 
by free access to such works.  This compromise has resulted, for example, in the limitation on the term of copyright 
protection to the life of the author plus an additional 70 years after the author’s death.

But as Professor Paul Goldstein notes in his book, “Copyright’s Highway,” “[m]ostly, though, copyright is about 
money.” Who has to pay, and who gets to collect. On the one hand, opponents of a broad-based public performance 
right in the United States, primarily terrestrial radio broadcasters, contend that the record labels and performers 
benefit from the “free promotion” that radio provides, which leads to more record sales, which is how the label and 
the artist get compensated. On the other hand, proponents of such a right argue that the public broadcast of musical 
works displaces record sales.

The compromise these competing interests have reached in the United States is a limited public performance right 
for digital transmissions, as established by the 1995 Digital Performance Right in Sound Recordings Act (DPRA). 
SoundExchange, a non-profit organization, was created in response to the DPRA for the purposes of licensing music 
to services that engage in the public performance of sound recordings by digital transmission, and collecting the 
license fees and distributing royalties to those whose recordings were performed, namely, the performer and the 
sound recording copyright owner (SRCO), which is usually the record label. More specifically, SoundExchange licenses 
and collects royalties from satellite radio (such as XM and Sirius), non-interactive webcasts, cable subscription 
music services (like DMX and Music Choice), and from terrestrial radio stations that also simulcast on the web. 
SoundExchange does not collect royalties on digital downloads because they are not considered a “performance,” 
or from television, radio, or interactive performances where a user selects the music that will be played.

Thus far, radio broadcasters have been successful in quashing any broad-based public performance right legislation.  
However, with the proliferation of digital music, and the vast storage capabilities of digital music playback devices, 
an argument can be made that traditional record sales will eventually disappear altogether, and that such legislation 
is necessary.

The United States Copyright Office agrees. Recently, the Copyright Office told Congress that it believed it was time to 
grant a full performance right in sound records to labels and artists. The Copyright Office explained that this change 
is needed because “the rollout of digital radio and the technological devices that promise to enable consumers to 
gain free access at will to any and all the music they want will pose an unacceptable risk to the survival of what has 
been a thriving music industry” by limiting “the ability of performers and composers to make a living by creating 
the works the broadcasters, webcasters and consumer electronic companies are so eager to exploit [to put] money 
in their pockets.”
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Unless the United States seeks to drive performers to record abroad, the Copyright Act must once again adapt 
to changing technology. 
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SHOULD MORALITY INFLUENCE COPYRIGHT LEGISLATION?
By Joshua I. Deutsch 

On February 1, 2005, the Senate unanimously passed the Family Entertainment and Copyright Act (FECA). The 
Act is being hailed as bipartisan, significant anti-piracy legislation and a reaffirmation of congressional intent to 
protect copyrighted material from new technological means of theft and infringement. FECA has been referred to 
the House of Representatives and is awaiting further action there.

FECA is comprised of four independent bills introduced as a package. The most notable provisions are found 
within the Artists’ Rights and Theft Prevention (ART) Act. In particular, the ART Act aims at curbing Internet piracy 
by increasing the criminal penalties for the illegal distribution of copyrighted works before they are released. 
It also establishes civil remedies by which copyright owners may be compensated for their losses in such a 
situation.

In addition, the ART Act makes it a federal crime to record a film as it is shown in a theater, with a penalty of up to 
3 years in prison for the first offense or up to 6 years for a second offense.  Furthermore, theater owners or their 
agents, with reasonable cause for doing so, may detain, “in a reasonable manner and for a reasonable time,” 
suspected violators of the Act “for the purpose of questioning or summoning a law enforcement officer.”

Representatives from online peer-to-peer companies, collectively acting as P2P United, find the bill to be suspect.  
Adam Eisgrau, executive director of P2P United, stated that “this package seems to be another point on a very 
distressingly long line of actions that ratchet up enforcements and penalties at times out of proportion with the law. 
To camcord a movie is wrong, certainly, but the penalty (of three years in jail) and the entitlement of theater ushers 
and owners to physically detain people makes you have to ask whether the copyright industry is having more sway 
than it should over the legislative process.” William Triplett, “Piracy 

Bills Pass Muster,” Daily Variety (Feb. 2, 2005). 
FECA also includes the Family Movie Act. The controversial Family Movie Act is aimed at permitting the use of 
technology to skip or mute content that may be objectionable to certain viewers when watching a DVD movie at 
home.  Opponents of the Act contend that it permits copyright infringement.  However, the Act makes clear that the 
technology can be used so long as no fixed copy of the edited work is made. Motion picture studios further object to 
the Act because the technology could be used to skip over commercials inserted on DVD movies. The current version 
of the Act does not ban use of the technology for the commercial-skipping purpose but it has been suggested that 
it should not be used for that purpose. 

The Family Movie Act is a congressional attempt to address a lawsuit for copyright infringement filed by the 
seven major studios, sixteen prominent directors, and the DGA against ClearPlay, Inc., one of several companies 
manufacturing and selling software and services that remove language and scenes from DVDs. ClearPlay contends 
that its technology is equivalent to a fast forward or mute button, and does not constitute copyright infringement 
because it never alters the actual DVD or create a fixed version of the alternate movie-watching experience. 

The Family Movie Act is part of the current administration’s indecency crusade.  On February 17, 2005, the House of 
Representatives overwhelmingly passed legislation substantially increasing the penalties for broadcast indecency.  
The Broadcast Indecency Enforcement Act of 2005 raises the maximum fine from $32,500 to $500,000 per incident, 
and makes artists personally liable beginning with a first offense (currently, the Federal Communications 
Commission is limited to issuing only a warning for a first offense).  The Act also permits the revocation of 
broadcasting licenses from repeat offenders. The Senate is currently considering its own version of the bill. 

The White House, believing that there is a shared view of public morality, stated that “[t]his legislation will make 
broadcast television and radio more suitable for family viewing by giving the FCC the authority to impose stiffer 
penalties on broadcasters that air obscene or indecent material over the public airwaves.”  Critics of the Act argue 
that the government’s standard for indecency is ambiguous and that the bill will indiscriminately threaten a variety 
of programming. 
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At the same time that Congress is offering additional protections for copyrighted works in response to new 
technologies, it is weakening traditional copyright and First Amended protections by permitting the alteration 
of those works and limiting the ability of the public to enjoy them via public broadcasts. This current round of 
lawmaking evidences the problems inherent in morality-based copyright legislation. 

http://www.weintraub.com
http://www.weintraub.com


12weintraub genshlea chediak sproul  |  articles from The Daily Recorder

table of contents
: weintraub.com

PARTNERSHIP AND COPYRIGHT: THE DIFFERENCE BETWEEN LUNCH AND CONTRACTS
By Joshua I. Deutsch 

In Hollywood, deals are often cemented with a handshake over lunch.  But as the Ninth Circuit explained with 
respect to copyright, doing lunch is not the same as contracts. 

Section 204(a) of the Copyright Act of 1976 provides that “[a] transfer of copyright ownership, other than by operation 
of law, is not valid unless an instrument of conveyance, or a note or memorandum of the transfer, is in writing and 
signed by the owner of the rights conveyed….” The Copyright Act further defines a “transfer of copyright ownership” 
as an “assignment, mortgage, exclusive license, or any other conveyance, alienation, or hypothecation of a copyright 
or of any of the exclusive rights comprised in a copyright … but not including a nonexclusive license.” Other than the 
requirement that it be in writing, no magic words are required to transfer copyright ownership; in fact, the writing 
need not even mention the word “copyright.” 

Alternatively, a nonexclusive license need not be in writing.  The licensor-creator of the work, by granting a 
nonexclusive license, does not transfer ownership of the copyright to the licensee. The copyright owner simply 
permits use of the copyrighted work in a particular manner. As distinct from an exclusive license, a nonexclusive 
license may be granted orally, or may be implied from conduct. 

Similarly to the loose standard applied to nonexclusive copyright licenses, pursuant to California Corporations Code 
section 16101, a partnership agreement may be written, oral or implied. The ultimate test of the existence of a 
partnership agreement is the intention of the parties, as co-owners, to carry on a business for profit.  The formation 
of a partnership requires no particular formalities; if the parties associate together and carry on a business, a 
partnership is normally created. Once a partnership is formed, the partners share equally in the partnership 
assets. 

It is this latter point that poses difficulty from the perspective of copyright.  Does a general partner who creates 
original works of authorship in furtherance of partnership business effectively grant his ownership rights in 
those works to the partnership by virtue of a blanket partnership agreement? 
In Oddo v. Ries (9

th

 Cir. 1984) 743 F.2d 630, one partner brought suit against another for copyright infringement. 
The partners had previously entered into a partnership to create and publish a manuscript. According to their 
partnership agreement, defendant was to provide capital and supervise the business, while plaintiff was to write 
and edit a manuscript, based in part on his previously published articles.

On appeal, the Ninth Circuit held that “[a]s a partner, [defendant] is a co-owner of the partnership’s assets, including 
the copyright.”  Id. The court explained that, while it had “not found any cases dealing with the rights of partners 
in copyrights held by their partnership,” that it did not see any “reason why partners should be excluded form 
the general rules governing copyright co-ownership.”  Accordingly, the partner, as a co-owner of the copyright, 
could not be liable to his partner and co-owner for infringement of the copyright, because each co-owner had an 
independent right to use or license the use of the copyright.  Nevertheless, the partner was required to account to 
the other co-owners for any profits he earned from licensing or use of the copyright.

Moreover, the court explained that, notwithstanding the absence of evidence as to whether plaintiff gave defendant 
or the partnership permission to use his articles, by preparing a manuscript based on his preexisting articles as 
part of his partnership duties, plaintiff impliedly gave the partnership a license to use the articles insofar as they 
were incorporated in that manuscript.  The court reasoned that, without such a license, plaintiff’s contribution to 
the partnership venture would have been of minimal value. However, the implied license to use the articles in the 
manuscript did not give defendant or the partnership the right to use the articles in any work. 
Similarly, in Richmond v. Weiner (9

th

 Cir. 1965) 353 F.2d 41, defendant contended that he was a joint owner with plaintiff 
of the copyrights at issue in that case based upon the parties’ joint venture, which was at first oral and later written, 
for the purpose of producing, publishing, and selling a magazine and book based thereon. Although admitting the 
joint venture for the production and sale of the copyrighted materials, plaintiff denied that she conveyed or intended 
to convey to defendant any proprietary title to or interest in the copyrights she garnered by drafting articles for that 
magazine.  However, in the parties’ written agreement, plaintiff consented to the transfer all of her right, title and 
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interest in the magazine to the joint venture.  The Ninth Circuit concluded that the copyrights at issue, although 
registered in plaintiff’s name, were held in trust for the joint venture and its members because they were the result 
of the efforts of both parties. 

Accordingly, it is the written instrument that determines the rights of partners with respect to the transfer of 
copyright to the partnership.  This principle was firmly established in a dispute between author Anne Rice and 
certain movie producers, regarding her alleged oral grant of an exclusive license to the motion picture rights in her 
work, THE MUMMY.  See Konigsberg Intl. Inc. v. Rice (9

th

 Cir. 1994) 16 F.3d 355, 358. In that case, the Ninth Circuit 
refused to find that Rice had transferred her copyright to the movie producers based upon the parties’ joint venture, 
instead holding that the parties “did lunch, not contracts.” 

In distinguishing Oddo, the Ninth Circuit found it significant that the partners in Oddo established the partnership 
for the purpose of creating the manuscript that formed the basis for the dispute. By signing that written partnership 
agreement, the author in Oddo transferred his copyright in the manuscript to the partnership in which each partner 
– under state law – was co-owner of the partnership’s assets.  Accordingly, Oddo simply stands for the proposition 
that a written instrument sufficient to satisfy section 204 of the Copyright Act can also perform other functions, 
such as setting-up a partnership. 

Ultimately, the rule is that one cannot dispense with Section 204’s written instrument requirement by claiming an 
oral partnership or joint venture.  “Given the ease with which joint ventures may be alleged and provided under the 
laws of many states, acceptance of this argument would fatally undermine the Copyright Act’s written instrument 
requirement.” 

So the next time you are in Hollywood and ready to close a deal involving exclusive copyrights, make sure to sign the 
cocktail napkin just before that handshake. 
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REMEMBER: INJUNCTIVE RELIEF FOR COPYRIGHT INFRINGEMENT IS DISCRETIONARY, NOT REQUIRED.
By Julie Harlan 

The threat of injunctive relief is one of the most powerful weapons a plaintiff has in cases involving copyright 
infringement. Frequently, it is taken as a given by the parties that if copyright infringement is established, the 
plaintiff will be able to enjoin the sale of the defendant’s infringing work. This assumption is frequently a factor in 
settlement discussions. Although this is a fair assumption in case involving infringement of more traditional creative 
works, it is not necessarily correct in cases addressing “thin” copyrights, as demonstrated by a recent opinion from 
the Second Circuit entitled Silverstein v. Penguin Putnam, Inc., 2004 WL 1008314 (2nd Cir. May 7, 2004). In such 
cases, a defendant may successfully argue that it would be an abuse of discretion for a court to issue injunctive 
relief, even if there is a finding that infringement in fact occurred. 

The Copyright Act expressly authorizes a court to grant permanent injunctive relief “to prevent or restrain infringement 
of a copyright.” If infringement is established, courts typically grant permanent injunctive relief as a matter of 
course. Numerous reasons have been cited for the liberally granting of injunctive relief when infringement has 
been established.  For one thing, there is a presumption that a copyright owner whose rights have been violated has 
suffered the irreparable injury required for injunctive relief.   As Professor Goldstein observes, copyright interests 
are notoriously difficult to value.  The granting of injunctive relief can effectively avoid the time and expensive 
involved in calculating future damages and profits, by ensuring that the owner can fully exploit his or her exclusive 
rights in the work.  In the case of unpublished works,  injunctive relief has been justified on the moral ground that 
the copyright owner should be able to control the timing and the means in which he or she chooses to first present 
the work to the public.   And in the case of piracy and plagiarism, injunctive relief has been justified to protect the 
quality of the work. 

Despite these justifications, courts and commentators such as Professor Goldstein have acknowledged that 
injunctive relief carries the risk of overcompensating an owner. This risk most frequently arises when only a portion 
of a defendant’s work is infringing, but where permanent injunctive relief cannot be tailored to exclude the non-
infringing portions of the work.  The public policy problem raised by such situations is that such injunctions can 
deprive the public of original elements that are added and that are unavailable from others. A copyright owner can 
then extract not only the value of the infringing portion of defendant’s work, but also part of the work’s value that 
is attributable to the defendant’s independent efforts. The result being that the copyright owner obtains a greater 
monopoly than he is entitled, resulting in inhibiting rather than promoting the effort in developing original works 
that the Copyright Act was designed to do. The United States Supreme Court implicitly acknowledged this risk in 
Dun v. Lumberman’s Credit Association when it affirmed a lower court’s refusal to grant permanent injunctive relief 
for infringement on the grounds that “the proportion is so insignificant compared with the injury from stopping 
appellees’ use of their enormous volume of independently acquired information, that an injunction would be 
unconscionable. In such cases the copyright owner should be remitted to his remedy at law.”  

Because of the risk of overcompensation to the detriment of the public, injunctive relief is not granted automatically 
upon a finding of infringement.   Injunctive relief is most often denied where there is either a close call as to whether 
there was in fact an infringement, or where the infringement is of a “thin” work, such as a collection or functional 
work. For instance, in Campbell v. Acuff-Rose Music, Inc., the Supreme Court stated that the goals of copyright are 
not always served by automatically granting injunctive relief after finding that a parody went beyond the boundaries 
of fair use and constituted infringement. Likewise, in New York Times v. Tasini, the Supreme Court rejected the 
copyright holders argument that injunctive relief should automatically issue when it found that the inclusion of 
copyrighted periodical articles did not fall within the statutory privilege granted to publishers of collective works. 

In keeping with these Supreme Court decisions, the Second Circuit recently held in Silverstein v. Penguin Putnam, 
Inc that a district court abused its discretion in granting injunctive relief for copyright infringement of a collective 
work.. The plaintiff, Silverstein, had put together a collection of poems by Dorothy Parker that had not been previously 
included in one of the collections put together by Ms. Parker. He sent then sent a draft of his collection to the 
defendant publisher Penguin Putnam.  Ultimately, Silverstein decided to publish the work himself because Penguin 
Putnam offered so little for the work..  Penguin Putnam later published its own collective work of Ms. Parker’s 
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poetry, which purported to be a “complete” work of all of Ms/ Parkers poetry.  Penguin Putnam’s collection included 
not only the three volumes of collected works published by Ms. Parker, but also 121 of the 122 poems that had been 
gathered together and published by Silverstein.  The egregious fact of the case was Penguin Putnam’s admission 
that one of its editors had cut the 121 poems out of the manuscript submitted by  Silverstein and rearranged them 
in chronological order for the publication by Penguin Putnam.

In his claim for copyright infringement, Silverstein convinced the district court that his collection was the result 
of his skill and judgment in determining which of Ms. Parker’s uncollected works qualified as poetry that was 
in fact authored by Ms. Parker and therefore was copyrightable.  The lower court granted summary judgment in 
Silverstein’s favor on his claim for copyright infringement and issued a permanent injunction enjoining Penguin 
Putnam from selling its collection of Ms. Parker’s complete works. 

The Second Circuit reversed on appeal, in part on the grounds that it was an abused of discretion for the district court 
to issue preliminary or permanent injunctive relief even if there was no genuine dispute that copyright infringement 
had occurred. The Second Circuit held that Silverstein’s interest was too slight to warrant injunctive relief, in part 
because Silverstein’s contribution had little impact upon the value of the copyrighted work as a whole. The value of 
the work derived almost exclusively from the poems of Ms. Parker, not from Silverstein’s selection of the poems.  
This fact, coupled with the fact that in attempting to create a “complete” collection, Penguin Putnam was not seeking 
to exploit Silverstein’s selection of poems, weighed against granting any injunctive relief. The Second Circuit noted 
that if it enjoined Penguin Putnam, it would be enjoining it from doing what any other publisher  assembling a 
“complete” work would do.  The fact that Penguin Putnam had deliberately appropriated Silverstein’s selection in 
its attempt to publish a complete work did not alter the fact that such an injunction would be inequitable. Thus, the 
Second Circuit concluded, any injunctive relief would be an abuse of discretion.
  
Practitioners in Sacramento should take note of the Second Circuit’s holding in Silverstein v. Penguin Putnam and 
other cases in which injunctive relief of copyright infringement was denied.  Most copyright infringement cases that 
are litigated in Sacramento address such“thin” or functional copyrights.  Even with a bad fact such as an admission 
of copying, plaintiff’s should not assume, and defendants should not concede, that plaintiff will easily be able to 
enjoin the sale of the infringing work.
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STATUTORY DAMAGES UNDER THE COPYRIGHT ACT ARE NOT SUBJECT TO THE DUE PROCESS LIMITATIONS SET 
FORTH IN BMW V. GORE AND STATE FARM V. CAMPBELL
By Julie L. Harlan

A Maryland district court recently declined to extend the  due process limitations set forth in BMW of North America, 
Inc. v. Gore, 517 U.S. 559, 116 S.Ct. 1589, 134 L.Ed.2d 809 (1996) and State Farm Mutual Automobile Insurance 
Company v. Campbell, 538 U.S. 408, 123 S.Ct. 1513, 155 L.Ed.2d 585 (2003), to statutory damages awards under the 
Copyright Act.   In Lowry’s Reports, Inc. v. Legg Mason, Inc., 2004 WL 251825 (D.MD. Feb. 11, 2004), the plaintiff, 
Lowry’s Reports (“Lowry’s”)  published a stock market news letter. See Lowry’s Reports, Inc. v. Legg Mason, Inc., 
271 F.Supp.2d 737,  (D.Md. 2003).   Lowry’s limits its subscriptions to individuals and requires subscribers to sign 
an agreement that they will not copy or distribute the news letter to non-subscribers. Id. at 742. Nevertheless, 
defendant Legg Mason, a global financial-services firm, sought to avoid this restricting by paying for only a single 
subscription to Lowry’s, which was sent electronically to one of its employees. That employee, in turn, provided 
copies of the news letter to other employees via facsimile and email. Id. at 742-743.  In addition, the employee 
began posting copies of the newsletter on its firm-wide intranet, for any Legg Mason employee’s reference or use.  
Id. at 743. Legg-Mason stopped the posting of the news letter on its intranet after Lowry’s discovered the copyright 
infringement and complained, but continued the practice of sending copies to other employees via email. Lowry’s 
eventually sued Legg-Mason for breach of contract, common law unfair competition, and copyright infringement.  

An owner of a registered copyright may elect to recover either (1) its actual damages plus the infringer’s profits, or 
(2) statutory damages as a remedy for infringement.  17 U.S.C. ¤504(a). The Copyright Act provides that statutory 
damages in an amount between $750 to $30,000 may be awarded for copyright infringement of a copyrighted work. 
17 U.S.C. ¤504(c)(1). This range can be reduced to $200 per infringed work it “the infringer sustains the burden of 
proving …that such infringer was not aware and had no reason to believe that [its] acts constituted an infringement 
of copyright.” 17 USC ¤504(c)(2).   In addition, the amount of statutory damages may be increase to a maximum 
of $150,000 per infringed work if “the copyright owner sustains the burden of proving…that infringement was 
committed willfully.”  17 U.S.C. ¤ 504(c)(2). “Willfulness” means that the infringer either had actual knowledge that 
it was infringing the copyrights or acted in reckless disregard of those rights. Lowry’s Reports, 271 F.Supp.2d at 
753.

The jury found Legg Mason liable for willful copyright infringement and awarded a total of  $19 million in statutory 
damages. Lowry’s Reports, Inc., 2004 WL at * 1. Lowry’s actual damages amounted to only $39,000. Id. ; see Lowry’s 
Reports, Inc. v. Legg Mason, Inc., 271 F.Supp.2d at 751-52 (losing summary adjudication as to whether it can establish 
profits from the copyright infringement). Needless to say, Lowry’s elected to take the statutory damages over the 
actual. 

Legg Mason subsequently moved for judgment as a matter of law or for a new trial on the grounds that the statutory 
damage award violated the Due Process Clause of the Fourteen Amendment. because it was grossly disproportionate 
to the amount of actual damages sustained.

Legg Mason’s argument relied upon the United State Supreme Court decisions BMW of North America, Inc. v. 
Gore, 517 U.S. 559, 116 S.Ct. 1589, 134 L.Ed.2d 809 (1996) and State Farm Mutual Automobile Insurance Company 
v. Campbell, 538 U.S. 408, 123 S.Ct. 1513,  155 L.Ed.2d 585 (2003). Both decisions addressed the constitutionality of 
punitive damage awards. 

In BMW of North America, Inc. v. Gore, 517 U.S. 559, 116 S.Ct. 1589, 134 L.Ed.2d 809 (1996), the United States 
Supreme Court identified three guideposts for determining whether an award of punitive damages violated the Due 
Process Clause of the Fourteenth Amendment: (1) the degree of reprehensibility of the defendant’s conduct; (2) the 
disparity between the harm and potential harm suffered by the plaintiff and the punitive damages award; and (3) the 
difference between the remedy and the civil penalties authorized or imposed in comparable cases. Id. at 575. With 
respect to the first factor, the Court stated that the exemplary damages should reflect the enormity the offence. Id. 
at 575. With respect to the second factor, the Court held that there should be a reasonable relationship between 
the amount of compensatory damages and punitive damages awarded.  Id. at 580. However, the Court rejected the 
“notion that the constitutional line is marked by a simple mathematical formula, even one that compares actual and 
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potential damages to the punitive award…A higher ration may also be justified in cases in which the injury is hard 
to detect or the noneconomic harm might have been difficult to determine.”  Id. at 582 (emphasis in original).   With 
respect to the third factor, the Court stated that legislative judgments concerning appropriate sanctions at issue 
should be given substantial deference.  Id. at 583. In applying these three factors, the Court held that a punitive 
damage award of $2 million awarded to a consumer who sued his BMW dealership for fraud for failing to disclose that 
his car had been repainted and was awarded only $4000 in compensatory damages was constitutionally excessive.

The United States Supreme Court revisited the issue of constitutionally excessive punitive damage awards in State 
Farm Mutual Automobile Insurance Company v. Campbell, 538 U.S. 408, 123 S.Ct. 1513,  155 L.Ed.2d 585 (2003). In 
Campbell, the jury awarded the plaintiffs $2.6 million on compensatory damages and $145 million in punitive damages 
against the plaintiff’s insurance company for Bad Faith, fraud and intentional infliction of emotional distress, which 
the trial court reduced to $1million in compensatory damages and $25 million in punitive damages. Id. at 1518. The 
Utah Supreme Court reinstated the $145 million punitive damage award after apply the Gore factors. Id. at 1519. The 
United States Supreme Court held that it was error to reinstate the $145 million punitive  damages award because 
it violated the Due Process Clause of the Fourteenth Amendment. Although it recognized that punitive damages 
are imposed for deterrence and retribution, the Court held that there are substantive constitutional limitations to 
these awards. Id. at 1519. Specifically, the Court held, elementary notions of fairness dictate that a person receive 
fair notice not only of the conduct that will subject him to punishment, but also of the severity of the penalty that 
may be imposed for such conduct.  Id. at 1520. The Court held that the degree of reprehensibility of a defendant is 
determined by considering whether: the harm caused was physical as opposed to economic; the conduct evidenced 
an indifference to or a reckless disregard of the health or safety of others; the target of the conduct had financial 
vulnerability; the conduct involved repeated actions or was an isolated incident; and the harm was the result of 
intentional malice, trickery, or deceit, or mere accident.   Id. at 1521. Any one of the factors may be sufficient to 
sustain a punitive award, but the absence of all renders the award suspect.  Id. 

The district court in Lowry’s Reports, Inc. v. Legg Mason, Inc., 2004 WL 251825 (D.MD. Feb. 11, 2004) declined to 
extend Gore and Campbell to apply to statutory damage awards. First, the court found that the Gore and Campbell 
guideposts were designed to curb unregulated and arbitrary use of judicial power in awarding punitive damages.  
These dangers were not present in the case of statutory damages, which are limited to specific circumstances. Id. 
at *3.  Further, the court reasoned that statutory damages were enacted because of  the difficulties in proving and 
providing compensation for actual harm in infringement actions.  Hence, it would not make sense to require the 
statutory damages to bear some reasonable relationship to actual damages sustained. Id. at  *3. 
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RE-PUBLISHING COLLECTIVE WORKS IN A DIGITAL ERA: PROCEED WITH CAUTION
By Julie L. Harlan 

“The digital revolution has caused substantial growing pains in the law of copyright as the law has sought to adapt 
to the demands of a new age. This case is yet another example,” and so begins the third opinion in as many years 
examining whether publishers of collective works can re-publish those works in a digital format without engaging 
in copyright infringement. In Faulkner v. National Geographic Society, 2003 WL 22927506 (December 11, 2003), a 
number of freelance photographers and journalist sued the National Geographic Society for copyright infringement 
arising from a CD-Rom which provided all of National Geographic’s magazines in a digital format. At first blush, 
the Faulkner plaintiffs’ copyright infringement claim  was a slam dunk: in Greenberg v. National Geographic, 244 
F.3d 1267 (11th Cir. 2001), cert denied, 122 S.Ct. 347 (2001), the Eleventh Circuit held that the same CD-Rom was 
not privileged pursuant to Section 201(c) of the Copyright Act.  Seizing upon an intervening Supreme Court case 
interpreting Section 201(c), the Faulkner Court reached the opposite conclusion, inviting eventual review by the 
Supreme Court to reconcile the conflicting opinions.

Both Faulkner and Greenberg arose out of National Geographic’s placement of all of its magazines in a digital format 
on a CD-Rom called “The Complete National Geographic.”  The CD-Rom consists of three parts: (1) a multimedia 
introduction  which at one point features ten of National Geographic’s magazine covers transitioning from one to 
another (the “Sequence”); (2) the “body” of the CD-Rom in which each issue of National Geographic from 1888 
to 1996  appears sequentially and is presented to the user in digital format as if reading from a print version 
(the “Replica”); and (3) the computer software that serves as the storage repository and retrieval system for the 
magazine images (the “Program”). 
 
The plaintiff in Greenberg sued National Geographic for copyright infringement of his photographs which were 
in both the Sequence and the Replica portions of the CD-Rom. National Geographic moved for partial summary 
judgment of the copyright infringement claims on the grounds that it was privileged to re-publish the photographs 
in a digital format pursuant to Section 201(c) of the Copyright Act.  Section 201(c) provides: “Copyright in each 
respective contribution of a collective work is distinct from copyright in the collective work as a whole, and vests 
initially in the author of the contribution. In the absence of an express transfer of the copyright or of any rights under 
it, the owner of a copyright in the collective work is presumed to have acquired only the privilege of reproducing and 
distributing the contribution as part of that particular collective work, any revision of that collective work, and any 
later collective work in the same series.” 

In Greenberg, National Geographic argued the CD-Rom was essentially a compendium of all of its issues and 
therefore qualified as a “revision” pursuant to Section 201(c). Although the district court accepted this argument, 
the Eleventh Circuit disagreed based, in part, upon the legislative commentary to Section 201(c), which states: “a 
publishing company could reprint a contribution from one issue in a later issue of its magazine and could reprint an 
article from a 1980 edition of an encyclopedia in a 1990 revision of it; the publisher could not revise the contribution 
itself or include it in a new anthology or an entirely different magazine or other collective work.” The Eleventh Circuit 
held that presence of the Sequence and Program portions of the CD-Rom converted the CD-Rom into an “entirely 
different” product falling outside the purview of the privilege.  In support of its conclusion that the CD-Rom was 
an “entirely different” product, the Eleventh Circuit cited the facts that the CD-Rom was itself “an original work of 
authorship,” was in a different medium, and was target to a new market. 
 
The Supreme Court declined to review the Eleventh Circuit’s Greenberg opinion, having recently heard oral arguments 
in New York Times Company v. Tasini, 533 U.S. 483 (2001) regarding the  applicability of the Section 201(c) privilege to 
the republication of collective works in a digital format. In Tasini, freelance authors of articles previously published 
in periodicals brought a copyright infringement action against publishers and owners of electronic databases after 
their articles were made available on such databases.  One such database was LEXIS/NEXIS, of which every attorney 
is familiar. The LEXIS/NEXIS database permitted the user to locate and view specific articles in a text-based format 
without any visible link to other stories originally published in the same periodical edition and without the publications 
formatting features such as headline size and page placement. The other database, General Periodicals OnDisc, 
reproduces the New York Times Sunday Book Review and Magazine exactly as they appeared on the printed page, 
complete with photographs, captions, advertisements, and other surrounding materials. 

http://www.weintraub.com
http://www.weintraub.com


19weintraub genshlea chediak sproul  |  articles from The Daily Recorder

table of contents
: weintraub.com

As in Greenberg, the freelance authors in Tasini sued for copyright infringement based upon the inclusion of their 
work in these electronic databases.  Also as in Greenberg, the publishers in Tasini argued that their actions were 
privileged pursuant to Section 201(c). The Supreme Court disagreed, but for reasons different than articulated 
by the Eleventh Circuit in Greenberg.   The Supreme Court held that Section 201(c) did not protect the publishers 
because the articles were reproduced and distributed standing alone and not in the context in which they originally 
appeared, e.g., as part of a collective work.   Specifically, the Supreme Court held that in order to determine whether 
the articles qualified as part of a revision for purposes of Article 201(c), the relevant inquiry is how the articles 
are presented to, and perceived by, the end user. Because the LEXIS/NEXIS database presented the articles by 
themselves, without the graphics, formatting, or other articles together which the article was originally published, 
the Supreme Court found that the LEXIS/NEXIS database did not qualify as a revision for purposes of 201(c). The 
articles appearing on the General Periodicals OnDisc database presented a closer question, because they were 
presented in their original format. However, the Supreme Court found that, given the fact that the articles on the 
General Periodicals Database appear  without any material published on other pages of the periodical, the articles 
are not republished “as part of” either the original edition or as part of a “revision” of that edition and therefore the 
201(c) privilege did not apply. 

National Geographic was given a second opportunity to argue the applicability of the 201(c) privilege to its Complete 
National Geographic CD-Rom when a different set of freelance photographers and journalists sued it for copyright 
infringement in Faulkner v. National Geographic Society currently pending before the Southern District of New York.. 
Unlike Greenberg, none of the copyrighted works at issue in Faulkner appeared in the Sequence portion of the CD-
Rom.  In opposition to National Geographic’s motion for partial summary judgment of the copyright infringement 
claims, plaintiffs argued that the it was collaterally estopped from asserting the applicability of 201(c) because the 
Eleventh Circuit’s finding in Greenberg v. National Geographic Society that the CD-Rom was not a “revision” but 
instead was a new work falling outside of the privilege. 

The district court in Faulkner declined to give Greenberg preclusive effect in light of the Supreme Court’s 
intervening decision in Tasini. Essentially, the district court held that the Supreme Court articulated a new test 
in Tasini to determine whether the 201(c) privilege applies, and therefore it was not bound to apply the findings in 
Greenberg:  “Whereas Greenberg resolved the revision issue by looking to the question whether the CNG contained 
independently copyrightable elements in addition to the previously published collective works, i.e., the Magazine. 
Tasini took a different approach. It focused instead on whether the individual contributions appeared in the putative 
revisions –the electronic databases—in the same contexts in which they appeared in the original collective works.” 
Consequently, the district court declined to apply collateral estoppel to prevent National Geographic from asserting 
the 201(c) privilege. 

In addressing the merits of the 201(c) defense, the Faulkner Court held that the mere fact that the new publication 
could qualify as a derivative work is not reason to exempt the work from the privilege in light the legislative comments 
to 201(c) which used the term “entirely different” rather than “derivative work” in describing circumstances in which 
the privilege did not apply. Applying the test articulated in Tasini, the Faulkner Court reasoned that a work is not 
“entirely different” if it is presented to and perceived by the user in a similar manner as the original publication.  
Because the copyrighted works on the CD-Rom are presented to and perceived by the user as if the user were 
viewing print versions of the magazine, the Faulkner Court reasoned, the CD-Rom was not “entirely different” and 
instead qualified as a “revision” subject to the 201(c) privilege. 

The Faulkner Court also rejected the argument accepted by the Eleventh Circuit in Greenberg that the presence 
of the Program portion of the CD-Rom made it “entirely different” from the magazine, on the grounds that to 
hold otherwise would contravene the policy of media neutrality fundamental to Copyright Law. The Faulkner Court 
likened the search and retrieval capabilities provided by the Program to the binding of individual issues of the 
magazines into more convenient stiff backed volumes with printed indices, which no one suggests would infringe the 
copyrights of the individual contributors. Thus, the Faulkner Court found that the CD-Rom was privileged pursuant 
to Section 201(c) and entered partial summary judgment on the copyright infringement claims in favor of National 
Geographic.
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In reaching its decision, the Faulkner Court was cognizant that its holding directly contravened that be the Eleventh 
Circuit in Greenberg: “The issue is one of substantial importance to the development of copyright law and its impact 
on the dissemination of knowledge. The Second Circuit, to which any appeal here would be taken, of course is a 
jurisdiction coordinate to that of the Eleventh Circuit.  In the event of a circuit conflict, the matter likely would go to 
the Supreme Court. A decision on the merits here thus would promote the development of the law on this important 
point.” Time will tell if the Supreme Court is ever given the opportunity to reconcile the Faulkner decision with 
Greenberg. One hopes that it is given the opportunity, as the Faulkner decision is the better reasoned decision, 
appropriately balancing the rights of publishers of collective works and the rights of individual contributors in the 
digital age. 
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NINTH CIRCUIT RULES THAT THUMBNAILS ARE A FAIR USE 
By Julie L. Harlan 

After hearing oral arguments in 2001 and issuing and withdrawing one opinion on other grounds, the Ninth Circuit 
finally issued a published opinion deciding whether the use of “thumbnails” for search engines is a “fair use” under 
the Copyright Act.  In Kelly v. Arriba Soft Corporation, 336 F.3d 811 (9th Cir. 2003), the Ninth Circuit affirmed its 
previous holding in its withdrawn opinion Kelly v. Arriba Soft Corporation, 280 F.3d 934 (9th Cir. 2002) that the use of 
“thumbnails” for a search engine constituted fair use.  

The plaintiff in Kelly v. Arriba Soft Corporation is a professional photographer who has copyrighted many of his 
images of the American West. The plaintiff placed some of these images on his own website and some on other 
websites pursuant to licensing agreements. The defendant, Arriba Soft Corporation, operates an Internet search 
engine that displays its results in small pictures known as “thumbnails” rather than in the more common form of 
text.  Arriba obtains its database of pictures by copying images from other web sites.  Specifically, Arriba developed a 
computer program that “crawls” the web looking for images to index. The crawler then downloads full-sized copies 
of these images onto Arriba’s server.  Arriba’s program then uses these downloaded copies to create smaller, lower 
resolution “thumbnails” of the images.   Once the thumbnails are created, the full-sized image is deleted from 
Arriba’s server.  A user can copy these thumbnails, but cannot improve the resolution of the “thumbnail” without a 
resulting loss of clarity of the image.  

Upon discovering that some of his photographs appeared on the Arriba website, the plaintiff sued Arriba for copyright 
infringement. The district court found Arriba’s unauthorized reproduction and display of the plaintiff’s copyrighted 
works in the form of thumbnails for its search engine was a non-infringing “fair use” under Section 107 of the 
Copyright Act.  In so holding, the district court found that the thumbnails were significantly transformative and that 
the use did not harm the market for or value of the plaintiff’s works.  The plaintiff photographer appealed. 

The Ninth Circuit affirmed the district court’s fair use finding.  As noted by the Ninth Circuit, whether a use constitutes 
a “fair use” under Section 107 of the Copyright Act presents a mixed question of law and fact. The purpose of the fair 
use exception is to permit courts to avoid rigid application of the copyright statute when, on occasion, it would stifle 
the very creativity the copyright laws were designed to foster. In determining whether a use qualifies as a fair use,  
courts weigh the following four factors: (1) the purpose and character of the use, including whether such use is of 
a commercial nature or is for nonprofit educational purposes; (2) the nature of the copyrights work; (3) the amount 
and substantiality of the portion used in relation to the copyrighted work as a whole; and (4) the effect of the use 
upon the potential market for or value of the copyrighted work. 17 U.S.C. ¤ 107.  

With respect to the first factor, a commercial use does not automatically disqualify a use from a finding of fair 
use. Instead, the central purpose of the first factor is to determine “whether the new work merely supersede[s] 
the objects of the original creation, or instead adds something new, with a further purpose or different character, 
altering the first with new expression, meaning, or message; it asks, in other words, whether and to what extent the 
new work is transformative.” Id. at 818 (quoting Campbell v. Acuff-Rose Music, Inc., 510 U.S. 569, 579, 114 S.Ct. 1164, 
127 L.Ed.2d 500 (1994).) The more transformative the work, the less important the other factors become, including 
commercialization.  Id. Hence, although Arriba operated its website for commercial purposes, this did not preclude 
a finding of fair use. In analyzing this factor, the Ninth Circuit thought it noteworthy that the commercial nature of 
the Arriba website was not derived directly from the copyrighted material. In other words, Arriba was not using the 
images to promote its website nor was it trying to sell the images. The Ninth Circuit held that because the use was 
not “highly exploitative,” the commercial nature of the use weighed only slightly against a finding of fair use. 

The Ninth Circuit then inquired whether Arriba’s use was transformative, that is whether if superceded the object of 
the original or instead added a further purpose or a different character. Once again, the Ninth Circuit refused to hold 
that any use where the original is merely reproduced and nothing additional is added can never be transformative. 
Instead, the Ninth Circuit found it to be significant that the thumbnails served an entirely different purpose than the 
original images. Whereas the plaintiff’s images were intended “to inform and to engage the viewed in an aesthetic 
experience, Arriba’s use of the images functioned as a tool to held index and improve access to the original images 
on the internet.  The fact that users were unlikely to enlargen the thumbnails and use them for artistic purposes 
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due to the resulting loss in clarity further supported a finding that the images were transformative. By using the 
images for a different function, the Ninth Circuit reasoned, Arriba was promoting both the goals of the Copyright Act 
and the fair use exception: “The thumbnails do not stifle artistic creativity because they are not used for illustrative 
or artistic purposes and therefore do not supplant the need for the originals. In addition, they benefit the public by 
enhancing information-gathering techniques on the internet.”  Id. at 820. Thus, the first factor weighed in favor of 
finding fair use. 

With respect to the second factor, the Ninth Circuit acknowledged that works that are creative in nature are closer to 
the core of intended copyright protection than are more fact-based works and that photographs fit into this creative 
category. In addition, the Ninth Circuit noted that the scope of fair use for published works such as the plaintiff’s 
photographs is broader than unpublished works because the first appearance of the work has already occurred. In 
analyzing these two elements, the Ninth Circuit found that the third factor weighed slightly in favor of finding against 
fair use. 

Third, the Ninth Circuit held that the amount and substantiality of the portions used weighed in favor of finding a 
fair use. While acknowledging that copying of an entire work militates against a finding of fair use, if the secondary 
user uses only as much as is necessary for his or her intended use, then this factor will not weigh against him or 
her. The Ninth Circuit held that application of this factor was a draw: Although Arriba used the entire image, it was 
reasonable and necessary for Arriba to do so in order for  users to recognize the image and decide whether to 
pursue more information regarding it. 
 
Fourth and finally, the Ninth Circuit enquired as to the effect Arriba’s use would have upon the potential market 
for, or value of the copyrighted images. Specifically, Court considered “not only the extent of market harm caused 
by the particular actions of the alleged infringer, but also ‘whether unrestricted and widespread conduct of the 
sort engaged in by the defendant … would result in a substantially adverse impact on the potential market for the 
original.’”  Id. at 821 (quoting Campbell, 510 U.S. at 586-87, 114 S.Ct. 1164.) While acknowledging that the plaintiff’s 
images related to many potential markets, including but not limited to attracting users to plaintiff’s own web page 
where he could sell advertising space and selling or licensing his images to other web sites, the Ninth Circuit held 
that use of the plaintiff’s images as thumbnails did not harm these markets.  The Ninth Circuit found that the use 
of the images as thumbnails would have the effect of guiding users to plaintiff’s web site not away from it. Further, 
the thumbnails would not be a substitute for the full sized images, once again due to their low-resolution.  Thus, the 
fourth factor weighed in favor of fair use. 
In sum, the Ninth Circuit held that two factors weigh in favor of a finding of fair use, one weighs against fair use, 
and one resulted in a draw.  Thus, the Ninth Circuit concluded that the use of the images as thumbnails in Arriba’s 
search engines was a fair use.  

Implicitly acknowledging the importance the resolution of the thumbnails played in its analysis, the Ninth Circuit 
carefully noted “[w]e do not suggest that the inferior display quality of a reproduction is in any way disparities or will 
always assist an alleged infringer in demonstrating fair use. In this case, however, it is extremely unlikely that users 
would download thumbnails for display purposes, as the quality full-size versions are easily accessible from Kelly’s 
websites.  In addition, we note that in the unique context of photographic images, the quality of the reproduction may 
matter more than in other fields of creative endeavor.  The appearance of photographic images accounts for virtually 
their entire aesthetic value.” Despite this caveat, one wonders if the Ninth Circuit’s conclusion would be different 
if the technology develops to the point that the resolution of thumbnails are as good as full sized images or if the 
thumbnails were of another artistic medium.
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WILL COPYRIGHT PROTECTION LAST FOREVER?  
COPYRIGHT TERM EXTENSION CASE TO BE REVIEWED BY THE U.S. SUPREME COURT
By Pamela Winston Bertani 

It’s known by some as copyright creep – the incremental extensions of copyright protection that have occurred 
over the past century. The Copyright Term Extension Act of 1998 (CTEA), which is currently at issue in the case of 
Eldred v. Ashcroft, is but the latest in a series of Congressional extensions of the copyright term. Last Tuesday, 
February 25th, the United States Supreme Court granted certiorari to hear Eldred v. Ashcroft, a case challenging 
the constitutionality of the CTEA and stirring up serious debate over whether more, or less, protection best achieves 
the Congressional mandate “[t]o promote the Progress of Science and useful Arts, by securing for limited Times to 
Authors and Inventors the exclusive Right to their respective Writings and Discoveries.” 

The CTEA’s original proponent was the late Congressman Sonny Bono. After his death in 1998 his widow, Mary Bono, 
succeeded to the House of Representatives seat and continued pursuing Bono’s copyright campaign to extend the 
term of protection.  Prior to the CTEA, the term of copyright protection as set forth in the amended Copyright Act 
of 1976 (17 U.S.C. ¤ 101 et seq.), was for the life of the author plus 50 years after his or her death, and 75 years for 
corporations. The CTEA amends various provisions of the Copyright Act and extends the copyright protection term 
for an additional 20 years as follows: (1) the terms of copyright protection is extended to the life of the author plus 
70 years for works that were created in or after 1978, and to which an individual currently holds the copyright; (2) 
for a work created in 1978 or later that is anonymous, or pseudonymous, or is made for hire, the term is extended 
from 75 to 95 years from the year of publication or from 100 to 120 years from the year of creation, whichever occurs 
first; and (3) for a work created before 1978, for which the initial term of copyright was 28 years, the renewal term is 
extended from 47 to 67 years, thereby creating a combined term of 95 years. In all three situations the CTEA applies 
retrospectively since it extends the terms of subsisting copyrights. According to the Court of Appeals for the District 
of Columbia Circuit, the above-stated term extensions better aligns United States copyright protection with the 
protection available in the European Union. 

The named plaintiff in Eldred v. Ashcroft is Eric Eldred, who runs a free Internet library that offers the text of 
about 50 classic books, poems, and essays that are in the public domain. He and the other plaintiffs, including 
corporations, associations and other individuals, rely upon public domain work for their livelihood through either 
publishing or online posting. Collectively they contend that Congress exceeded its constitutional authority by again 
extending copyright protection terms – Congress has extended the term of copyright protection a total of 11 times in 
the past century. Plaintiffs argue further that the CTEA is beyond Congress’ power and therefore unconstitutional for 
three primary reasons: first, the CTEA, in both its prospective and retrospective applications, fails the intermediate 
scrutiny appropriate under the First Amendment; second, in its application to preexisting works, the CTEA violates 
the originality requirement of the Copyright Clause; and third, in extending the term of subsisting copyrights, the 
CTEA violates the “limited Times” requirement of the Copyright Clause. 

The D.C. Circuit disagreed. According to the Court, the regime of copyright itself respects and adequately safeguards 
the freedom of speech protected by the First Amendment.  Copyright law recognizes that an “idea/expression 
dichotomy” strikes a definitional balance between the First Amendment and the Copyright Act by permitting free 
communication of facts while still protecting an author’s expression. On the originality issue, the Court found that 
plaintiffs mistakenly read the Supreme Court’s ruling in Feist Publications v. Rural Telephone Service Co. too broadly, 
and interpreted that case as meaning that a work already in the public domain lacks the originality required to 
qualify for copyright protection. The Court explained further that the issue in this respect is not whether a particular 
work qualifies for copyright protection – indeed, the relevant works are already copyright protected – the real issue 
is whether copyright protection may by statute be continued in force beyond the renewal term specified by the law in 
existence when the copyright was first granted. Thus, plaintiffs’ argument missed the mark because originality is by 
its nature a threshold inquiry relevant to copyrightability, not a continuing concern relevant to Congress’ authority to 
extend the copyright protection term. Finally, with respect to plaintiffs’ argument that pursuant to the Constitution, 
copyright protection is to endure only for “limited Times”, the Court agreed that if Congress were to make copyright 
protection permanent then it would surely exceed its power under the Copyright Clause. However, the Court found 
that applying the “limited Times” language to the Copyright Clause preamble does not constitute a substantive limit 
on Congress’ power to extend copyright protection. 
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According to Stanford Law School Professor Lawrence Lessig, lead counsel for Eldred, by repeatedly extending 
the terms of existing copyright protection – as it has eleven times in the past forty years – Congress has adopted a 
practice that defeats the Framers’ plan by which Congress is obligated to limit reasonable copyright terms in order 
to stimulate new creative work.  Daniel Bromberg, a Washington partner for Jones, Day, Reavis & Pogue, represents 
sheet music companies and film restorers that use public domain work. Bromberg, who agrees with Lessing that 
the Bono bill is contrary to the Framers’ intent, believes that “[t]he purpose of copyright power was not just to 
encourage existing authors, but also to create a public domain that would provide a source of enjoyment for the 
public and a source of inspiration to future authors and artists.” Conversely, book publishers, music companies, and 
the heirs of copyright holders say that the law does not overreach and that its added intellectual property protection 
is beneficial. 

Many commentators characterize the Supreme Court’s decision to hear the case as a surprise move – one that is 
likely to generate a wave of amicus briefs from corporations that want to keep the law on the books. A decision in 
this case is expected later this year. 
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COPYRIGHT DEATH TRAP WAITING FOR REAL ESTATE DEVELOPERS
By Scott Hervey 

Real estate lawyers take heed.  Waiting in the tall grass of your client’s real estate development project may be a 
thorny copyright issue that could cost your client all of the profit it earned on the project, and would probably buy 
you a serious malpractice claim. 

In the course of developing a real estate project, whether it is a residential community or a commercial project, a 
central component of the project is the architectural plan.  Unless the developer (and the developer’s counsel) are 
aware of how the Copyright laws affects what the developer can (and more importantly, can’t) do with the plan, the 
developer may find itself on the receiving end of a Copyright infringement lawsuit.  Why? Because an architectural 
plan, as well as other architectural works, are protected under Copyright laws, and these laws govern who owns the 
plans and what can and can’t be done with the plan. 

Scope of Protection Granted Architectural Works 
In 1990, Congress enacted the Architectural Works Copyright Protection Act (the “Act”). The Act increased the scope 
of protection architectural works are entitled to under United States Copyright laws. The Act was passed in efforts 
to make United States Copyright laws more compatible with the Berne Convention For The Protection of Literary 
And Artistic Works. 

According to a report prepared by the then Register of Copyrights, pre Act copyright laws provided adequate 
protection for architectural blueprints, plans, drawings and models. However, the adequacy of protection under 
Berne Convention standards for the constructed design of architectural structures was in doubt. Although the Act, 
when it was in Bill form, was intended to address this perceived gap, the legislative history provides us with insight 
into the intended scope of protection accorded to architectural works, including blueprints and plans. 
The Act amended the definition section of the Copyright Act (17 USC 101) by adding the following definition of 
“architectural works:” 

An ‘’architectural work’’ is the design of a building as embodied in any tangible medium of expression, including 
a building, architectural plans, or drawings. The work includes the overall form as well as the arrangement and 
composition of spaces and elements in the design, but does not include individual standard features. 

The House Report on the Copyright Amendments Act of 1990 (which includes the Act) (the “Report”) provides a 
section by section analysis and discussion of the Act. In discussing the definition of architectural works, the Report 
identifies the elements of a protected architectural work. The Report states that “protection does not extend to 
individual standard features, such as common windows, doors and other stable building components.”  The Report 
makes clear, however, that the provision is not intended to “exclude from copyright protection any individual feature 
that reflects the architect’s creativity.” 

Commenting on the meaning of “arrangement and composition of spaces and elements in the design” the Report 
noted that this phrase recognizes that creativity in architecture frequently takes the form of selection, coordination 
or arrangement of unprotectable elements into an original, protectible whole, and that a architect may incorporate 
new, protectible elements into standard features that might not otherwise be protectable and create an original, 
protectible whole. 

The Report sets out a two step analysis to be engaged in when determining the scope of protectability for an 
architectural work.  
First, an architectural work should be examined to determine whether there are original design elements present, 
including overall shape and interior architecture. If such design elements are present, a second step is reached 
to examine whether the design elements are functionally required. If the design elements are not functionally 
required, the work is protectible without regard to physical or conceptual separability. 

Protection would be denied for the functionally determined elements, but would be available for the nonfunctional 
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elements. The Report states that courts must be free to decide the level and scope of protection, and evidence that 
there is more than one method of obtaining a given functional result may be considered in evaluating the scope of 
protection. The Report notes that the Act incorporates the general standards of originality applicable for all other 
copyrightable subject matter, and the determination of infringement is to be made according to the same standard 
applicable to all other forms of protected mater. 

How Issues of Infringement Can Arise and How to Avoid Them 
Poor planning and a lack of understanding can lead to a developer finding itself in hot water with regard to 
architectural plans.  Just because a developer paid an architect to come up with drawings does not mean that the 
developer can do whatever it wants with the drawings. Granted, case law has held that in certain circumstances the 
developer may have an implied license to perform the acts that are the subject of the infringement suit. However, 
defending an infringement claim can be quite expensive. Preventing the situation from arising will be much easier 
on the pocketbook. 

Anytime your client is working with an architect, make sure that there is an engagement letter in place and it is clear 
on exactly what can and can’t be done with plans or other drawings created by the architect. Also, make sure that 
the engagement letter is crystal clear on exactly who owns the plans.  I have seen engagement letter from architects 
that state that the architect is the owner of the copyright in the plan and that any contributions by the developer 
to the plan is a work made for hire and made on the architect’s behalf. As long as the developer understands the 
implication of these provisions, major problems can be avoided. Representing developers, I would rather have my 
client own the rights to its contributions. I can just imagine the horror a developer would experience upon finding 
out that the architect he worked with in developing a completely unique floor plan is now selling the plans to all the 
other major builders in the area. 

 Developers can find themselves facing copyright infringement issues if they change architects mid project and 
continue to use the drawings created by the first architect. To preserve the right to do this, the developer should 
make sure that this right is specifically reserved in the engagement letter. Usually most reasonable architects will 
allow the developer this right in exchange for being indemnified against any claims related to work performed by 
the new architect. 

Some engagement letters I have seen from architects allow a developer to freely reuse a plan or other drawing 
without having to pay a reuse fee as long as it is being used for the same development. If a developer wishes to reuse 
a drawing for multiple developments, the developer should bring that up as soon as possible and make sure that it 
finds its way into the engagement letter. 

The real estate developer and his counsel should give serious consideration of how to incorporate the requirements 
of the Copyright laws into the company’s best practices. While hand shake deals are still commonplace in the real 
estate and construction industries, they just won’t cut as far as the Copyright laws are concerned. 
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NOTHING LASTS FOREVER; INCLUDING COPYRIGHT ASSIGNMENTS 
By Scott Hervey 

It is a disturbing truth; nothing lasts forever, including intellectual property. Most types of intellectual property have 
a definite lifespan, with Copyrights lasting the life of the author plus 70 years, or in the case of works made for 
hire, the sooner of 95 years from the year of publication or 120 years from creation. However, what Congress gives, 
Congress can take away. In 1976, when Congress added 28 years to the Copyright term, it also saw fit to take away 
all rights from those parties to whom Copyrights had been assigned or licensed. 

Section 304(c) of the Copyright Act allows authors to recapture the rights to copyrights they had signed away.  The 
section provides that, other than a work made for hire, authors can terminate the exclusive or nonexclusive grant of 
a transfer or license of a copyright “notwithstanding any agreement to the contrary.” If the grant was prior to 1977, 
then it could be terminated at the later of 56 years from the date of the grant, or on January 1, 1978. If the grant was 
post 1977, the earliest a notice of termination could be served would be 25 years from the date of the grant. This 
section of the Copyright Act could end up being most problematic for entertainment industry companies, who more 
often than not, acquire works through assignment rather than having them created by an employee. 

Over the past few years, a few copyright owners and their heirs have been locked in battle with publishers, movie 
studios and record companies over Copyright terminations.  In 1999 Jerry Siegel’s heirs fought to terminate Siegel’s 
half of the Superman copyright, and the most recent battle in the comic book wars pits Joe Simon, the creator of 
Captain America, against Marvel Comics.
 
In 1940, the United States was on the verge of entering into the raging war in Europe.  Simon had found the perfect 
villain in Adolf Hitler, and his ultimate foil in Captain America.  The early drawings and storyline created a picture 
of patriotism and honor, and also emphasized the fact that Captain America did not have superpowers, but rather 
used strength, bravery and intellect to battle Hitler and his army. 

Martin and Jean Goodman, doing business as Timely Comics, and Simon entered into an oral agreement regarding 
the publication the Captain America comic strip. Although the terms of the oral agreement are in debate, Simon 
claims Timely was to pay him $12 per page for the first book and 25% of the profit. The first edition sold out with 
close to 1 million copies distributed. Timely, like most publishers of the day, never memorialized its agreement 
with Simon in writing. However, the Goodmans did apply for and receive copyright registrations for each of the early 
editions of Captain America. 

After World War II Captain America faded from the comic book scene.  Timely had been acquired by Marvel Comics 
and Simon had gone his separate ways. However, in the early 60’s, Marvel reintroduced Captain America.  Simon 
filed a number of lawsuits against the Goodmans, Timely and Marvel, wherein he claimed that he was the sole author 
and creator of Captain America and he sought declatory judgment that he had the exclusive right to its copyright. 
The defendants denied Simon’s acquisitions and claimed that Captain America was a work made for hire. 

After years of intense litigation, under the burden of large attorney fees, Simon eventually settled with the defendants 
in exchange for a little more than three thousand dollars.  As part of the settlement agreement, Simon stipulated 
that he created Captain America for Timely as a work made for hire. Both parties thought the matter was over. 
Ten years after Simon settled with Marvel, Congress passed an amendment to section 304(c) of the Copyright Act, 
which contained the termination provisions.  However, it would be another twenty years before Simon became 
aware of the fact that he may have a second chance at getting Captain America back. 

In 1999, after reading about Jerry Siegel’s heirs and their attempts to recapture the rights to Superman, Simon 
served a notice of termination of his transfer of rights on Marvel and filed a copy of the notice with the Copyright 
Office. Marvel responded by filing suit against Simon, seeking a declaratory judgment that the termination notice 
was invalid and that Marvel was the sole owner of the copyrights. Two years later, the U.S. District Court for the 
Southern District of New York granted summary judgment in favor of Marvel, finding that Simon’s acknowledgement 
in the 1966 settlement agreement prevented him from exercising his termination rights. 
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On appeal, the Second Circuit reversed the District court’s ruling and remanded the case.  The Court noted that 
Section 304(c) provides that, other than a work made for hire, an author could terminate the exclusive or nonexclusive 
grant of a transfer or license of a copyright “notwithstanding any agreement to the contrary.” The court stated 
that the 1966 settlement agreement does not in and of itself prohibit Simon from pursuing his termination rights 
because the settlement agreement was an “agreement to the contrary.” As a result of the Second Circuit’s ruling, 
Marvel, because it has the onus of challenging the validity of the termination notice, must put on evidence sufficient 
to establish that Captain America was a work made for hire. While this is easily said, examining 89 year old Simon 
-who made a pittance compared to the millions Marvel made through the commercialization of Captain America 
- may not sit well with the jury. 

What are the lessons to be learned from this tale? For those in the business of acquiring copyrightable works 
whose commercial lifespan could exceed 25-35 years, there are a few issues to consider. If your business model is 
such that acquiring content through assignments directly from the author is the only workable avenue, then it is 
important to keep in mind that you only have 25-35 years to maximize the commercial value of the work.  You could 
employ a strategy to inexorably link a trademark (such as the name “Captain America”) with the copyrightable work. 
Trademark rights are owned by the user of the mark, and once assigned, they don’t ever revert back.  This way, 
it would be impossible to commercialize one without the other. This strategy will only result in renegotiating the 
royalty structure with the author. 
Another approach would be to have all content created by employees rather than freelancers. This way the work 
would be considered a work made for hire and the termination provisions of Section 304(c) would not apply.  While 
this may be a workable solution for certain businesses and segments of the entertainment industry, it would not 
work for the music, television and motion picture industries. 

Another strategy, and one that can work for the three giant segments of the entertainment business, involves a 
little more advanced planning and paperwork. The business can require the freelance author to incorporate and, 
for the sake of completeness, put into place an employment agreement between the author’s company and the 
author.  Then, when the business acquires the copyright to the content from the author’s company, because the 
author created the content for his company as a work made for hire, the termination provisions of Section 304(c) do 
not apply. 
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THE IMPLIED COPYRIGHT LICENSE AFTER FOAD
By Scott Hervey 

One of the more common disputes in the Copyright area is a dispute over rights acquired by a non-author. This 
usually arises when the non-author attempts to exercise rights, which the author claims to be outside of the scope 
of rights initially granted.  The classic situation is where a company hires an independent contractor to perform 
services which includes the creation of a copyrightable work (any original work of authorship fixed in any tangible 
medium of expression) and the written agreement between the parties (if one even exists) is void of any discussion 
of rights to the work. After the employer has incorporated the work into some larger process (i.e., incorporation 
of a sub-program into a computer program) or taken some other action, the parties begin to argue about how the 
employer is using the independent contractor’s work. If the employer did not consult a copyright attorney before 
hiring the contractor, it may be in for a rude awakening – the realization that it does not “own” the work to do with 
as it pleases.  

In Foad Consulting Group Inc. v. Musil Govan Azzalino, et al. (9th Cir. October 2001) the defendants were faced with 
a similar unpleasant situation. However, the Ninth Circuit, in reviewing de novo the district court’s finding on the 
defendant’s motion for summary judgment, affirmed the grant of summary judgment by applying a principal of law 
that had not been briefed, argued, or even raised in the district court. 

In 1995, Foad Consulting Group was hired by the developer of a large shopping center project to prepare preliminary 
and revised plot plans and create final engineering drawings for the project. After the revised plot plan was approved 
by the city, the rights to develop the project were transferred to two different developers. In October 1996, the 
then current developer hired Musil Govan Azzalino (MAG) to perform architectural and engineering services for the 
project. MAG obtained copies of the revised plot plan and other documents from the city and from Foad, and created 
a final site plan for the project.  The final site plan was created by MAG by copying much of Foad’s revised plot plan. 
After creating the final site plan, MAG circulated it to the city as well as the shopping center’s potential tenants.  

Concerned that MAG’s conduct constituted a violation of its copyright, Foad sent a letter to MAG in February, 1997 
informing MAG that it was infringing on its copyright. In August 1997, Foad filed a complaint against MAG, the current 
developer and others alleging copyright infringement.  On April 15, 1998, the District Court granted the defendants’ 
motion for summary judgment on the grounds that the merger doctrine barred the plaintiff’s claims. (Under the 
merger doctrine, a court will not protect a copyrighted work from infringement if the idea underlying the copyright 
work can be expressed in only one way. Because only the expression of any idea can be copyrighted and not the idea 
itself, a court will bar an infringement claim where it concludes that the works idea and expression merge. ETS-
Hokin v. Skyy Spirits, Inc. 225 F.3d 1086, 1082 (9th Cir. 2000).) Foad appealed the District Court’s ruling. 
The Ninth Circuit chose not to analyze whether or not the merger doctrine applied.  Instead, the Ninth Circuit 
focused on the rights of the parties and whether MAG and the other defendants maintained the right to engage in 
the actions they took. Under the copyright act, the owner of a copyright has the exclusive right to reproduce, adapt 
and modify, distribute, publish, perform and display the work. (17 U.S.C. ¤ 106) A copyright owner may transfer any 
or all of these rights, but in order for the transfer to be valid, it must be in writing. (17 U.S.C. ¤ 204(a)) However, the 
writing requirement applies only to transfers of exclusive rights; grants of nonexclusive copyright licenses are not 
required to be in writing. 

Foad alleged that MAG and the other defendants infringed its copyright in the revised plot plan by copying and 
modifying it and by publishing the resulting work.  Foad also contended that the defendants infringed its right to 
reproduce the copyrighted work by using the revised plot plan without permission to build the project, and also 
infringed its exclusive right to adapt the copyrighted work by using the plot plan as a basis for the final site plan. 
Lastly, Foad claimed that the defendants infringed its right to publish the copyrighted work by filing the final site 
plan with the city and circulating it amongst the prospective tenants.  There was nothing in the initial contract 
between Foad and the original developer which purported to transfer any of Foad’s exclusive rights to the developer 
and the defendants were not able to identify any other writing which evidenced a transfer of copyright. As such, the 
issue the court would consider was whether Foad granted the initial developer a nonexclusive license to copy and 
modify its revised plot plan and to publish the resulting work. 
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In determining whether such an implied license existed, the court was first required to determine whether federal or 
state law applies in determining whether a copyright holder is granted an implied non-exclusive copyright license to 
a third party. The court noted that as a general matter, courts rely on state law to fill in the gaps that Congress leaves 
in federal statutes. In reviewing a number of cases applying state law to the determination of issues tangential to 
copyright issues (i.e. ownership, royalty rights), the court noted that where the Copyright Act does not address an 
issue, the courts are to turn to state law to resolve the matter so long as it does not conflict with the Copyright Act. 
In that Congress did not wish to regulate the conditions under which a copyright holder can grant a non-exclusive 
copyright license to another, the court noted that there is no reason that copyright licenses should not be left to 
state law. The court held that as long as it does not conflict with the Copyright Act, state law determine whether a 
copyright holder grants an implied non-exclusive license and the court may look to parol evidence to flush out its 
terms. 

In determining that Foad granted the developer a license to reproduce, the court noted that the central purpose 
of the contract was for the production of a set of engineering documents  and the processing of these documents 
with the city. The court noted that Foad was paid $175,000.00 for its services. Given the amount of money Foad was 
paid and because part of the agreement was for Foad to help the developer with its application to the city, the court 
noted that it would be surprising if the parties intended for the developer to seek Foad’s permission before using 
the plan to develop the project. Had that been the partys’ intention, the court noted that one would expect to see the 
requirement spelled out exclusively in the agreement. 

Next, the court addressed whether the developer had an implied license to adapt the revised plot plan and create a 
derivative work (the final site plan).  First the court noted that the written contract between Foad and the developer 
does not contain any language prohibiting a modification of the revised plot plan. Rather, the court looked to the 
indemnity provision in the agreement as an implied grant of such a right.  The indemnity clause required the 
developer to indemnify Foad in the event a third parties modifies the plan and the changes lead to some liability. 
This clause did not require the developer to obtain Foad’s consent in order to modify the plan, it merely required 
consent in order to avoid Foad’s waiver of liability. The court concluded that the indemnification clause, along with 
the absence of any prohibition against modification by others indicated that the developer acquired an implied 
license to create a derivative work.  

Finally, the court found that the developer enjoyed an implied license to publish the final site plan and filing the plan 
with city and circulating it among prospective tenants was not a violation of Foad’s rights.  The court noted, given 
the developer had a license to reproduce and adapt the revised plot plan for the purpose of developing the project, 
it would defy common sense to conclude that the contract, at the same time, withheld permission to publish the 
resulting work for the same purpose. 

Lastly, the court addressed the effect of the “no assignment” clause in the contract. Foad argued that pursuant to 
this clause, even if the original developer enjoyed such a broad license, in the absence of its written consent to an 
assignment of rights, the license granted to the first developer was not passed on to its successors. Countering 
Foad’s claim, the court noted that in California, contractual provisions against assignment are for the benefit of the 
vendor, and no way affect the validity of an assignment without consent as between the assignor and assignee. The 
court held that the limitation on assignments contained in the contract between Foad and the original contractor 
did not affect the validity of the transfer of development rights, including the rights concerning the revised plot plan. 
Interestingly, the court did not address how this part of the holding was not contrary to cases holding that an implied 
license is personal in nature, and a non-exclusive copyright license is not assignable. (See Proman v. Catapult 
Entertainment, Inc. (165 F.3d 747 (9th Cir. 1999))). 

Quite frequently, businesses end up in situations similar to the developer of the project. It hires a contractor to create a work 
(an architectural rendering, software code, etc.) with the belief that they own all rights to the work. (For whatever reason, 
this appears to be especially problematic in the software development industry.) When a dispute comes to light, the business 
is faced with the ugly realization that it may not own all the rights it first thought it did and its use or modification of the 
independent contractor’s work may constitute copyright infringement. However, the conclusion to be drawn from Foad is 
that unless the independent contractor explicitly states that there is no implied license to use and modify the work and may 
not assign any rights to the work, at least in the Ninth Circuit, an implied license will exist and may be assigned.
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SERVICE OF PROCESS IN THE AGE OF ECOMMERCE
Dale C. Campbell  

Your client’s business is being harmed by an offshore internet company. How can you protect your client if its e-
business competitor has no physical address at which you can effectuate personal service? In a decision rendered 
last week that “tread[s] upon untrodden ground”, the Ninth Circuit Court of Appeals held that service may be 
accomplished through email. “When faced with an international e-business scofflaw playing hide-and-seek with 
the federal court, email may be the only means of effectuating service of process.” (Rio Properties, Inc. v. Rio 
International Interlink (March 20, 2002) U.S. Court of Appeals for the Ninth Circuit, Case Nos. 01-15466 and 01-
15784.)  But don’t get your hopes up. You can’t just start emailing the summons and complaint on a whim.

The relevant facts of Rio Properties, Inc. (“RIO”) v. Rio International Interlink (“RII”) are important in order to 
understand the ruling. RIO owns and operates the Rio All Suite Casino and Resort in Las Vegas. RII is a Costa 
Rican entity that operates internet sports gambling operations. RII operated an on-line gambling operation at www.
betrio.com, doing business only through its website. The offshore business has no known physical address, either 
in the United States or offshore. RIO sued RII in the United States District Court, District of Nevada, alleging various 
trademark infringement claims and seeking to enjoin RII from the continued use of the name “Rio.” RIO discovered 
that RII did not have an address in the United States for service of process. The only United States address used by 
RII was the address for its international internet courier, which was not authorized to accept service on RII’s behalf.  
Nevertheless, RIO delivered a copy of the summons and complaint to the courier, who then apparently forwarded 
it to an attorney representing RII. The attorney spoke with RIO’s counsel to ask for a full and complete copy of the 
complaint, but specifically stated that he was not authorized to accept service on behalf of RII. RIO searched and was 
unable to locate any address in Costa Rica for RII.

RIO petitioned the District Court for an emergency motion for alternative service of process under Federal Rules 
of Civil Procedure 4(h)(2) and 4(f)(3). The District Court ordered service of process on RII via mail to the attorney 
and the international carrier and through RII’s email address. Judgment was ultimately entered against RII and RII 
appealed.  One ground RII raised on appeal was the adequacy of service of the summons and complaint. RII argued 
that the alternative method of service allowed by Rule 4(f)(3) should be viewed only as a last resort, to be used only 
when the alternative methods of service under Rule 4(f) have failed.  The Ninth Circuit disagreed.

Rule 4(f)(3) provides that service upon an individual or corporation may be affected outside of the United States 
“by other means not prohibited by international agreement as may be corrected by the Court.” RII argued that the 
alternative means available under Rule 4(f), such as 4(f)(1) that provides for service by means authorized by the 
Hague Convention; or 4(f)(2) that allows service by means prescribed by the law of the foreign country or pursuant 
to a letter rogatory, must first be exhausted before service may be authorized under Rule 4(f)(3). The Ninth Circuit 
disagreed and ruled that court-directed service under Rule 4(f)(3) is just as favored as the other means of service 
available under Rule 4(f).  The only requirements under Rule 4(f)(3) are that service must be: 1) directed by the court; 
and 2) not prohibited by international agreement.

The Ninth Circuit expressly approved the District Court’s order authorizing service by email. The United States 
Constitution does not require any particular means of service of process, only that the method selected be reasonably 
calculated to provide notice and an opportunity to respond. (Mullane v. Cent. Hannover Bank and Trust Co,. 339 
U.S.306, 314 (1950).) The Ninth Circuit found there to be no authority allowing service via email but did not “labor 
long” in reaching its decision approving such service. The fact that RII structured its business such that it could be 
contacted only via email, and that there was no discoverable address in either the United States or Costa Rica, lead 
the Court to believe that the service of process by email was not only proper, but in this case was the only method 
of service most likely to reach RII.

The Court’s decision in Rio v. RII approves of the use of email as an appropriate method for service of process under 
limited circumstances. A plaintiff seeking to serve a defendant with no known address now has another tool to 
effectuate service so long as court approval is first obtained.

http://www.weintraub.com
http://www.weintraub.com


32weintraub genshlea chediak sproul  |  articles from The Daily Recorder

table of contents
: weintraub.com

DIGITALLY EDITING OUT FAIR USE 
By Joshua I. Deutsch

For $49.00, Apple offers “iMovie,” a digital video editing application that permits a user to import digital footage 
onto his home computer and edit it. Microsoft offers a similar product, called “Movie Maker.”  While the primary 
application of these programs is the creation of edited home-movies, film enthusiasts have used these products 
to create “fan-made” trailers for popular films such as Star Wars, Lord of the Rings, and Harry Potter, and posted 
these “trailers” to internet sites such as www.ifilm.com, and www.fanmadetrailers.com.
 
Given their reasonable pricing and ease of use, it is not surprising that digital editing software has once again 
brought the issue of “fair use” to the forefront of legal commentary. On August 7, 2003, in Video Pipeline, Inc. 
v. Buena Vista Home Entertainment, Inc., a New Jersey District Court ruled that plaintiff Video Pipeline’s use of 
defendant Buena Vista Home Entertainment’s motion picture trailers on the internet, and plaintiff’s creation of its 
own “clip previews” from defendant’s movies, which it also streamed to interested online customers, was not fair 
use.  While the commercial purpose behind Video Pipeline’s trailers played a significant role in the District Court’s 
decision, the Court also noted that Video Pipeline’s “home-made” trailers placed the company in direct competition 
with Buena Vista as a source for the studio’s trailers on the internet.  By this logic, are creators of “fan made” 
trailers also liable for copyright infringement? Or has the Court gone too far in construing competition?

Generally, “fair use” is embodied in section 107 of the Copyright Act.  Section 107 provides that the use of a 
copyrighted work for purposes such as criticism, comment, news reporting, teaching, scholarship, or research, is 
not an infringement of copyright. In determining whether the use made of a work in any particular case is a “fair” 
use, four factors must be considered:  (1) the purpose and character of the use; (2) the nature of the copyrighted 
work; (3) the amount and substantiality of the portion used in relation to the copyrighted work as a whole; and (4) 
the effect of the use upon the potential market for or value of the copyrighted work.

Video Pipeline compiles and organizes movie studio’s promotional previews, also known as “trailers,” for use in 
video stores to promote the sales and rentals of home videos.  Video Pipeline often edits these trailers because 
they contain sales and marketing information not intended for home video customers, or because the content is 
inappropriate for particular stores or neighborhoods. With respect to these activities, the District Court held that 
creating digital copies of Buena Vista’s trailers of its copyrighted motion pictures for streaming on the internet 
infringed upon Buena Vista’s right, as the copyright holder, to prepare derivative works under section 106(2) of the 
Copyright Act.

In reaching this conclusion, the Court relied upon Lamb v. Starks, a 1996 case from the Northern District of California. 
Defendants in that case had copied the trailer of plaintiff’s copyrighted motion picture, and compiled the trailer with 
other trailers on a compilation videotape.  The court held that the copying of plaintiff’s trailer infringed upon the 
copyright holder’s right to prepare derivative works.

As a defense, Video Pipeline asserted the argument that its use of the trailers and its own “clip previews” on 
the internet constituted fair use because the use complemented or promoted the underlying copyrighted work. In 
rejecting this defense, the Court applied the four section 107 factors:

First the Court noted that, although the trailers were informational, educating customers about a movie’s story 
or theme, and even though they were not clear substitutes for the copyrighted works, they nevertheless did not 
complement the motion pictures by adding information.  Nor did the trailers represent an entirely different product 
that consumers of the movie might also be interest in purchasing.  To the contrary, the Court found that Video 
Pipeline and Buena Vista were competitors because Buena Vista had created its own trailers for promoting its 
movies. 
However, this conclusion is seemingly in contrast to the view of other motion picture creators.  One such opinion is 
featured on the opening page of www.videopipeline.com: “ ‘I’m a big believer in trailers,’ said Tracy Garvin, Columbia 
VP of marketing.  ‘Seeing is believing, and one of the best tools you have is running those in your stores and getting 
people interested.’ ” 
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In addressing the second fair use factor, the Court emphasized that the copyrighted works were fictional and 
therefore, afforded them greater copyright protection that if the works were purely factual.

The Court concluded that the third factor, a consideration of the quantity of the material used, as well as its quality 
and importance, also weighed in favor of Buena Vista.  Although Video Pipeline argued that the use of selected 
segments from the motion pictures was designed to attract audiences to, not away from, the home videos, and 
thereby complemented and promoted the videos, the Court rejected this argument. Instead, the Court found that, 
even though the length of the clip previews was only a small percentage of the actual length of movies, the selected 
scenes nevertheless consisted entirely of portions of the copyrighted work, and thereby, subverted its expressive 
content.

With respect to the effect of the use upon the potential market for or value of the copyrighted work, the most 
important factor in the fair use analysis, the Court noted Buena Vista’s argument that it is forced to directly compete 
with Video Pipeline as a source of its trailers on the internet.  Buena Vista has made and continues to make large 
expenditures to direct internet traffic to those sites featuring its properly licensed trailers.  Video Pipeline’s receipt 
of revenue for its streaming services, as well as the sale of advertising before and after the trailers, detracted from 
Buena Vistas potential market.  Moreover, Video Pipeline received the added benefits of enhancing its internet 
services and increasing traffic and “stickiness” to its web sites by use of the trailers.  These benefits, Buena Vista 
argued, are exactly those which, as the copyright holder, to which it is entitled.

Finally, the Court rejected Video Pipeline’s policy-based argument that any use resulting in the free flow of 
information and exchange of ideas constitutes a fair use, in what may eventually amount to a creative damper and 
a digital editing out of fair use.
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HACKING THE CRACKER 
By Joshua I. Deutsch

As identified in the third edition of Eric S. Raymond’s The New Hacker’s Dictionary (M.I.T. Press, 1996), which 
describes the “slang and secret language among computer jocks,” a “hacker” is “a person who enjoys exploring 
the details of programmable systems and how to stretch their capabilities, as opposed to most users, who prefer to 
learn only the minimum necessary.” A “cracker,” on the other hand, is defined simply as “one who breaks security 
on a system.”

Hackers view themselves as a computer elite and consider crackers to be a “separate and lower form of life” 
because they commit acts of theft and vandalism for fun, and thereby, breach the hacker code of ethics. Apart from 
enduring the scorn of hackers, being a cracker is a dangerous business. In addition to criminal liability, a cracker 
may be subject to state, federal and common law civil claims.

For example, California Penal Code section 502 provides for civil remedies against one who knowingly accesses, 
without permission, a computer, system, network, program, or data, for the purpose of taking, copying, altering, 
damaging, disrupting deleting, destroying, introducing a contaminant, or using that computer, system, network 
program, or data. In particular, the statute permits the owner of a computer, system, network, program or data, who 
is the victim of damage or loss thereto by reason of the prohibited acts of a cracker, to bring a civil action against the 
cracker for compensatory damages, injunctive relief, or other equitable relief.  Compensatory damages are defined 
to include any expenditure reasonably and necessarily incurred by the owner to verify that their computer system, 
network, program, or data was or was not altered, damaged, or deleted by the unauthorized access. In addition, a 
court may award the victim his reasonable attorneys’ fees, and, upon a showing of proper proof of fraud, oppression, 
or malice, punitive damages.

Similarly the Federal Computer Fraud and Abuse Act, 18 U.S.C. section 1030, permits a civil cause of action against 
a cracker who knowingly accesses a protected computer without authorization and causes damage thereto. The 
plaintiff in such an action is entitled to compensatory damages, injunctive relief, or other equitable relief.

Again, pursuant to the Federal Wiretap Act, 18 U.S. C. section 2511, et seq., a cracker may face civil liability for 
intentionally intercepting an electronic communication. An “electronic communication” is defined by the Act as “any 
transfer of signs, signals, writing, images, sounds, data or intelligence of any nature transmitted in whole or in part 
by a wire, radio, electromagnetic, photoelectronic or photooptical system.” In interpreting the statute, the Ninth 
Circuit deemed that a website fits the definition of “electronic communication” but that in order to be “intercepted,” 
it must be “acquired during transmission, not while it is in electronic storage.” The relief available to a victim of such 
prohibited conduct includes preliminary and other equitable, declaratory relief, actual damages, punitive damages 
in appropriate cases, and reasonable attorney’s fee and other litigation costs.

A cracker may be subject to civil liability for the common law tort of conversion. Conversion is an act of willful 
interference with personal property, done without lawful justification, by which any person entitled to that personal 
property is substantially deprived of its possession and use.  Accordingly, conversion may result from a cracker’s 
unauthorized use, alteration, destruction or willful appropriation of a computer.  Intangibles, such as a computer 
program, if represented by a document, are also subject to a claim of conversion.

According to California Civil Code section 3336, the detriment caused by the wrongful conversion of personal 
property is presumed to be the value of the property at the time of the conversion plus interest from the time of the 
conversion, or an amount sufficient to indemnify the party for the proximate and foreseeable loss suffered (although 
the former measure is almost always employed). An action for conversion will support a claim for punitive damages, 
pursuant to California Civil Code section 3294, if the acts were undertaken with oppression, fraud or malice.

A cause of action for trespass to chattel, which is referred to as the “little brother of conversion,” may lie instead 
where an intentional interference with the possession of personal property, including its unauthorized use, has 
proximately caused injury but does not rise to the level of complete conversion.
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Finally, in accordance with California Civil Code sections 1709 and 1710, a cause of action for fraud may be asserted 
as the basis for recovery of tort damages against a cracker.  One who willfully deceives another with intent to induce 
him to alter his position to his injury, is liable for any damages that the injured party suffers. Under California Civil 
Code section 3333, the measure of damages is the amount which will compensate for all the detriment proximately 
caused, whether it could have been anticipated or not.  Attorney’s fees in bringing an action for fraud are not 
recoverable. However, if the deceit is intentional, fraud is a ground for awarding punitive damages pursuant to 
California Civil Code section 3294.

The California Court of Appeal in Thrifty-Tel, Inc. v. Bezenek held that fraud may lie for the unauthorized access 
of a password protected electronic database. The rationale is that the use of confidential information, such as a 
password, implies a misrepresentation as to identity, which a computer accepts to the owner’s detriment.

The hacker admits that he is a criminal. “The Conscious of a Hacker,” written by The Mentor in 1986 and commonly 
known as the “Hacker Manifesto,” explains, “Yes, I am a criminal. My crime is that of curiosity.” Alternatively, a 
cracker requires the state or the federal government, or you, to remind him that he is a criminal.
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THE INTERNET IS FALLING! THE INTERNET IS FALLING! 
By Joshua I. Deutsch 

VeriSign Inc., the registrar and owner of the “.com” Internet domain, stated that if the company loses the current 
$100 million action against it over the “sex.com” domain name, the result would be to “cripple the Internet and 
jeopardize the national economic benefit for e-commerce.”  Are the consequences of Kremen v. Cohen really so 
drastic or is VeriSign simply crying wolf?

VeriSign’s comment was in response to the certified question recently put to the California Supreme Court by the 
Ninth Circuit, namely, “[i]s an Internet domain name within the scope of property subject to the tort of conversion?” 
More specifically, the Ninth Circuit sought to know whether the application of the tort of conversion to intangible 
property necessitates that the intangible property be merged with some tangible medium. However, on February 25, 
2003, the California Supreme Court refused to answer.

The Ninth Circuit’s question stems from Gary Kremen’s suit against Network Solutions, Inc., now known as VeriSign, 
for the purportedly fraudulent transfer of his registered Internet domain name, “sex.com,” to Stephen Cohen. 
Kremen registered the “sex.com” domain name in May 1994 only to have it stolen from him in October 1995 when 
Cohen forged a letter terminating Kremen’s registration in favor of his own, thereby inducing NSI into transferring 
ownership of the valuable domain name to him, which it did allegedly without any further fact-checking.  Cohen 
subsequently used the pilfered address to run a pornography site, making millions.

Kremen brought suit against Cohen and NSI, alleging, among other things, that NSI was liable in tort for conversion. 
In November 2000, the District Court for the Northern District of California ruled that Cohen must return the Internet 
address to Kremen and awarding Kremen $65 million in damages ($40 million in lost revenue and $25 million in 
damages). Cohen disappeared, however, preventing Kremen from recovering against him.

The District Court also granted summary judgment against NSI, a decision giving rise to the current appeal and the 
Ninth Circuit’s certified question. The District Court concluded that the “sex.com” domain name was not “merged in 
or identified with” a tangible object, as required under the tradition rules governing the tort of conversion. Because 
a domain name was “intangible property,” it was unprotected.

Although no one disputes that a domain name is a kind of property, albeit intangible, the disagreement is over 
whether intangible property constitutes a sufficiently definite right to support a claim for conversion, or whether a 
domain name needs to be merged into a physical form, such as a document, to acquire protection. On the one hand, 
the tort of conversion historically protected rights only in tangible property. On the other hand, California courts since 
have extended the tort to certain forms of intangible property such as stocks, bonds, notes, recorded performances 
and warehouse receipts. Neither California state courts nor the federal courts have specifically considered the state 
law tort of conversion in the context of an Internet domain name.

Consequently, in January 2003, the Ninth Circuit Court of Appeals in San Francisco asked the California Supreme 
Court to rule on whether a domain name can be classified as tangible property. The Ninth Circuit certified the 
question on the basis that it presented significant and novel issues, including those with important public policy 
ramifications, which have yet to be resolved by the state courts. The Ninth Circuit explained that it “should not reach 
out to grab the question in the first instance simply because the case involves a novel and ‘sexy’ issue.” Still, the 
California Supreme Court refused.

Now it is up to the Ninth Circuit to decide the issue. Kremen wants the court to treat domain names as it has stock 
interests, putting them within the scope of property subject to the tort of conversion. NSI argues that a domain 
name is simply a reference point in a computer database, like a telephone number, that does not rise to the level of 
a definite property right. If Kremen is right, will the Internet come crashing down as NSI predicts? Or, as Kremen 
suggests, is this merely a pebble on NSI’s head?

Although NSI’s arguments are based on the notion that no one can truly own a domain name, perhaps what NSI 
is concerned about is that a finding that domain names constitute property will open the floodgates of litigation 
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against it. Presently, NSI’s contracts eliminate any legal liability against the company relating to the domains it 
sells or controls. An adverse decision here may encourage a legislative attack on the registration system to foster 
greater accountability.
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STOP WITH THE VIAGRA, ADULT WEB-SITE, AND “GET RICH QUICK” E-MAILS ALREADY! 
By Joshua I. Deutsch

Unwanted bulk electronic mail (e-mail) solicitations, also known as “spam,” impose a significant burden on 
modern consumers. As America Online, Inc., an Internet Service Provider (ISP), stated in its recent complaint 
against Maryland Internet Marketing, Inc., an internet marketing firm, spam has become a “public epidemic.”  A 
study conducted by ZDNet discovered that reading and deleting a mere 6 spam messages a day can waste up to 2 
hours per year.  Furthermore, 6 spam messages per day is considered a conservative estimate, with recent studies 
indicating that it is not unusual for a consumer to receive 14 to 20 spam messages per day. ZDNet, “True Cost of 
spam-EcoFuture” (Oct. 21, 2000). This is to mention nothing of the financial cost to ISPs and other businesses (and 
therefore, consumers) in their ongoing battle to process, sort, block, and/or deliver these e-mails.

At one time it was thought that the common law cause of action for “trespass to chattel” (described by Prosser & 
Keeton as “a little brother of conversion”) could provide a legal remedy to spam. However, the California Supreme 
Court recently eliminated trespass to chattel as a fix available for consumers (as opposed to ISPs, for which it 
remains viable).  More specifically, on June 30, 2003, the California Supreme Court held that “[a]fter reviewing the 
decisions analyzing unauthorized electronic contact with computer systems as potential trespasses to chattels, 
we conclude that under California law the tort does not encompass, and should not be extended to encompass, 
an electronic communication that neither damages the recipient computer system nor impairs its functioning.” 
Intel Corp. v. Hamidi, 2003 WL 21488209 (2003). Moreover, any loss of productivity as a consequence of reading and 
reacting to such messages does not constitute an injury to a computer, which continues to work as intended. Id.  
However, the Court noted that other speech-based torts, such as defamation, may still be pursued.  Id.

This decision leaves consumers to search for an alternative remedy. The California Legislature previously attempted 
to address the problem of unsolicited e-mails to consumers by enacting Business & Professions Code section 
17538.4.  This section provides that “[n]o person or entity conducting business in this state shall electronically 
mail (e-mail) or cause to be e-mailed documents containing unsolicited advertising material” unless the sender 
establishes a toll-free number or return email address by which to “unsubscribe” from the any further unsolicited 
e-mails. Once notified, it is illegal to continue to e-mail any unsolicited documents to a person that has requested 
removal from the sender’s list.  However, this statute presumes that the recipient will take the time to remove 
himself. The statute also presumes that “spammers” will not employ fraudulent and deceptive methods to evade 
e-mail filters and to hide their true identifies, thereby making it more difficult to discover who sent the e-mail. Given 
these difficulties, consumers have been forced to look elsewhere for relief.

In the related telemarketing context, the Federal Trade Commission (FTC) recently initiated a “National Do Not Call 
Registry” to combat the problem of unwanted solicitations.  The National Do Not Call Registry provides consumers 
with an opportunity to limit the telemarketing calls they receive. See www.donotcall.gov. As of October 1, 2003, when 
the National Do Not Call Registry takes effect, most telemarketers will be required to remove the numbers on the 
registry from their call lists. However, political and charitable organizations, among others, are exempted. Would a 
“National Do Not Email Registration” stem the tide of spam?

While, a public “opt-out” list would permit a consumer to reject unsolicited e-mails on a wholesale basis, such a list 
poses its own problems. For instance, it raises the specter of abuse by large numbers of low-volume spammers, 
or by spammers operating in countries that may not cooperate with U.S. authorities, by creating an enormous list 
of valid e-mail addresses. See Michael A. Fisher, THE RIGHT TO SPAM? REGULATING ELECTRONIC JUNK MAIL, 
23 Colum.-VLA J.L. & Arts 363 (2000). Even assuming that the National Do Not Email Registry was effective, like 
the National Do Not Call Registry, political and charitable organizations would still most likely be permitted to send 
spam. 
Without an effective solution, at least for the time being, spam appears to be the electronic equivalent of the “junk-
mail” that fills consumers’ mailboxes every day.  Unlike telemarketers and junk-mail, however, at least spam does 
not disturb one’s dinner or create landfills.

*Special thanks to Guido Dornieden for his research assistance.
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JUDGE POSNER WEIGHS IN ON FILE SHARING 
By Julie L. Harlan 

As the Napster debate raged, other entrepreneurial software programmers were attempting to create a business 
model and software that permitted file sharing of copyrighted works while at the same time avoiding liability for 
contributory infringement or vicarious liability for copyright infringement. One such program, entitled “Aimster”, 
made it past the production stage and was actually made available to the public for downloading. Aimster was 
therefore an inevitable target for the recording industry, providing an opportunity for the prolific Judge Posner of 
the Seventh Circuit to weigh in on the debate, which he did in the recently published opinion entitled In re Aimster 
Copyright Litigation, 334 F.3d 643 (7th Cir. June 30, 2003).

As with Napster, Aimster consisted of proprietary software that enabled its users to exchange and download 
copyrighted music. The Aimster software could be downloaded free from the Aimster website.  The Aimster 
website also provided tutorials to the users instructing them how to use the software to swap music files with other 
registered users. Once the software is downloaded and the user is given a password, the user can designate other 
registered users as “buddies” from which files may be exchanged.  If the user fails to designate the buddies, the 
system defaults to all registered users of the software.

Also like Napster, Aimster’s server hosted the website, collected and organized information obtained from users 
of the Software, but did not make copies of the swapped files themselves.  Instead, in order to swap files, both the 
swapper and swappee must be online. The swappee identifies the file it wishes to obtain and the Aimster server then 
searches the computers of those willing to swap the identified file and, if it successfully locates the file, connects the 
two users via a chat room enabled by AOL’s instant messaging service.

In addition to this free service, Aimster provided a service for the monthly fee of $4.95 whereby its users could obtain 
the forty most frequently swapped files. Invariably, these files consisted of copyrighted music. However, when a 
file is swapped, Aimster automatically encrypts the file and then de-encrypts it for the swappee, a feature which 
Aimster later claimed prevented it from having actual knowledge of the content of the file exchanged and which 
Posner rightfully rejected on the grounds that Aimster could not avoid liability by engaging in willful blindness to 
infringing activity.

Because Aimster attempted to earn revenue from its services, its owners and operators could be found, unlike 
many of the file sharing programs floating around on the Web. Thus, Aimster’s owner and operator was an easy 
target for a lawsuit by the recording industry.  As in Napster, the recording industry argued that Aimster was liable 
for contributory infringement of copyrights and vicarious liability for its users’ copyright infringement.  The district 
court found that the recording industry was likely to succeed on these claims and issued a preliminary injunction 
prohibiting further acts of infringement. Aimster appealed.

In June, the Seventh Circuit affirmed the issuance of the preliminary injunction, in an opinion authored by Judge 
Posner. Like the Ninth Circuit in Napster, the Seventh Circuit found that the plaintiff was likely to succeed in proving 
that the file sharing service at issue in Aimster would be found liable for contributory infringement of the numerous 
copyrighted songs exchanged via the service and vicarious liability of its users’ infringement and affirmed the 
issuance of  the preliminary injunction.

Although the Napster opinion tends to treat contributory infringement and vicarious liability interchangeably, in 
fact, they are two separate legal concepts.  Liability for contributory infringement of a copyright arises when the 
defendant has knowledge of the infringing activity and induces, causes or materially contributes to the infringing 
conduct of another. By contrast, vicarious liability for copyright infringement is an extension of traditional vicarious 
liability principles between a principal and agent and requires a finding that the defendant had the right and ability 
to supervise the infringing activity and had a direct financ ial interest in the infringing activity. 
Judge Posner first analyzed whether the district court correctly found that the recording industry was likely to 
succeed on the merits of its argument that Aimster was liable for contributory infringement. The key case in the 
Aimster decision, as in Napster, was the United States Supreme Court’s seminal decision in Sony Corp. v. Universal 
City Studios, Inc., 464 U.S. 417, 435 (1984), whereby it held that Sony was not liable for contributory infringement 
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of copyrighted works resulting from its Betamax product because the product had significant non-infringing uses 
which could not be separated from the infringing uses.

The recording industry first argued that Sony did not apply to services because, unlike a product released into the 
stream of commerce over which the manufacturer relinquishes control, the service provider retains the ability to 
supervise and control the services. Posner rejected this argument as too simplistic. In addition, the Seventh Circuit 
disagreed with the Ninth Circuit’s suggestion in A & M Records Inc. v. Napster, Inc., 239 F.3d 1004 (9th Cir. 2001) that 
actual knowledge of specific infringing uses by the service provide is sufficient by itself to deem a service provider 
such as Napster or Aimster a contributor infringer, reasoning that such a rule would enable copyright owners to 
shut services with legitimate non-infringing uses, such as instant messaging, contrary to the Supreme Court’s 
reasoning in Sony which carefully balanced the emergence of new technology whose impact is as yet unknown with 
the rights of copyright owners.

Judge Posner also rejected Aimster’s argument that the identification of any potential non-infringing uses of the 
service, such as that its service permitted a registered user to download its music files from a remote location if he 
or she forgot to bring the files along for a trip.

Instead, Posner held that the relevant inquiry under Sony was whether the service had actual, as opposed to 
theoretical uses, which could not be reasonably separated from infringing uses. Once the copyright owner proved 
that the services were being used for infringing purposes, the burden shifted the defendant to show that its services 
were actually being used for noninfringing purposes, which Aimster failed to do.  Had Aimster presented evidence 
that the services were also actually used for non-infringing uses, then and only then Posner reasoned a court would 
have to determine whether the infringing uses could be “unmixed” from the noninfringing uses and examine the 
magnitude the respective uses to determine whether the facilitator is liable for contributory infringement.

Despite finding that the recording industry was likely to succeed on the merits of its contributory infringement 
argument, Judge Posner took the opportunity to also address the finding that the recording industry was likely to 
succeed based upon its claim that Aimster is also vicariously liable for any copyright infringement by its users. Judge 
Posner was careful to note that vicarious liability for copyright infringement already was an extension of traditional 
notions of vicarious liability in that the defendants held vicariously liable for copyright infringement clearly were not 
in a principal-agency relationship with the direct infringers, but instead were liable because they were in a better 
position to prevent the infringement from which they profited than the owners of the infringed copyrights if they 
were limited to suing only the direct infringers. Because, in Judge Posner’s opinion, vicarious liability for copyright 
infringement already represents an extension of traditional vicarious liability principles, he stated that he was less 
confident than the district judge that the recording industry was likely to prevail on its vicarious liability.

Finally, Judge Posner dismissed Aimster’s defense that could not be liable for copyright infringement under either 
theory because it qualified as a “service provider” under the Digital Millennium Copyright Act (“DMCA”).  While 
doubting that Congress had file sharing services in minding when crafting the protections for service providers 
provided by the DMCA, Judge Posner nevertheless found that the definition of service provides was so broad that 
Aimster in fact qualified.  However, Aimster did not otherwise qualify for the protections afforded by the DMCA 
because it did not meet the common element of the safe harbor provisions that it “do what it can reasonably be 
asked to do to prevent the use of its service by ‘repeat infringers’.” 
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NINTH CIRCUIT WEIGHS IN ON PEER-TO-PEER FILE SHARING SOFTWARE 
By Julie L. Harlan

It looks like the RIAA is stuck filing lawsuits against college students for the foreseeable future. In a not-so surprising 
opinion, the Ninth Circuit recently held in Metro-Goldwyn-Mayer Studios, Inc. v. Grokster Ltd, 380 F.3d 1154 (9th Cir. 
2004)(“MGM v. Grokster”), that distributors of a certain type of peer-to-peer file sharing software are not liable for 
copyright infringement under theories of contributory infringement or vicarious liability.  The defendants avoided 
the fate of Napster by technologically eliminating the steps in file sharing that served as the basis for Napster being 
held liable for contributory infringement and vicarious liability.

The plaintiffs in MGM v. Grokster include content providers who rely heavily upon copyright protections– songwriters,  
music publishers and motion picture studios. They sued a variety of creators and distributors of peer-to-peer 
networking software for contributory and vicarious infringement, including Grokster and StreamCast, which is 
technologically similar to the Gnutella peer-to-peer networking software. The defendants’ software operates in 
a manner conceptually analogous to Napster in that their software enables users to share digital files, including 
copyrighted material, free of charge.

In order for a party to be liable for either contributory infringement or vicarious liability, the plaintiffs first must 
establish that an underlying direct infringement occurred.  As in the case of Napster, there was no serious dispute 
that users of the defendants’ peer-to-peer software were engaged in copyright infringement. The Ninth Circuit not 
question the plaintiffs’ claims that together they own the vast majority of copyrighted motion pictures and sound 
recordings in the United States or that over 90% of the files exchanged using defendants’ software are copyrighted 
and that plaintiffs’ own 70% of those files.

However, the defendants’ current versions of their software differ from Napster in a crucial aspect that enabled 
them to avoid Napster’s fate when challenged in court. Specifically, Napster was organized like a wheel.  Each 
user constituted a spoke and with Napster controlled the “axis” of the wheel by way of a central index, which listed 
files available on each user’s computer for downloading. All search queries and results passed through Napster’s 
central index.  Without Napster’s central index, users of Napster could not exchange files.

By contrast, Grokster maintains no central index or axis through which inquiries passed through. Instead, Grokster’s 
software creates a system of mini axes on users’ computers, which the district court refers to as “supernodes.”  
A users’ computer could serve as a supernode one day, but not the next, depending upon what resources are 
available and what searches are being made at any given time.  The Gnutella-based StreamCast, which the district 
court characterizes as a “true” peer-to-peer software system, does not rely upon any sort of axes. Instead, the 
StreamCast software enables the uploader’s and computers to directly connect. Unlike Napster, users of the 
Grokster or StreamCast software could continue to exchange files without Grokster or StreamCast.

In order to establish contributory infringement the plaintiffs must also establish that the defendant (1) had knowledge 
of the underlying direct infringement  and (2) materially contributed to that infringement.  Where a product is 
accused of contributing to infringement, the requisite knowledge required to meet the first element depends upon 
whether the product has a “substantial or commercially significant non-infringing use” as articulated by the United 
States Supreme Court in the seminal case Sony Corp. of America v. Universal City Studios, Inc., 464 U.S. 417 (1984). 
If there is a substantial or commercially significant non-infringing use, then the copyright owner must demonstrate 
that the defendant had actual knowledge of specific infringing files and failed to act on that knowledge to prevent 
the infringement. If there is no substantial or commercially significant use, then constructive knowledge of the 
infringing use is sufficient.

The district court in MGM v. Grokster found it undisputed that the defendants’ peer-to-peer software has the following 
potential “substantial” noninfringing uses: distributing movie trailers, free songs, or noncopyrighted works; using 
the software in countries were it is legal; and sharing works that are in the public domain such as the works 
of Shakespeare or government content. The Ninth Circuit affirmed this finding, rejecting the plaintiff’s request 
that it adopt the Seventh Circuit’s additional requirement set forth in Aimster that the Court also determine how 

http://www.weintraub.com
http://www.weintraub.com


42weintraub genshlea chediak sproul  |  articles from The Daily Recorder

table of contents
: weintraub.com

“probable” the “substantial” non-infringing uses of a product are before imposing the actual knowledge standard in 
part on the grounds that it is not free to reject its own Circuit’s binding precedent. Sounding a bit defensive, the Ninth 
Circuit insisted the these potential substantial noninfringing uses are real and that it was not merely permitting the 
defendants to circumvent its Napster holdings with a few technological changes.

Because the Grokster and StreamCast software had substantial noninfringing uses, the Ninth Circuit held that 
the district court correctly required plaintiffs to show that the defendants had actual knowledge of specific direct 
infringement at the time at which they contributed to the infringement and failed to act upon that knowledge.  Once 
again, this element was decided based upon the design of the file sharing system.  Napster kept a centralized index 
of files; when it received notice of infringement it could have eliminated or disabled those infringing files. By contrast, 
neither Grokster nor StreamCast kept a centralized index or maintained control over the files being exchanged; 
therefore, they could do nothing to prevent future infringement when they received notice of infringement that 
had already occurred. Hence, despite the fact that the plaintiffs had given all three file sharing networks notice of 
infringement, Napster was found to have knowledge for purposes of contributory infringement; whereas, Grokster 
and StreamCast were found to have no knowledge.

The Ninth Circuit also affirmed the district court’s finding that Grokster and StreamCast did not materially contribute 
to the infringement. Once again, the varying structures of the peer-to-peer networks played a pivotal role.  Napster, 
in maintaining the axis for the peer-to-peer network, could have stopped the infringement by deleting the file from 
its index or even blocking an infringing user from accessing the network. Because neither Grokster nor StreamCast 
provided access or file storage or maintained an index, they could have done nothing to stop the infringing activity. 
Therefore, unlike Napster, they were found to not have materially contributed to the infringement. In so holding, 
the Ninth Circuit dismissed the argument that the failure to alter software on someone else’s computer was akin to 
maintain a file on a computer controlled by the defendant. In addition, the Ninth Circuit held that maintaining a list 
of supernodes being sued on the Grokster system was too attenuated to constitute a material contribution to the 
infringement.

Grokster and StreamCast’s inability to regulate their users because of their decentralized natures also served as 
the basis for finding that they were not vicariously liable for copyright infringement, which requires a finding that the 
defendant had the right and ability to supervise the infringers.

In affirming that neither Grokster nor StreamCast are liable for contributory infringement or vicarious liability, 
the Ninth Circuit sounds like the village responding to the boy who cried wolf one too many times, observing that 
“[f]rom the advent of the player piano, every new means of reproducing sound has struck a dissonant chord with 
musical copyright owners, often resulting in federal litigation. This appeal is the latest reprise of that recurring 
conflict, and one of a continuing series of lawsuits between the recording industry and distributors of file-
sharing computer software.” The Ninth Circuit’s confidence that its decision not to expand the law of contributory 
infringement or vicarious liability to protect copyright owners from technological advancement may be well placed 
in light of past experience, such as with the VCR.  However, one cannot help but feel that it is giving short shrift to 
the entertainment industry’s claims that digital technology, with its ability to make exact copies of identical quality, 
presents a qualitatively different threat.  One can only hope that its confidence that technological advances such as 
digital technology encourage rather than stymies creativity will, in the long term, prove well founded.
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CAN THE CANSPAM ACT CAN SPAM? 
By Scott M. Hervey 

Earlier this month the United States Congress enacted the Controlling the Assault of Non Solicited Pornography 
and Marketing Act of 2003, also known as the CANSPAM Act of 2003. Supporters of this act call it tough; it has 
substantial criminal penalties and fines for spammers. The chief co-sponsor of the Act, Senator Charles Schumer 
(D-New York), is quoted as saying: “With this bill, congress is saying that if you are a spammer you can wind up in 
the slammer.”  However, critics of the Act, which goes into effect January 1, 2004, complain that it does not go far 
enough and is not as tough as its supporters would like the general public to believe.

The Act prohibits specific conduct related to electronic mail.  Specifically, the Act prohibits the use of false headers, 
using false information to register five or more email accounts and intentionally initiating multiple commercial 
email messages from any combination of these accounts; engaging in email address harvesting and “dictionary 
attacks”; using scripts or automated programs to register multiple electronic mail accounts for the purpose of 
transmitting commercial electronic mail messages; and relaying or retransmitting commercial electronic mail 
messages through a computer network which the person does not have access rights, as well as other tricks of the 
spam trade.  The Act provides for substantial monetary fines and penalties as well as jail time up to five years.  In 
addition, the Act provides for forfeiture of all property traceable to the gross proceeds obtained from the offenses, 
and any equipment or other technology used in committing the offenses.

The Act also requires the senders of sexually oriented material to place a warning label on commercial electronic 
mail that contains sexually oriented material.  However, if the recipient of these messages has already provided his 
or her affirmative consent to continue to receive theses messages, no warning label is required.

While the imposition of civil fines, forfeiture and jail time make the Act sound rather ominous, critics still complain it 
will not stem the flow of spam.  Critics say the problem is that the new law lacks an opt-in mechanism.  This, critics 
say, will allow spammers to continue to send unwanted spam, despite the Act’s harsh criminal and civil penalties, 
as long as the message contains an opt-out mechanism and a functioning return email address.  Because the new 
federal law preempts state law that specifically regulates commercial email messages, provisions like California’s 
law which requires express consent or a prior commercial relationship will not apply.

The new federal law places enforcement with the Federal Trade Commission and allows civil actions by the various 
state Attorney General Offices.  The Act also allows a limited private cause of action by internet access service 
providers. However, unlike California’s law, the new federal law does not provide a private cause of action by 
consumers.

The preemption provision does leave some exceptions.  The Act only supersedes state law that “expressly regulates 
the use of electronic mail to send commercial messages except to the extent that any such statute, regulation, or 
rule prohibits falsity or deception in any portion of a commercial electronic mail message or information attached 
thereto.”  In addition it appears that states may still have the right to pursue claims that may arise in spamming 
situations, such as state trespass laws, breach of terms of service or use contracts, and actions under the Computer 
Fraud and Abuse Act.
 
On an international level, the new federal act places the United States at odds with Europe and its spamming 
legislation. In Europe, for the most part, spam is per se illegal. 90% of Europe’s spam originates in the United States 
where spamming, after January 1, 2004, will be allowed.  This is bound to cause tension between the United States 
and Europe as the two nations continue to attempt to harmonize intellectual property laws.  
Outspoken critics of spam lament that the new federal law will do absolutely nothing to stem the growing tide of 
unwanted commercial email.  Some critics note that spammers are deceptive by nature and, despite the new law, 
would not hesitate to use false or misleading email headers.  In addition, the Act will do nothing to prevent serious 
spammers from opening up accounts in Bermuda or South Africa and continue to bombard the United States with 
spam from off shore. 
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CALIFORNIA ATTEMPTS TO GET TOUGH ON SPAMMERS – BUT THERE IS STILL NO STOPPING DR. ADAMU FROM 
NIGERIA 
By Scott M. Hervey

On September 23, 2003 California Governor Gray Davis signed into law SB 186, a bill that had been touted as being 
tough on the litter bugs of the digital highway; the senders of unwanted e-mails advertising Viagra and enhancement 
of certain…attributes…; the spammer.

Prior to SB 186, the law allowed the sending of unsolicited advertising material by e-mail as long as the sender followed 
certain requirements, such as providing an opt-out procedure and including in the heading of the commercial e-mail 
“ADV” or “ADV:ADLT.”  SB 186 changes the seldom followed previous law and enacts much tougher standards. It also 
goes one step further to impose liability on the company whose product is being advertised in the spam mailings 
as well as the spammer. Under the new law, no party may initiate or advertise in any unsolicited commercial e-
mail advertisement that is sent from California or sent to an e-mail address maintained by a California resident 
or accessed from within California. There are only two ways a party may initiate or advertise in a commercial e-
mail sent to Californians: 1) if the recipient has expressly consented to receive the e-mail advertisement either in 
response to a clear and conspicuous request for the consent, or at the recipient’s own initiative, or 2) if there is a 
preexisting or current business relationship between the recipient and the sender. The new law also prohibits a 
common tactic used by serious spammers –the use of forged headers, false headers, the use of multiple domains, 
and misleading subject lines. 

The new law also attempts to restrict methods by which spammers grow their list of mail recipients.  It will now 
be illegal to collect or harvest e-mail addresses posted on the Internet if the purpose of the collection is to use the 
addresses in the sending of unsolicited commercial e-mails from California or to a California e-mail address. 

The repercussions for violating the new law are quite severe.  The California Attorney General is empowered to 
bring suit, as is the recipient of an unsolicited commercial e-mail.  The new law allows for the recovery of either, 
or both, actual damages and liquidated damages an amount of one thousand dollars for each unsolicited e-mail 
advertisement sent, up to one million dollars per incident.  The new law also allows the prevailing plaintiff to recover 
reasonable attorney’s fees and costs. If the court finds the defendant implemented a good faith measure to comply 
with the new law, the court may reduce the amount of the award for actionable e-mails to one hundred dollars per 
unsolicited e-mail, up to a maximum of one hundred thousand dollars per incident.

The new law also gives internet service providers the ability to seek redress from the spammers who gobble up 
bandwidth.  The new law makes it illegal for a registered user of an ISP, whose equipment is located in California, 
to send unsolicited commercial e-mail in violation of the ISP’s terms of use policy.  While ISPs are not required to 
implement a policy that prohibits or restricts the use of  its equipment for sending unsolicited commercial e-mail, 
they may want to consider doing so. If the ISP has such a policy which the sender is on notice of, the ISP enjoys a 
private right of action against the sender of the unsolicited commercial e-mail and may collect fifty dollars for each 
e-mail message that is initiated or delivered, up to a maximum of twenty-five thousand dollars per day.

While most Californians may be glad to see a less crowded in-box, they may also be surprised that the new law 
may have the unintended effect of halting e-mails they regularly receive and want to continue to receive. This is 
because the definition of “Commercial e-mail advertisement” in the statute is very broad.  It is defined as any e-mail 
message initiated for the purpose of advertising or promoting the lease, sale, rental, gift offer, or other disposition of 
any property, goods, services or extension of credit.” Concerns about this broad definition and the potential liability 
for sending e-mail in violation of the statute may keep companies from otherwise sending out helpful updates and 
newsletters that are normally welcomed.

If a company intends to continue to use e-mail as an advertising tool, it should set up policies to ensure compliance 
with the new law. The company should ensure that recipients consent to the e-mails and that the consent meets 
the standards set forth in the new law.  The company should safeguard the consents; they may be valuable evidence 
later on. The company should also be certain that its e-mail mailing list is frequently updated and that un-subscribe 
requests are processed as quickly as possible.
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Most Californians may also be surprised at exactly how little affect this new law will have. A majority of spam is 
already being sent from off shore, advertising the goods or services of foreign companies. Enforcement of this law 
against off shore entities may prove particularly difficult, if not impossible. 

The new law will also have no effect on e-mails that are sent because a user requested to receive them. While this 
seems elementary and completely obvious, a significant portion of e-mail being sent and received is e-mail that 
the user requested or signed up for. When a user signs up for an “interesting” new web site and elects to receive 
updates from the web site and “their affiliates,” who knows what e-mails the user will be sent.  Under the new law, 
a preexisting or current business relationship exists when a user has made an inquiry and has provided his e-mail 
address, or has made an application, purchase or transaction, with or without consideration, regarding products 
of services offered by the advertiser.  This definition provides a fair amount of latitude for a sender of commercial 
e-mails. When a user signs up to receive updates from a website or its affiliates, the user should not be surprised 
when they start receiving a slew of advertising.

The new law will also have no effect on trimming from our in boxes the get rich quick schemes and other ploys 
that are out and out fraud. I imagine that after SB 186 goes into effect, we all will still be receiving e-mails from Dr. 
Martins Adamu, the purported Chairman of Electoral Review Panel, Independent National Electoral Commission 
of the Federal Republic of Nigeria, who needs our help misappropriating millions of dollars from his government. 
All we have to do is provide Dr. Adamu with our full name, address, telephone and fax numbers; our bank account 
information (for the transfer of course); a photo copy of our passport; and lastly, assurances that we will not goof. 
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WHAT’S IN A (DOMAIN) NAME?
By Scott Hervey

It was a strange occurrence. One day when I was checking one of our client’s web site, I entered the correct domain 
but up popped a site I knew did not belong to our client. The site was the work of an individual whom our client had 
problems with before.  After investigating the matter, I found out that this individual had filed a request to transfer 
the domain to a different registrar and, after the domain was transferred, updated the registrant information to 
reflect his company as the owner of the domain.

Although we were able to resolve the issue without having to file litigation, at the outset we were questioning what 
causes of action we could bring. We quickly concluded that we would be able to bring a declatory relief claim 
concerning the ownership of the domain.  However, based on the decision of the Northern District Federal Court in 
Kremen v. Cohen, it was questionable whether our client would be entitled to recover damages.

Kremen v. Cohen dealt with Gary Kremen’s claim that Stephen Cohen hijacked the domain <sex.com> by filing a 
forged letter transferring ownership of the domain. Contentious litigation ensued in 1994 and was not resolved until 
2000. Kremen initially plead a cause of action for conversion of the domain.  However, in a May 2000 hearing Judge 
James Ware dismissed the conversion claim on the grounds that the domain is not personal property capable of 
being converted. The judge noted that the Ninth Circuit stated that “although the common law rule has been relaxed 
somewhat, and the tort may now reach the misappropriation of intangible rights customarily merged in or identified 
with some document, it has not been extended further.” Although judge Ware acknowledged that the case “invites 
abandoning the traditional strictures of conversion to encompass forms of intangible property never contemplated 
in its formation”, he believed that “recognition of a domain name as convertible property would essentially scrap any 
requirement of tangibility traditionally associated with the tort.”

The judge. However, did grant Kremen’s motion to amend the complaint adding a cause of action for unfair 
competition. Although Kremen was eventually awarded $40 million as a disgorgement of Cohen’s profits, this 
would do our client little good.  The individual who had hijacked our client’s domain was not using the domain for 
commercial purposes.

At the time the court made the determination that a domain name was a piece of intangible personal property 
not subject to conversion, the judge expressed reluctance to expand the traditional scope of conversion. At the 
time, under California law conversion was limited to tangible personal property and intangible personal property 
represented by a document, such as a bond, notes, bills or exchange, stock certificates, etc.  However, two years can 
be a significant span of time when dealing with the Internet. Since the court’s decisions, other courts have expanded 
the application of the law of trespass to include disputes involving the Internet.

Trespass has always been considered the lesser form of conversion, existing when a party intentionally interferes 
with another party’s possession of personal property. The courts applying this theory of relief have determined that 
the electronic signals sent by the defendant through or to the plaintiff’s computer server constitute the required 
physical contact. Despite Judge Ware’s reluctance and his contention that it is the job of the legislature to craft the 
appropriate remedy, other courts have readily applied these ancient theories to modern issues.

If a court were to consider the issues in the <sex.com> case today an entirely different result is highly possible. Judge 
Ware’s reluctance to apply the tort of conversion to the case stemmed from his perception that, as an intangible 
asset, the domain is not represented by a document, similar to the way a bond holder’s interest in a bond represented 
by the bond itself. There are, however, documents and records which would have reflected Kremen’s interest in the 
<sex.com> domain. For example, the transaction record Kremen would have received (or would have been able to 
print out) upon his initial registration of the domain would show his interest in the domain. Also, the “who is” record 
of the registrar prior to the transfer to Cohen would also have shown his interest in the domain.

If Judge Ware had found the domain converted, the damages Kremen would have been entitled to might have been 
entirely different. Under a cause of action for conversion, the successful plaintiff is entitled to recover damages 
based on the value of the property converted. The value of property derives from future benefits, namely money. 

http://www.weintraub.com
http://www.weintraub.com


47weintraub genshlea chediak sproul  |  articles from The Daily Recorder

table of contents
: weintraub.com

The value of property is equal to the discounted value of all future cash flows that will accrue to the owner, where 
discounting recognizes that one dollar today is worth more than one dollar tomorrow. Mr. Kremen could have 
realized the full value of owning sex.com in one of two ways: (1) developing a full-fledged pornographic web site, 
or (2) selling the rights to the sex.com domain name. Evidence introduced during trial indicated that Cohen earned 
over $200 million in fees during the five year period he controlled the domain. However, this does not tell us whether 
these figures represented the optimal  use of the domain. Perhaps Cohen’s portal structure was sub-optimal and a 
different design would have yielded greater profits.  Moreover, the court would also have had to consider the costs 
incurred by Cohen operations and assess the efficiency of his ownership.

Since Mr. Kremen’s return, sex.com has included links to online gambling sites and reports income in excess of 
$500,000 per month. This suggests that the best use of sex.com transcends the boundaries of pornography.  Perhaps 
Cohen should have tapped this revenue source while he manned the helm of <sex.com>, which would suggest that 
profit disgorgement understates the full damages incurred by Mr. Kremen.

Mr. Hervey thanks Ryan Sullivan of Bates White Ballentine for his assistance with this article. 
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SUPER BOWL XXXVIII: CONTENT RESTRICTIONS VS. FREE SPEECH 
By Joshua I. Deutsch

Putting the game aside for a moment, this year’s Super Bowl was notable for two things, one of which the public saw, 
and the other that it did not: the former is Janet Jackson’s breast; and the latter is an anti-Bush advertisement.

At the close of the Super Bowl halftime show, Janet Jackson revealed her breast. The CBS television network, which 
broadcast the game, issued a public apology and indicated that the “moment did not conform to CBS broadcast 
standards.”  The Federal Communications Commission called the act “deplorable” and FCC Chairman Michael 
Powell said that his agency will open an “immediate investigation.” Such an investigation could result in a fine of up 
to $27,500 or several million if the FCC applied the sanction to each CBS affiliate station.

The FCC is charged with restricting indecent material in order to avoid its broadcast when there is a reasonable 
risk that children may be in the audience, and preventing the display of obscene material at any time.  As set forth 
in United States Code Title 18, Section 1464, it is a violation of federal law to broadcast obscene programming. 
The FCC defines obscene material as that which describes sexual conduct “in a patently offensive way” and which 
lacks “serious literary, artistic, political or scientific value.” Indecent material is not as offensive but still contains 
references to “sex or excretions.”

Recently, the FCC has come under fire from lawmakers and outside groups for failing to shield the public from 
indecent programming. For example, the FCC enforcement bureau decided not to fine NBC for airing an expletive 
uttered by rock star Bono during the Golden Globe Awards show late last year because the expletive was used as 
an adjective rather than to describe sex.. The lead singer of the Irish rock group U2 said, “This is really, really, f---
--- brilliant.”

To remedy this perception, Powell asked Congress to increase the amount of the fines the panel can levy against 
broadcasters for indecent or obscene programming by tenfold, from $27,500 per incident to $275,000.  Representative 
Fred Upton (R-Mich.) introduced the legislation and the Bush administration endorsed the bill. 
While the FCC is grappling with concerns that it is not restrictive enough, CBS has been fighting charges that it is 
overly restrictive in its content-based decision-making.  CBS rejected a request from liberal group MoveOn to air a 
thirty-second anti-President Bush advertisement during the Super Bowl because the advertisement, which is critical 
of the President’s fiscal policies, violated the network’s policy against running issue advocacy advertising. “Issue 
advocacy” advertisements were defined by CBS as those having “a significant impact on society or its institutions, 
and is the subject of vigorous debate with substantial elements of the community in opposition to one another.”  CBS 
also rejected a Super Bowl advertisement created by the People for the Ethical Treatment of Animals.4

CBS’s refusal to air the advertisement was not mandated by the FCC, which is barred by law from trying to prevent the 
broadcast of any particular point of view. United States Code Title 47, the Federal Communications Act, enumerates 
the powers of the FCC. In particular, Section 326, concerning censorship, provides that “[n]othing in this chapter 
shall be understood or construed to give the Commission the power of censorship … and no regulation or condition 
shall be promulgated or fixed by the Commission which shall interfere with the right of free speech….”

This is not the first time CBS has faced this issue: the network faced criticism last November for its decision not 
to run a made-for-television movie titled “The Reagans,” after conservatives complained that it was unflattering to 
former president Ronald Reagan and his wife, Nancy.

In response to CBS’s decision, Representative Bernie Sanders (Ind.-VT) sent a letter cosigned by 26 other 
congressmen to CBS President Leslie Moonves, criticizing the network for refusing to run the commercial and 
labeling the decision as “an affront to free speech and an obstruction of the public’s right to hear a diversity of voices 
over the public airwaves.” In turn, CBS defended its decision by explaining that its policy is designed to prevent 
those who could afford to advertise from having undue influence on “controversial issues of public importance.”  
Advertisements for this year’s Super Bowl cost an average of $2.3 million each.

These issues highlight the tension between content creators, on the one hand, and content providers, on the other. 
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This same tension is inherent in the relationship between the First Amendment and the uniform Trade Secret 
Act and the Copyright Act.  California’s Supreme Court addressed this conflict in its recent decision in DVD Copy 
Control Association, Inc. v. Bunner. Therein, the Court held that a trade association of motion picture, computer, 
and consumer electronics industries, which licensed DVD encryption technology, could enjoin internet web-site 
operates to prevent the disclosure and use of alleged trade secrets that enabled a user to crack DVD encryption 
technology. In so holding, the Court reversed the appellate court’s ruling that such an injunction, even if justified 
under California’s trade secret law, violated the First Amendment because the software at issue was “pure speech.”  
As such, the injunction was an impermissible prior restraint on speech.

The Court reasoned that restrictions on the dissemination of computer codes, which qualify as a means of expressing 
ideas, are subject to scrutiny under the First Amendment.  Accordingly, in assessing the validity of the content-
neutral injunction sought by the industry coalition, the Court required a balancing between the governmental 
interest and the magnitude of the speech restriction. The balance in that case was met because the proposed 
injunction burdened no more speech than necessary to serve the government interest at stake.

One is left to wonder if and when the governmental interest in protecting our youth from certain content will justify 
restrictions on that content.
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A SOUND ARGUMENT FOR MOBILE MUSIC 
By Joshua I. Deutsch

Advances in mobile phone popularity, functionality and connectivity have opened a new frontier for the 
commercialization of music. But mobile music is not a benefit without risk, having the potential to destroy the 
industry it is fostering.

Currently, the Cellular Telecommunications & Internet Association (CTIA) reports that there are more than 162 
million American wireless telephone subscribers, and growing.  Telephone handset makers sold 307.5 million 
phones in the first half of 2004 alone.

Many of these were “smart-phones,” a class of wireless phones offering services beyond mere voice calls.  
For example, in support of iTunes – Apple’s digital music superstore and presently, the dominant platform for 
downloading music from the Internet – Apple and Motorola recently announced that they will work together on an 
iPod-style player for Motorola music phones, due to be released next year.

At the same time as smart-phones are becoming more sophisticated, so is wireless connectivity.  For instance, 
BlueTooth, a wireless communication chip used for the transmission of voice and data, enables users to create a 
wireless link between mobile computers, mobile phones and other portable handheld devices, as well as connectivity 
to the Internet, without the need for any cables.  A mobile phone user employing the BlueTooth technology will be 
able to download a song to their phone and send the file wirelessly from their phone to another phone, a PDA or a 
PC.

According to Ovum, a leading telecom analyst, by 2008, wireless telephone music content could account for 28% of 
total sales in the $32 billion dollar worldwide music market. These sales will come in the form of ring-tones, ring-
backs, and downloadable entire sound recordings.

A “ring-tone” is the entirety or a portion of a musical composition stored in a digital format and audible when a 
mobile phone rings.  There are two types of ring-tones, “phonic ring-tones” and “pre-recorded ring-tones.”  Phonic 
ring-tones are either “monophonic,” whereby a song is recreated using single notes, or “polyphonic,” playing 
several notes simultaneously.  Pre-recorded ring-tones play actual portions or “clips” of a sound recording. Last 
year, ring-tone revenues amounted to $2.3 billion worldwide.  Currently, more people in the United States download 
ring-tones based on popular songs than they download the songs themselves.

The next up-and-coming use of mobile music is customizable “ring-backs.”  A ring-back is the sound a caller will 
hear when waiting for the recipient of the call to answer.  Again, a ring-back may be a monophonic or polyphonic 
sound file, or a pre-recorded clip.

Although only the owner of a sound recording may distribute the original version of that song, anyone with a synthesizer 
stands to profit from ring-tones and ring-backs.  There is an exception to the general rule that a copyright owner has 
an exclusive monopoly over the copyright. Under the Copyright Act, once a musical composition has been recorded 
and released to the public, the copyright holder is required to offer a “compulsory license” to anyone who wants to 
re-record it, so long as the licensee accounts to the licensor for his “mechanical royalties.” (The Copyright owner 
does control the first use, however.) Mechanical royalties are monies paid in an amount set by statute to copyright 
owners for the manufacture and distribution of sound recordings embodying their musical composition.

There is currently no dominant model for the compensation of music content providers, although two primary 
paradigms are developing:  One model provides for a relatively equal revenue split between the music content 
provider, i.e., the copyright holder or licensee, and content distributor, i.e., the mobile phone service provider.  The 
alternative model provides for a lower percentage of revenues for the content provider, for example, 10%, but 
affords the content provider a “fixation fee” for each ring-tone, ring-back or complete sound recording.  Whether 
one model is better than the other depends largely upon the content.  If the content provider expects that the 
content will result in substantial revenues, they are likely better off seeking a higher profit percentage.  If the 
content is expected to earn less revenue, then the content provider is likely better accepting a smaller percentage 
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and the up-front payment.

There is an inherent tension between mobile content providers and distributors. On the one hand, content creators 
seek to ensure that their content will be “forward locked” so that it cannot be forwarded and thereby illegally copied. 
On the other hand, mobile content providers desire to satisfy their customers’ needs, which include portability of 
mobile content from phones, to MP3 players to PCs. However, absent an effective digital rights management system 
(DRMS), the substantial revenues that mobile music creators, providers and distributors stand to earn could vanish 
in the face of the unauthorized copying and distribution of that content. 
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ONE LITTLE DOWNLOAD WON’T HURT, WILL IT? 
By Joshua Deutsch 

On the morning of April 3
rd

, 2003, lawyers for the Recording Industry Association of America (“RIAA”) arrived at 
Michigan Technological University and served Joe Nievelt, a twenty-one year old college junior, with what could 
amount to a $98 billion lawsuit.

The complaint against Nievelt asserts causes of action for direct and contributory copyright infringement. It alleges 
that Nievelt runs a local-area, Napster-type network from his dorm room, allowing students to trade copyrighted 
music using campus-connected computers. More specifically, the RIAA contends that Nievelt “hijacked an 
academic computer network and installed on it a marketplace for copyright piracy that is used by others to copy 
and distribute music illegally.”  The RIAA is seeking maximum statutory damages of $150,000 for each copyrighted 
work infringed. 

Three similar complaints were filed the same day against top students Daniel Peng, a Princeton sophomore, Jeese 
Jordan, a Rennsalaer Polytechnic Institute (RPI) freshman, and Aaron Sherman, an RPI senior. 

According to Nielsen SoundScan, sales of compact discs dropped from 735 million in 2001 to 681 million last year. 
The RIAA, which is facing an eleven percent drop in global music sales, costing the music industry an estimated $5 
billion in lost revenue, blames this downtown on the more than 2 billion songs that are traded online each month. 
The RIAA is hoping to set an example with these suits. 

Opponents argue that the RIAA is refusing to adapt to the realities of a digital marketplace, continuing to overcharge 
for music at the expense of the artists. While, the RIAA seemed to recognize this fact, stating that “[m]usic on the 
Internet based on a subscription model is around the corner,” that was more than two years ago with no significant 
change in the interim. 

What is unique about the Nievelt and related suits, however, is that they mark the first time individuals are the focus 
of an RIAA lawsuit for online music piracy. Previously, the RIAA focused its attack on corporate entities, such as 
Napster. Napster, which operated a searchable system permitting “peer to peer” file sharing and retention of sound 
recordings through digital technology, was successfully shut down by the RIAA in 2001.  That decision seemed to 
herald the death knell for online music piracy. 

Nevertheless, the RIAA’s most recent case against second generation online music sharing facilitators StreamCast 
Networks, creators of the Morpheus “peer to peer” software product, Grokster, and Kazaa, opened the door again. 
On April 25, 2003, the United States District Court for the Central District of California granted summary judgment 
against the RIAA and held that Grokster and StreamCast were not liable for the copyright infringing activities of 
their users. In reaching this conclusion, the district court found it significant that the music exchange software had 
significant non-infringing uses, such as the distribution of public domain materials. 

Moreover, the district court found the Napster case to be distinguishable. Unlike Napster, Grokster and StreamCast 
do not operate a centralized file-sharing networks over which they maintain control. Rather, Grokster permits users 
to search for and initiate transfers of files without any information being transmitted to or through any computers 
owned or controlled by Grokster. Similarly, StreamCast employs a “true” peer-to-peer network, with search 
requests passed from user to user until a match is found. Put simply, the defendants provide software permitting 
communication across networks that are entirely outside of their control. 

Based on this decision, it appears that as long as Nievelt simply facilitated music exchange but did not control the 
network on which such exchanges occurred, then he is only liable for his individual acts of infringement. This leaves 
the RIAA with the arduous task of pursuing hundreds of thousands, if not millions, of individual infringers. 

A recent RIAA victory paves the way for these individual suits. In January 2003, a federal court held that Verizon 
Communications, an internet service provider, must reveal the identity of its customers suspected of illegally trading 
music files. In that case, Verizon was required, pursuant to the Digital Millennium Copyright Act, to give to the RIAA 
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the name of a Verizon customer who had downloaded as many as 600 songs a day using Kazaa. 

It is uncertain that the RIAA’s new enforcement strategy will work, although it does seem to be having a deterrent 
effect. Boogle, a service similar to Nievelt’s located at Brandeis University, shut itself down in early April 2003 
to prevent a lawsuit. On the other hand, the RIAA has touted “spoofing” as a legitimate way to combat piracy. 
Spoofing is the practice of releasing fake files to thwart infringers.  For example, those seeking to download a copy 
of Madonna’s most recent album may instead hear the artist unleashing a barrage of profanity upon the infringer. 
The use of spoofing appears to be an acceptance of the reality of online music piracy, at least for the time being. 

Nonetheless, one is left to wonder, “they won’t find out about that one little download, will they?” 
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CANADIAN COURT RULING BIG SURPRISE TO MUSIC BIZ
By Scott Hervey

If the ruling had come down one day later, the recording industry might have thought that it was some terribly 
unfunny April Fools Day prank. However, it was the last day in March; and the Federal Court of Canada issued a 
ruling which rocked the very foundation of the music industry’s battle against online music piracy.

It started out as a mundane procedural hearing. The Canadian Recording Industry Association filed motions to force 
several Internet service providers to reveal the identities of 29 individuals who allegedly were high volume Internet 
music swappers so it could initiate copyright infringement lawsuits against them. These suits were to be part of 
a global legal missive against approximately 250 music pirates worldwide.  Not only did Canadian Federal Judge 
Konrad von Finckenstein deny CRIA’s request, he ruled that the unauthorized online file trading of copyrighted 
music did not appear to be illegal.

In support of its motion, the CRIA had submitted that the alleged infringers engaged in the following activities: they 
installed the peer-to-peer application on their computers; copied files to “shared directories” on their computers; 
used ISP services to connect their computers to the Internet; ran the peer-topeer application on the computers while 
on the Internet; and made the files in the shared directories available for copying, transmission and distribution to 
millions of users of the peer-to-peer services.  The CRIA argued that such activity amounts to infringement of the 
Copyright Act through (1) the reproduction of sound recordings by the alleged infringers; (2) the authorization of the 
reproduction of the sound recordings; (3) the distribution of unauthorized copies of the sound recordings; and (4) 
the possession of unauthorized copies, which the infringers knew or ought to known were infringing for the purpose 
of distribution.

In analyzing CRIA’s claim, Judge von Finckenstein looked as Section 80(1) of the Copyright Act which provides that 
the act of reproducing all or any substantial part of a musical work embodied in a sound recording onto an audio 
recording medium for the private use of the person who makes the copy does not constitute and infringement of the 
copyright in the sound recording.  From this, the court reasoned that downloading a song for personal use does not 
amount to infringement.

The court found that CRIA had not presented any evidence that the alleged infringers either distributed or authorized 
the reproduction of sound recordings.  Rather, the court reasoned, they merely placed personal copies of songs into 
the shared directories in their computers which were accessible by other computer users via a peer-to-peer service.  
Judge von Finckenstein stated that uploading and downloading of copyrighted music does not constitute distribution 
– one of the exclusive rights reserved for copyright owners.  “There must be a positive act by the owner if the shared 
director, such as sending out the copies or advertising that they are available for copying” von Finckenstein wrote. 
The judge likened putting music files on a shared directory linked to a peer to peer service such as Kazaa to putting 
a photocopy machine in the library.

The Canadian court’s ruling is in sharp contrast to similar cases in the U.S.  While U.S. Courts have narrowed 
the mechanisms the recording industry may use to obtain the identification of file traders, the issue regarding 
unauthorized uploading/downloading was resolved prior to Napster. 

Brian Robertson, the president of the CRIA told the Daily Variety that the Court’s ruling “turned from a very normal 
day-to-day court procedure process into a ruling on the legalities of downloading and uploading and that has raised 
a lot of eyebrows in the music industry here.”  According to the Daily Variety, music file sharing has cost the Canadian 
music industry C$425 million in lost music sales revenues over the past five years. Since the Canadian court’s 
ruling effectively legalizes Canuck file trading, the CRIA reasons it is likely that the volume of music file trading will 
increase.  

The Daily Variety reports that CRIA plans to appeal the decision. 
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MOVIE INDUSTRY’S RECENT WIN AND LOSS IN ENCRYPTION LEAVES FUTURE OF DVD COPYING IN 
QUESTION 
By Scott M. Hervey 

Recently, two courts have handed down decisions in cases involving DVD copying which cast questions over the 
movie industry’s future ability to secure DVD content through encryption and a consumer’s ability to decrypt a 
DVD and copy the content. The results of these two cases seem at first to conflict. While, after reflection, they are 
reconcilable, one can still wonder whether the results makes sense.  

In one case, on February 19, 2004, Judge Susan Illston of the United States District Court for the Northern District 
of California issued a ruling in 321 Studios v. Metro Goldwyn Mayer Studios, et al.  321 Studios manufactures and 
sells “DVD Copy Plus,” a software and documentation package built for copying DVDs. DVD Copy Plus consists of an 
electronic guide explaining how to create copies of DVDs, two pieces of free, publicly available software, and one CD 
burning application. The software assists users to copy video content from original DVDs regardless of whether they 
are encoded with CSS or content scramble system (an encoding scheme administered and licensed by the Copyright 
Control Authority, a nonprofit association comprised of a number of motion picture studios).  DVD Copy Plus reads 
the data on the original DVD, decodes it, then allows the user to create a backup copy of the DVD or copy portions of 
the DVD content onto a recordable CD. 

321 Studios filed a complaint for declaratory relief on April 22, 2002 seeking a declaratory judgment from the court 
that distributing DVD Copy Plus does not violate the Digital Millennium Copyright Act (“DMCA”). 321 Studios filed 
its suit against movie studios and members of The Motion Picture Association of America (“MPAA”).  The studios 
are also owners of the copyrights in motion pictures, and produce or distribute DVDs that contain the copyrighted 
material.  321 Studios claimed that their product allows owners of DVDs to make personal use backup copies of 
DVD content onto CDRoms and argued that DVD Copy Plus has substantial noninfringing uses, and that its use 
constitutes fair use.  

An issue before the court on the MPAA’s motion for partial summary judgment and for an injunction barring the 
further sale of 321 Studios’ DVD Copy Plus program was their claim that DVD Copy Plus and 321 Studios violated 
the anticircumvention provisions (17 U.S.C. 124(a)(2) and (b)(1)) of the DMCA).  Section (a)(2) of the DMCA prohibits 
the manufacturing, import and sale to the public of any technology, product, service, or device that (1) is primarily 
designed or produced for the purpose of circumventing a technological measure that effectively controls access to a 
copyrighted work; and (2) that has only a limited commercially significant purpose or use other than to circumvent 
such a technological measure; or (3) is marketed by that person for use in circumventing such a technological 
measure. Similar to Section (a)(2), Section (b)(1) of the DMCA prohibits the manufacture, import, and sale to the 
public of any technology, product, service or device that (1) is primarily designed or produced for the purpose of 
circumventing protection afforded by a technological measure that protects the rights of a copyright owner; and 
(2) has limited commercial significant purpose other than the circumvention of the protection afforded by such a 
technological measure; or (3) is marketed by that person for use in circumventing such a technological measure. In 
enacting these broad restrictions, Congress attempted to maintain balance in the copyright laws by providing that 
“nothing in this section shall affect rights, remedies, limitations, or defenses to copyright infringement, including 
fair use under this title.” 

In ruling on MPAA’s motion, the Court found that 321 Studio’s DVD Copy Plus was in violation of the above two 
sections of the DMCA and that fair use did not provide a defense to these claims. The court found that DVD Copy 
Plus was primarily designed for the purpose of circumventing both a technological measure that controls access to 
a copyrighted work and the protection afforded by a technological measure that protects the rights of a copyright 
owner.  While the court was unable to rule on whether DVD Copy Plus has substantial non-infringing uses, the court 
did find that 321 Studios marketed its product for the primary purpose of circumventing both technological measures 
that control access to a copyrighted work and technological measures that protect the rights of a copyright owner.  

In coming to this conclusion, the court had to address 321 Studios’ fair use defense.  321 Studios relied on the fact that 
DVD Copy Plus works only on original DVDs the end-user has already purchased, and thus has the right to access.  
321 Studios claimed this was the “central fact” that makes its DVD copy code legal.  321 Studios argued that the 
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primary purpose and intended use of DVD Copy Plus is to allow owners of legitimate DVDs to make backup copies; 
an act which has been expressly authorized under the copyright laws as fair use.  In dealing with this argument, 
the court stated that the downstream uses of the software by customers of 321 Studios, whether legal or illegal, 
are not relevant to determining whether 321 Studios itself is violating the DMCA.  The court noted that Congress did 
not ban the act of circumventing use restrictions, but rather banned only in the trafficking and marketing of devices 
primarily designed to circumvent use restriction protective technologies. The court stated that it is the technology 
itself that is at issue, not the use to which the technology may be put.  Stated simply, it would not be illegal for a 
consumer to use 321 Studios’ DVD Copy Plus to make a backup copy of a DVD owned by the consumer. However, it 
would violate the DMCA for 321 Studios to produce, market and sell such a product. 

That same week, in Santa Clara County the California Court of Appeal decided another case revolving around CSS. 
This one pitted the DVD Copy Control Association against Andrew Bunner.  Initially in this case the trial court granted 
a preliminary injunction prohibiting Bunner from continuing to post or otherwise distribute “DeCSS,” a computer 
program allegedly containing CSS, on the grounds that CSS was DVD CAA’s trade secrets. The case was ultimately 
appealed by Bunner to the Supreme Court on First Amendment grounds.  The Supreme Court held that the 
preliminary injunction entered by the lower court did not violate the free speech clauses of the U.S. and California 
constitution, assuming that the trial court properly issued the injunction under California’s trade secret law. 

On remand, the Appeals court focused on whether CSS had the status of a trade secret at the time the injunction 
was issued. The court found that evidence established that DeCSS was widely distributed over the Internet prior 
to the injunction being granted and even prior to the defendant allegedly posting DeCSS on his website.  The Court 
found that this widespread distribution of DVD CCA’s allegedly proprietary information eroded its status as a trade 
secret.  The court stated that is was important to point out that CSS’s trade secret status was not underminded 
simply because it was published on the Internet.  Rather it was due to the fact that DeCSS was quickly and widely 
republished to an eager audience to such a degree that DeCSS and the trade secrets it contained rapidly became 
available to anyone interested in it.  By the time DVD CCA sought to enjoin Bunner from posting DeCSS on his 
website the CSS technology most likely lost its trade secret status . 

The two cases set up a series of interesting paradoxes.  On the one hand, CSS is likely not a trade secret and the 
posting of DeCSS on websites or even billboards may not violate California’s Trade Secret Act.  On the other hand, 
the District Court in 321 Studios found that CSS is an “effective” content control technology. Further, while it is likely 
that anyone will be able to post DeCSS on their website or otherwise disseminate DeCSS without liability for trade 
secret misappropriation, if one were to package DeCSS with instructions and CD burner and then sell this package 
to consumers (which is exactly what 321 Studios did) it would violate the anti-circumvention provisions of the DMCA. 
And, while fair use would entitle a consumer to use such a package to create a backup copy of a DVD she owns, 
the consumer will not be able to purchase the package from a vendor because offering the package for sale would 
subject the vendor to liability for violating the DMCA. 

Both 321 Studios and the DVD CCA have indicated that they intend to appeal the decisions.
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THE MONEY DOESN’T STOP EVEN AFTER THEY ARE GONE 
By Scott Hervey

For some celebrities, earning $5 million dollars a year is not that difficult.  However, being dead can make things a 
little more complicated. 

For most mere mortals, their earning power ends after they die.  However, a select group of celebrities continue 
to make money – lots of money – long after they have died.  According to Forbes.com, this year’s top ten earning 
deceased celebrities, all netting over $5 million dollars annually, are: (1) Elvis Presley, (2) Charles Schultz, (3) J.R.R. 
To lkien, (4) John Lennon, (5) Theodore “Dr. Seuss” Geisel, (6) Marilyn Monroe, (7) George Harrison, (8) Irving Berlin, 
(9) Bob Marley, and (10) Richard Rogers. 

How do these deceased celebrities net so much money?  Since most actors don’t own the rights to the films in which 
they star, most of the earnings come from licensing intellectual property rights. Elvis Presley’s estate earns tens 
of millions of dollars annually from merchandising and admission to Graceland.  The King’s estate does not see 
one dime from his music anymore – his manager sold the rights to pre-1973 recordings to RCA (now part of Sony) 
for $5 million dollars. The estate of Marilyn Monroe makes its money entirely from licensing and merchandising.  
Likewise, the estate of Charles Schultz has licensed the Snoopy character to be the spokesperson for items ranging 
from soft drinks (Pepsi) to insurance (Metlife).  

The use of deceased celebrities as product pitchmen dates back to the early 90’s, with the first known deceased 
celebrity pitchman being John Wayne for Coors.  A year later Fred Astaire was featured dancing with a Dirt Devil 
vacuum cleaner. Other dead celebrity pitchmen include Babe Ruth (Lipton Tea); Lucille Ball (Service Merchandise); 
Earnest Hemmingway (Hemmingway Marinades); Martin Luther King, Jr. (Alcatel Cellular); and Gandhi (Visa). I 
understand that Cain & Able’s agents at William Morris are in the process of inking a few deals of their own. 

Prior to 1985, in California, a celebrity’s right of publicity – the right to control the commercial exploitation of one’s 
likeness – ended when the celebrity died.  In 1985, California enacted Civil Code ¤990 which allowed the celebrity’s 
publicity rights to pass to a successor in interest, who could prevent the unauthorized use of the decedent’s likeness 
for 50 years. In 1997, the Ninth Circuit case Astaire v Best Films showed that the existing statutory scheme had 
some flaws.  

Best Films manufactured and marketed a dance instruction tape featuring a video montage of Fred Astaire dance 
scenes from various Hollywood movies, which Best Films had licensed from the movie studios. Fred Astaire’s estate 
sued Best Films alleging that use of the Best Films videotapes violated Astaire’s right of publicity by using his 
image as it appears in the clips from the films second chorus and royal wedding without the estate’s permission. 
At the time, section 990 prohibited the use of a deceased celebrity’s name or likeness on marketed products such 
as posters, t-shirts, porcelain plates, collectibles, toys, gadgets and other items.  However, the statute contained 
certain exemptions including uses in plays, books, magazines, films, radio and TV programs.   Because the use in 
question was videotapes, the court found that Best Films did not violate section 990. 

In response to the 9
th

 Circuit’s decision in Astaire v Best Films, in 1999 California passed Senate Bill 209 which 
amended and renumbered ¤990 of the Civil Code. Now, ¤3344.1 of the Civil Code provides statutory protection for 
deceased celebrities.  This section states that any use of a deceased personality’s name, voice, signature, photograph 
or likeness, in any manner, on or in products, merchandise, or goods, or for purposes of advertising or selling, or 
soliciting purchases of product, merchandise, goods, or services without prior consent from the properly authorized 
person is illegal. 

Using deceased celebrities as product pitchmen is a big business. CMG Worldwide is one of the agencies that 
represent a number of celebrity brands such as Marilyn Monroe, James Dean, and Babe Ruth. Licensing the 
intellectual property rights of a deceased celebrity takes true business acumen and a concrete understanding of 
intellectual property and licensing laws.  After all, earning millions of dollars after you are dead is not an easy 
task. 
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MUSIC INDUSTRY BILL STRIKES A CORD WITH RECORD COMPANIES
By Scott Hervey 

On Wednesday June 16, 2004 SB 1034 was passed by a full Senate by a vote of 22-15 and now goes to the Assembly.  
The bill’s author, Kevin Murray (D-Los Angeles), is quoted as saying “this bill addresses the core issue that has 
allowed record companies to under-report royalty earnings with any penalty.”  “Under the current structure, there is 
no disincentive for record companies to provide their artists with an accurate accounting of their royalties. Therefore, 
companies are rewarded for their bad behavior. This bill will give artists the assurance they deserve that record 
companies must accurately report royalties to them or face penalties.” 

SB 1034 has received widespread support from the American Federation of Television and Radio Artists, AFL-CIO; 
American Federation of Musicians, AFLCIO; California Labor Federation, AFL-CIO; Department of Professional 
Employees, AFL-CIO; Music Managers Forum; Recording Artists Coalition; Screen Actors Guild; Artist Empowerment 
Coalition; and countless artists, managers and attorneys. 

Carl London, a lobbyist for the record industry on SB 1034 says that those in favor of the bill raised the issue of 
older artists who did not have audit rights in their recording agreements and had no way of verifying that the labels 
were paying them fairly. London doubted that it was necessary to provide these older artist with a statutory right 
to audit because most labels allow these older artist to audit whether or not such a provision is in their original 
contract.  Further, London noted that recording agreements today are quite different than those from long ago; audit 
provisions are standard in today’s recording agreement. The business practices of today’s major label are also quite 
different, London continued. A major label today will not even enter into negotiations with a perspective recording 
artist unless they are represented by a competent manager or entertainment attorney. 

\Before its recent amendments, the bill contained some rather serious provisions that most likely caused quite a 
stir with the record labels. The bill stated that record companies would be required to provide an auditor hired by 
the artist all the records that relate to the audit, including the manufacturing records, unaccounted for sales, non-
royalty units and physical and perpetual inventory records. The bill also provided that if the audit shows more than 
10% in unpaid royalties the record company is required to pay for the costs of the audit, legal fees in connection with 
the audit, and interest accrued on the unpaid royalties. The bill also stuck the record label with treble damages on 
all unpaid royalties. Also, if the unpaid royalties exceeded 20% the artist would be entitled to rescind the contract.  
The bill also provided that if the record company disagreed with the finding of the audit, the artist could initiate 
binding arbitration and that the arbitrator would be required to award attorney’s fees to the artist if it is determined 
that the record company owes the artist royalties. These provision have since been struck from the bill. 

One of the controversial provisions of the bill was its imposition of a fiduciary duty on the labels to accurately report 
and pay royalties to artists. Since most of the major labels today are publicly traded companies, some critics of the 
early version of the bill have said that making them the artists’ fiduciary would conflict with the duty they already 
owe to their shareholders to return the highest possible profit. If a label is required to give an artist the highest rate 
possible, regardless of the ultimate cost to the company, this would sit well with label’s shareholders. This provision 
has also been struck from the current version of the bill. 

SB 1034 still provides artists with a statutory right to audit the books and records of a record company by using an 
auditor of the artists choice. Also, the artist can hire the auditor on a contingency basis and the auditor can conduct 
audits for multiple clients at the same time.  While not as bold as the provisions that have been struck, the bill still 
provides artists with rights that have always been the subject of negotiation. 
As an entertainment attorney who represents a fair number of music artists, I can see a benefit to having the bill in 
its current form entered into law. For example, some labels are still very resistant to allowing contingent auditors. 
For an artist that can’t afford the thirty thousand dollars an audit usually costs, being able to hire a contingent 
auditor can be a major benefit.  For me, if the bill becomes law I have to address the issues covered by the bill and 
can focus my energy on other things. 
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PLAY IT AGAIN SAM, BUT ONLY IF YOU GET A LICENSE FROM ASCAP 
By Scott Hervey
 
In my practice I am fortunate to work with musicians, music producers, independent labels and others in the music 
industry. In dealing with musicians who are just starting out, often times I am asked a number of the same types 
of questions. One that comes up quite frequently deals with playing another band’s music at concerts or recording 
their rendition of another band’s song. 

I am always pleased when I am asked this question by a new musician because it means that  they recognize that 
they need permission to play songs that belong to other bands. As the recent Napster litigation should have taught 
everyone, music is not free. One musician can’t steal another musician’s property (song) and use it for himself to 
make money. You have to ask permission. 

In the music industry, a musician asks permission to use other band’s music by obtaining a license. The type of 
license needed depends on how the musician intends to use the music. If the musician plans to re-record another 
band’s music then he must obtain what is called a mechanical license. But if the musician plans to perform the 
other band’s music at clubs, concerts, etc., then the musician needs to obtain what I like to call a performance 
license (it is really just called a license, but I like to call it a performance license to stress the difference between 
that and a mechanical license). 

Obtaining a mechanical license is not a very daunting task. Because United State’s Copyright laws required that 
once a copyright owner has recorded and distributed a work (i.e., a song) to the U.S. public or has permitted another 
to do so, the copyright owner is required to grant a license (called a compulsory license) to another who wants to 
record and distribute the song. A compulsory license is not free. The U.S. Copyright act provides for the compulsory 
license only upon payment of a licenses fee (called the statutory compulsory rate). Currently the rate is 8 cents per 
song for songs five minutes or less, or 1.55 cents per minute for all songs over 5 minutes. 

If a musician wants to obtain a mechanical license, the first place to start is the Harry Fox Agency. (www.harryfox.
com) The Harry Fox Agency represents publishers by licensing their work and collecting royalties on their behalf. 
The Harry Fox Agency web site provides a wealth of information and can even process applications for mechanical 
licenses if Harry Fox represents the artist whose work the musician wants to use. 

If Harry Fox does not represent the artist who owns the work the musician wants to use, the musician should 
contact the artist directly to arrange for a license. If Harry Fox does not represent the artist and the musician either 
can’t get in touch with the artist or the artist refuses to grant a license the musician may still be able to obtain a 
“compulsory license” from the Copyright Office.  

First, a compulsory license can only be obtained from the Copyright Office if the primary purpose is to make a 
“phonorecord” (statutorily defined as “material objects in which sounds, other than those accompanying a motion 
picture or other audio visual work are fixed”) for distribution to the public.  A compulsory license will allow the 
musician to create a new musical arrangement of the work. However, such a new arrangement can not change the 
basic melody or fundamental character of the work. 

The process of obtaining a compulsory license can be rather straight forward or complex, depending on a variety of 
factors. 

Obtaining a performance license can be just as simple (or complex) as obtaining the mechanical license. There 
are a number of different agencies (called performing rights agencies) that license these performance licenses: 
BMI (www.bmi.), ASCAP (www.ascap.com) and SESAC (www.sesac.com). Because the performance rights these 
organizations license vary (live performances, radio play, television, cable, Internet, bars, restaurants, hotels, 
shopping centers, etc) the rates charged will also vary. The license will have to be obtained from the agency that 
represents the artist whose work you want to perform. The website for all three agencies allows users to search the 
list of artists each society represents. 

http://www.weintraub.com
http://www.weintraub.com


60weintraub genshlea chediak sproul  |  articles from The Daily Recorder

table of contents
: weintraub.com

Some people mistakenly assume that musicians and entertainers must obtain licenses to perform copyrighted 
music, or that businesses can shift their responsibility to musicians or entertainers. The good news for the artist is 
that the law says it is the responsibility of the business owner to obtain the license. However, as a practical matter, 
it is best for the musician to check with the venue before performing any cover pieces, as the venue may have strict 
policies in that regard. 
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RIAA VS. CORPORATE AMERICA
By Scott Hervey 

On October 25, 2002, the Recording Industry Association of America, or RIAA as it is more commonly known, sent a 
shot across the bow of corporate America. In a letter to the CEOs and Presidents of the Fortune 1000 companies, the 
RIAA issued a thinly valued threat –take steps to stop illegal file swapping or face our legal wrath.  The letter stated 
that the piracy of music and movies is taking place at a surprisingly large number of companies and that many 
corporate network users are taking advantage of the fast Internet connections to upload and download infringing 
files on peer to peer services as well as distributing and storing infringing files on corporate networks.  The letter 
continued to state “[t]he use of your digital network to pirate music, movies and other copyrighted works…subjects 
your employees and your company to significant legal liability under the Federal copyright law.” The RIAA sent a 
similar letter to various colleges and universities. 

While the RIAA was successful in shuttering Napster, it was quick to find other online music swapping services 
popping up like weeds all over the Internet.  The new breed of online music services is more like crabgrass; a peer 
to peer network with no centralized server.  In the open network peer to peer model (i.e., Gnutella, Kazaa, iMesh 
and Grokster to name a few) anyone with an IP address can expand the network and no single computer or group 
of computers is necessary to keep it alive. Faced with this reality, the RIAA announced a change in its litigation 
strategy; it is going after individual users and those third parties who facilitate user access. 

The issues concerning third party liability now being forced by companies and learning institutions were raised 
in the early history of the Internet.  The challenges faced by Internet service providers when confronted with 
liability resulting from user’s infringement are the best analogies to draw from in determining the potential liability 
companies and universities are now facing.  

Although the Copyright Act imposes strict liability, cases such as Religious Technology Center v. Netcom (Netcom 
and a Netcom user were sued by the Church of Scientology because the user allegedly posted church copyrighted 
material on a Usenet newsgroup) have held that online service providers may not be held directly liable merely 
because infringing content has been posted online; some element of volitional conduct is required. Although 
companies and universities provide access to the Internet and, in some sense, facilitate or make possible the acts 
of infringement, where the conduct was outside the course and scope of the user’s employment with the company/
university, and where the conduct was not ratified by the company or university they probably would not face direct 
liability. 

Even though direct liability may not be a risk, companies and universities may still be open to liability for contributory 
copyright infringement. Contributory copyright infringement can exist where a party, with knowledge of the 
infringing activity, induces, causes or materially contributes to the infringing conduct of another. In the Netcom 
case, in ruling on Netcom’s motion for summary judgment, the court stated that triable issues of fact existed as to 
whether Netcom could be held liable for contributory infringement based the church providing Netcom with notice 
of the infringement and Netcom failing to investigate. While it is not likely that a court will find the RIAA’s October 
25, 2002 letter to constitute sufficient notice, companies and universities should pay serious attention to any further 
correspondence they may receive from the RIAA. 

So what is a company or university to do? It may depend on whether the particular company or university can be 
considered a “Service Provider” under the Online Copyright Infringement Liability Limitation provisions incorporated 
into the Digital Millennium Copyright Act (DCMA). 

The Online Copyright Infringement Liability Limitation section of the DCMA provides Service Providers with a safe 
harbor from liability which may otherwise result from a number of user acts, including information stored by a 
user on a Service Provider’s system. Under the DCMA, a “Service Provider” is defined as “an entity offering the 
transmission, routing, or providing of connections for digital online communications, between or among points 
specified by a user, of material of the user’s choosing, without modification to the content of the material as sent or 
received” and also as “a provider of online services or network access, or the operator of facilities therefore.” While 
there has yet to be case law interpreting whether a university or a company qualifies as a “Service Provider,” most 
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commentators have noted that the term is defined broadly enough to encompass universities as well as owners of 
corporate intranets. 

In order to be eligible for any of the limitations or safe harbors, a Service Provider must meet a few conditions. First, 
the Service Provider must adopt and implement a policy of terminating the accounts or subscriptions of repeat 
infringers; inform users and subscribers of the policy; and accommodate and not interfere with measures used 
by a copyright owner to identify or protect copyrighted works. The Service Provider must also designate an agent 
to receive notification of claims of infringement and comply with specific rules for removing or blocking access to 
content alleged to be infringing. The DMCA provides specific rules address appropriate Service Provider conduct in 
cases where content is removed in response to a notification. As long as the Service Provider complies with these 
rules, they are immune from liability to their subscriber for removal of the content. 

The above provisions of the DMCA were drafted with the concept of a traditional ISP in mind; where the relationship 
between the user and the IPS revolved solely around the provision of Internet related services and the ISP and user 
were clearly two separate individuals. In the case of universities and their professors and staff and companies and 
their employees, it may not be as easy to separate the user from the “Service Provider.” The DMCA provides that 
where a “nonprofit institution of higher education” is the Service Provider, a faculty member or graduate student 
who is employed by the institution will, in certain circumstances, be considered a person other than the institution 
and their knowledge of the infringing activity shall not be imputed to the institution. The DMCA does not provide any 
similar provision where the Service Provider is a company and the alleged infringer is an employee. However, the 
rules concerning the attribution of employee conduct to an employer are well established and may be applicable in 
determining whether an employee’s infringing activity are to be imputed to the company. 

Although a court has yet to address the application of the DMCA safe harbors to companies and universities, it would 
be well advised for companies and universities to act as if this portion of the DMCA had been written just for them. 
Companies and universities should immediately adopt (if they don’t already have one) an Internet use policy which 
addresses the use of peer to peer networks and storage of content, and provides for termination or suspension of 
Internet access for violations of the policy.  They should also designate an agent to receive infringement notifications 
and comply with the provisions of the DMCA addressing registration of the agent with the Copyright Office. While 
compliance may be cumbersome at times, if a company or university fails to take these steps, liability is almost 
certain. 
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HOW TO PROTECT YOUR CLIENTS’ IP 
By Audrey A. Millemann

A business’s intellectual property may be its most valuable asset. Whether it is biotechnology, trade names, business 
methods, or computer software, intellectual property should be protected to the greatest extent possible in order 
to maximize the value of the business. This article summarizes the types of intellectual property protection that are 
available.

What Is Intellectual Property Protection? 
There are four types of intellectual property protection:  patent, copyright, trademark, and trade secrets.

Patents protect inventions. A patent is a grant by the United States Government to the inventor of the rights to 
exclude others from making, using, or selling the invention in the United States, or importing the invention into the 
United States.  There are three kinds of patents: utility, design, and plant. A utility patent protects five classes of 
inventions: a process or method, a machine, an article of manufacture, a composition of matter (including chemical 
compositions, genes, and genetically engineered bacteria, plants, and animals), and an improvement of an invention 
in one of the other four classes. Subject matter that is not patentable includes pure mathematical algorithms that 
do not have steps, printed matter, natural compounds, and scientific principles.  In order to be patentable, the 
invention must be useful, new (novel), and nonobvious.

A design patent protects new, original, ornamental designs for articles of manufacture. The patent protects only the 
appearance of the article, not any aspect of functionality.

Plant patents protect distinct, new varieties of asexually reproducing plants (i.e. plants that can be reproduced 
without seeds, such as by budding or grafting), including certain types of roses, nuts, and fruit trees.

Copyrights protect original works of authorship fixed in a tangible medium. Original works of authorship include 
books, musical compositions, multimedia works, dramatic productions, motion pictures, and computer programs 
and databases.  Functional works such as ideas, procedures, processes, and methods are not protectable by 
copyright. A copyright entitles its owner to the exclusive rights to reproduce the work, prepare derivative works, 
distribute copies of the work, and perform and display the work publicly.

Trademarks and service marks protect words, symbols, phrases, and logos used to indicate the source of goods or 
services. The strongest marks are those that are coined (made up words) or arbitrary (words that do not have any 
connection to the product or service).  Suggestive marks, which suggest a characteristic of the product or service, 
are less strong than coined or arbitrary marks. Descriptive marks, which describe the product or service, are not 
protectable unless they have achieved secondary meaning (a strong association with the source of the product or 
service). Generic marks are not protectable at all because they are simply words that have become used to identify 
the product itself.

Trade dress protection is similar to trademark protection and protects the overall look of a product, as long as it is 
inherently distinctive and nonfunctional.

Trade secret law protects information such as formulas, compilations, programs, devices, or methods, which derives 
independent economic value from not being generally known to others and is the subject of reasonable efforts to 
maintain its secrecy.

Which Type of Protection Is Best? 
A business may obtain all four types of intellectual property protection.  For example, the product itself may be 
patentable, the name or brand may be a trademark, the literature or other written materials may be copyrightable, 
and the details of the manufacturing process for the product may be maintained as a trade secret. 
In some cases, however, a decision must be made between the types of protection that will be used. One cannot 
obtain both patent and trade secret protection for the same thing. In order to obtain a patent, the invention must be 
disclosed to the public, while trade secret protection can be obtained only if the invention is kept secret. Patent and 
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trade secret law offer different kinds of protection. A patent protects against the independent creation or reverse 
engineering of the device, while trade secret law does not protect against these acts.  Patent and trade secret law 
have different requirements. An invention must be useful, novel, and nonobvious to be patentable, while there are 
no such requirements for trade secret protection.

In general, if both patent and trade secret protection are available, one should seek a patent if the invention is easily 
reverse-engineered or if it is disclosed when it is used (e.g. Amazon.com’s 1Click method of accepting purchase 
orders over the Internet). If the invention is not easily reverse-engineered and not disclosed when it is used (e.g. the 
formula for Coca-Cola™), trade secret protection may be the better choice.

How Long Does the Protection Last? 
A utility patent is valid for 20 years from the filing date of the patent application.  A copyright lasts for the life of 
its author plus 70 years, unless it is a work-for-hire, which lasts for the shorter of either 95 years from the first 
publication or 120 years from creation. A trademark does not expire, as long as it is used.  Trade secret protection 
lasts as long as the information is maintained as secret.

How Does One Obtain Protection? 
A patent is obtained by filing, with the United States Patent and Trademark Office (“PTO”), a patent application 
containing claims (which set forth the scope and limits of the invention).  The PTO conducts a search of the prior art, 
including U.S. and foreign patents and other publications, and issues a written opinion on whether the invention is 
patentable. The claims may be allowed or rejected. The applicant then has the opportunity to respond to the PTO 
and to explain why the claims should be allowed. After this process, called patent prosecution, the PTO either issues 
a patent or rejects the application. The process usually takes two to three years or so, depending on the type of 
invention and amount of prior art.

A copyright is obtained by filing an application with the United States Copyright Office. There is no examination 
process; it is simply a registration process.

A federal trademark is obtained by filing an application with the PTO. The PTO conducts an examination of other 
marks in use and determines whether there are similar marks and whether a likelihood of confusion could occur. 
If the PTO approves the mark, it is then registered.  There is also protection for trademarks available under state 
law.

Trade secrets are governed by state law, in particular the Uniform Trade Secrets Act, which 43 states, including 
California, and the District of Columbia have adopted.  There is no registration or examination procedure; a trade 
secret exists if the requirements set forth above are met.

What Advice Should a Client Be Given? 
Clients should be advised to identify their intellectual property. This can be done through a formal audit by an 
intellectual property lawyer or informally by the company’s management. Once the intellectual property has been 
identified, the client should verify that it owns the intellectual property and, if not, take steps to secure ownership 
from employees or independent contractors.  Then, an analysis should be made of the value of the intellectual 
property and a determination made of which items need to be protected and how they should be protected. If it is 
not economically feasible to protect all of the company’s intellectual property, management should prioritize the 
intellectual property and begin the effort necessary to obtain protection. 
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INTELLECTUAL PROPERTY BASICS
By Audrey A. Millemann

The beginning of the year is a good time to review your clients’ intellectual property needs. The first and most 
important thing to do is to determine what intellectual property the client has. Once the intellectual property has 
been identified, the means of protecting it can be analyzed and a plan for establishing protection set up.

What is Intellectual Property? 
Almost anything can constitute intellectual property.  IP may fall into one or more of the following categories: 
inventions that can be patented, expression that is copyrightable, names or logos that are trademarks, and 
information that is a trade secret.

A patent protects an invention. There are three kinds of patents: utility, design, and plant. A utility patent covers a 
functional invention, of which there are five categories: articles of manufacture, machines, compositions of matter 
(e.g. chemical compounds, genes, and non-natural plants and animals), processes (or methods, including computer 
software and business methods), and improvements of any of the above.  A design patent covers a new, ornamental 
(non-functional) design for an article of manufacture, such as a fork, doorknob, or a chair.  A plant patent covers 
plants that are asexually reproduced (i.e., plants that can be reproduced without seeds, such as by budding or 
grafting).  Certain things are not patentable: pure mathematical algorithms, printed matter, natural compounds, 
natural living organisms, and scientific principles. 

A copyright protects an original work of authorship fixed in a tangible medium.  This includes books, movies, musical 
compositions and works of arts. Neither ideas nor functional works, such as procedures, systems, methods, and 
principles, are protectable by copyright. 

A trademark protects a name, phrase, or logo that indicates the source of the goods or services. A sound or color 
may also be protectable as a trademark. Trade dress is similar to trademark and protects the overall look and feel of 
something, such as the interior decor of a restaurant.  Trade dress is protectable as long as it is not functionable.

A trade secret is information that has independent economic value from being maintained as secret and is the 
subject of reasonable efforts to keep it secret.  Almost any kind of information can constitute a trade secret, such as 
a formula, method, program, process, or composition. 

How is IP Protected? 
Patentable inventions are protected by United States patents issued by the United States Patent and Trademark 
Office (“PTO”).  Patent law is federal law, as set forth in Title 35 of the United States Code and Title 37 of the Code 
of Federal Regulations.  (Most foreign countries also protect patentable inventions and have laws similar to those 
of the United States.)  In order to obtain a patent, the inventor, or its assignee, must file a patent application, which 
is examined by the PTO. If the application satisfies the requirements for a patent, the PTO will grant a patent. For 
a utility patent, the invention must be useful, novel (i.e., new) and not obvious over what has been done before (the 
prior art). The written application must also meet certain specific requirements.

Copyrightable works are protected as soon as the original expression is fixed in a tangible medium.  In order to be 
original, the work must be independently created.  A copyright can be registered with the United States Copyright 
Office.  Like patent law, copyright law is exclusively federal law.  It is set forth in Title 17 of the United States Code.

Trademarks are governed by both federal law (the Lanham Act, at Title 15 of the United States Code) and state law. 
Trademark rights arise from actual use of the mark in commerce or from the filing of an application with the PTO 
stating an intent to use the mark. A trademark may be registered under federal law and under most state laws as 
well.  To be registrable, the mark must distinguish the goods or services of its owner.  The strongest marks are those 
that are fanciful or arbitrary.  Marks that are suggestive are also strong, while marks that are merely descriptive are 
not registrable unless there is also secondary meaning (association by the public of the mark with a single source). 
Generic marks are not protectable.
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Trade secrets are governed by state law. Almost all states have adopted the Uniform Trade Secrets Act, which codifies 
common law trade secret protection.  Virtually any kind of information can be kept as a trade secret, although the 
most common are financial information, technical know-how, and customer needs. No registration process exists; 
rather, the information must be kept secret in order to remain a trade secret. 

What Rights are Protected? 
A United States patent grants its owner the right to exclude others from making, using, selling, or offering to sell 
the patented invention in the United States, or importing the invention into the United States. These rights are 
called “exclusionary rights.” A patent does not confer these rights on its owner, however, as an invention may be 
patentable but still infringe another patent.  Both utility and plant patents last 20 years from the date of filing of the 
patent application, while a design patent lasts 14 years from the date of its issuance.

A copyright owner has the exclusive rights to reproduce the work, prepare derivative works, distribute copies, 
perform the work, and display the work. A copyright protects its owner from the copying or making of a substantial 
similar work by another. Copyright protection generally lasts for the life of the author plus 70 years, with some 
exceptions.

A registered trademark gives its owner evidence of ownership and of priority of use. The owner of a registered mark 
has the right to prevent others from using confusingly similar marks in connection with similar goods or services. 
The protection of a registered mark may last indefinitely if the mark is used properly.

Trade secret protection gives the owner rights against those who misappropriate or misuse the trade secret.  Unlike 
the other three forms of intellectual property, a trade secret does not protect its owner from reverse engineering 
or from copying, unless the trade secret was obtained unlawfully. If a trade secret is maintained as secret, its 
protection lasts indefinitely.  

How are IP Rights Enforced? 
The owner of IP can license the IP to another. For example, a patent or trademark owner can license another party 
the rights to use the patented invention or the mark in a certain geographic area for a certain period of time.  A 
copyright owner may similary license another for certain uses of the work.  A trade secret can also be licensed to 
others as long as it will be maintained as secret. 

In addition, an IP owner can sue anyone who violates the owner’s IP rights.  Thus, a patent, copyright, or trademark 
owner may sue anyone who uses the IP without the owner’s consent for infringement. Remedies may include 
an injunction, a reasonable royalty, actual damages, statutory damages, exemplary damages, and attorneys’ 
fees, depending on the type of IP and the circumstances of its infringement. A trade secret owner may sue for 
misappropriation of the trade secret and obtain an injunction, compensatory damages, exemplary damages, and 
attorneys’ fees.  Trade secret misappropriation may also result in criminal liability. 
 
Because the most important asset of a business may be its IP, careful attention should be paid to protecting it. In 
most cases, if IP is not protected from its inception, some or all of the owner’s rights may be lost.
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UNFAIR COMPETITION LAW: 
A USEFUL TOOL TO ENFORCE INTELLECTUAL PROPERTY RIGHTS 
By Dale Cambpell 

This weekly column has been devoted to topics related to various intellectual property rights. The statutory schemes 
creating protectable interests in trademarks, copyrights, patents, and trade secrets all provide various enforcement 
mechanisms available to an aggrieved plaintiff. One enforcement tool that should not be overlooked is found in 
California’s unfair competition law as set forth in Business and Professions Code section 17200, et seq.  A recent 
California Supreme Court decision has clarified what relief is available under the unfair competition law to an 
individual plaintiff.

California’s unfair competition law (“UCL”) prohibits unfair competition, including unlawful, unfair and fraudulent 
business acts.  Specifically, Business and Professions Code section 17200 states:

“As used in this chapter, unfair competition shall mean and include any unlawful, unfair or fraudulent business act 
or practice and unfair, deceptive, untrue or misleading advertising and any act prohibited by chapter 1 (commencing 
with Section 17500) of Part 3 of Division 7 of the Business and Professions Code.”

The California Supreme Court issued a ruling in March of this year which reaffirms the wide range of conduct 
prohibited under the UCL – but also clarifies the UCL’s limitations on monetary relief. Korea Supply Company v. 
Lockheed Martin Corporation (2003) 29 Cal.4

th

 1134. In the Korea Supply case, the Republic of Korea wished to 
purchase specific radar equipment and issued a request for proposal to interested manufacturers.  Plaintiff Korea 
Supply Company was a broker who represented one manufacturer who submitted a responsive bid.  Korea Supply 
Company was to receive a commission of over $30 million if its client was awarded the contract.  The Republic of 
Korea ultimately issued the contract to another manufacturer.  However, subsequent investigation showed that the 
successful bidder received the contract as a direct result of employing wrongful means including the use of bribes 
and sexual favors.  Korea Supply Company filed the lawsuit against a successful contractor seeking recovery of its 
lost commission under both the unfair competition law and for claims of intentional interference with prospective 
economic advantage.

The Supreme Court reaffirmed its prior holdings as set forth in Cel-Tech Communications, Inc. v. Los Angeles 
Cellular Telephone Company (1999) 20 Cal.4

th 

163 in which the court held that the UCL covers a wide range of 
conduct.  The UCL embraces “anything that can properly be called a business practice and that at the same time 
is forbidden by law.” The UCL “borrows” violations from other laws by making them independently actionable as 
unfair business practices. “A practice may be deemed unfair even if not specifically prescribed by some other law” 
(Cal-Tech at p. 180).In addition to covering a wide range of conduct, the UCL standing requirements are equally 
broad. Unfair competition actions may be brought “by any person acting for the interest of itself, its members or the 
general public.” (B&P section 17204.)

The remedies available under the UCL are found in Business and Professions Code section 17203: “Any person 
who engages, has engaged, or proposes to engage in unfair competition may be enjoined in any court of competent 
jurisdiction. The court may make such orders or judgments, including the appointment of a receiver, as may be 
necessary to prevent the use or employment by any person of any practice which constitutes unfair competition as 
defined in this chapter or as may be necessary to restore to any person in interest any money or property, real or 
personal, which may have been acquired by means of such unfair competition.”

The Korea Supply decision reaffirmed previous rulings that the legislative purpose behind the UCL is “to provide a 
streamlined procedure for the prevention of ongoing or threatened acts of unfair competition.” (Cortez v. Purolator 
Air Filtration Products Company (2000) 23 Cal.4

th

 163, 173-174.)  Any member of the public can bring an action to 
enjoin an unfair business practice, but individuals cannot recover monetary damages, only restitution. The question 
presented in Korea Supply is whether disgorgement of profits that are not restitutionary in nature is an available 
remedy for an individual private plaintiff under the UCL.

In Korea Supply, the lower court had ruled that an individual plaintiff could recover disgorgement of profits plaintiff 
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would have earned, even though that money was not taken directly from plaintiff. The lower court had relied upon 
language contained in the Supreme Court’s previous ruling of Krause v. Trinity Management Services, Inc. (2000) 23 
Cal.4

th

 116, 127 in which the Supreme Court stated:

“An order that the defendant disgorge money obtained through an unfair business practice may include a restitutionary 
element, but is not so limited --- [s]uch orders may compel a defendant to surrender all money obtained through 
an unfair business practice even though not all is to be restored to the persons from whom it was obtained or those 
claiming under those persons. It has also been used to refer to surrender of all profits earned as a result of an 
unfair business practice regardless of whether those profits represent money taken directly from persons who were 
victims of the unfair practice.”

The Supreme Court reversed the appellate court holding that it had misread the ruling in Krause. The Court ruled 
that the legislature did not intend the UCL to provide trial courts with unlimited equitable powers.  The language 
of section 17203 is clear that the equitable powers are to be used to “prevent” unfair business practices and to 
“restore” any money or property acquired through those practices, not as an alternative means to recover lost 
profits. The Supreme Court acknowledged that some prior cases use the phrase “disgorgement” but emphasized 
that the decisions were referred to a restitutionary form of disgorgement, not a disgorgement of profits that are not 
otherwise restitution.  The Supreme court held that “nonrestitutionary disgorgement of profits is not an available 
remedy in an individual action under the UCL. Compensation for lost business opportunity is not for restitution and 
is not available under the UCL.”

After Korea Supply, it is clear that an individual plaintiff, in the context of the intellectual property litigation, may rely 
upon the UCL to enjoin any acts in violation of its intellectual property rights that are the result of unlawful, unfair, 
fraudulent business practices.  The practice may be deemed unfair even if it is not specifically prescribed by another 
statute. However, in order to obtain monetary relief, the plaintiff must establish a right to restitution, and not simply 
disgorgement of profits enjoyed by the defendant.  Restitution is not lost business opportunity. The plaintiff must 
claim the return of money or property that was once in its possession or in which the plaintiff has a vested interest. 
Simply looking to the defendant’s profits or to plaintiff’s prospective lost profits will not suffice.
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A NEW YEAR’S RESOLUTION: REASSESS YOUR INTELLECTUAL PROPERTY PROTECTION
By Julie Garcia

As the new year begins, resolutions are made and companies open new files and books for the coming year. As part 
of the transition, reviewing internal process and procedures for protecting a company’s intellectual property may 
prove to be a worthwhile project. Although most companies will generally follow a prudent path for protecting their 
intellectual property, it is very easy for processes and procedures to be overlooked and sidestepped as the urgency 
to market the new product increases. As the calendar changes and sets forth a whole new year to contemplate, 
reassessing intellectual property protection may be timely. There are generally a number of important areas that 
may fall victim to oversight and neglect, but may be crucial to the protection of a company’s intellectual property. 
A few such areas include: (i) employee confidentiality and nondisclosure agreements; (ii) independent contractor 
agreements, including confidentiality, nondisclosure and invention assignment provisions; (iii) vendor, supplier 
and manufacturer confidentiality and nondisclosure agreements; (iv) trademarks; and (v) strategic relationship 
confidentiality protection. Assessing the status of all intellectual property and resolving any issues may avoid 
problems in the future and may also increase the speed at which the company may complete a sale of the company 
or a much needed financing.

Employee confidentiality and nondisclosure agreements are very important for a company that relies on the 
protection of its intellectual property for its survival and viability. Employees, to varying degrees depending on their 
roles within the company, will often have direct access to a company’s intellectual property and trade secrets. In 
order to protect the valuable nature of its intellectual property, a company should require that all employees be 
subject to confidentiality and nondisclosure agreements. Many companies will incorporate the execution of such 
agreements into the employee orientation process to minimize the number of employees that are not subject to 
confidentiality and nondisclosure agreements. By incorporating the agreements into the orientation process, the 
agreements become one less item to be concerned with down the road. If the execution of the agreements is 
not part of the hiring process, the likelihood that the agreements will be forgotten increases exponentially as the 
employee becomes involved with their job and the company will often set the agreement aside for “when there is 
time.” Most companies do not have excess time and inevitably the agreement will find its way to the bottom of a 
stack of papers.

Independent contractors pose a different problem than employees as there is generally a confidentiality and 
nondisclosure issue in addition to an invention assignment issue with independent contractors. Independent 
contractors generally must assign over the intellectual property to the company before the company can claim 
rights to the intellectual property. If the company fails to obtain the invention assignments, there may be ownership 
issues down the road that could have been easily avoided had the invention assignment been completed in a timely 
fashion. In some cases, the independent contractor may be unavailable or unreachable and in other cases, the 
relationship between the company and the independent contractor may have soured and the independent contractor 
may be uncooperative and unwilling to assign over the invention to the company. To help minimize future problems, 
independent contractor agreements setting forth the parameters of the relationship should be signed prior to the 
commencement of any work by the independent contractor and should contain an invention assignment which also 
obligates the independent contractor to complete any additional appropriate assignment documents and assist the 
company in the future as necessary and appropriate.

Although many companies understand the importance surrounding employee and independent contractor issues, 
but do not always follow through with internal procedures, many companies will overlook the protection of its 
intellectual property in relation to the release of confidential or proprietary information to vendors, suppliers and 
third party manufacturers. Many companies will overlook the fact that they are in fact releasing confidential or 
proprietary information when searching for and obtaining vendors, suppliers and third party manufacturers. The 
rush to develop and market the company’s product or products may lead to the inadvertent release of confidential 
or proprietary information without an executed confidentiality and nondisclosure agreement. A quick review of all 
vendor, supplier and third party manufacturer files for executed confidentiality and nondisclosure agreements may 
save time and money in the future if the unsigned agreements are caught and corrective action is taken before an 
issue arises.
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Marketing of the company’s products or services is generally done under a trademark. In many cases, companies 
will develop a brand name or trademark without properly researching the trademark for potential infringement. 
Prior to the use of a trademark a company should conduct appropriate research to determine whether or not the 
trademark infringes on the rights of another person or entity. Although a search is not a guarantee against an 
infringement action, a search will often alert the company to any obvious problems and allow the company to take 
appropriate action. A significant amount of money may be saved in legal fees if a company is not required to defend 
an infringement suit that could have been avoided by early research.

Strategic relationship agreements such as license agreements, distributor, sales agent or other strategic 
partnership agreements should all contain the appropriate confidentiality and nondisclosure provisions since many 
such relationships will include the sharing of confidential and/or proprietary information.

Evaluating intellectual property protection for weaknesses is generally easier when it is not a necessity, such as in 
the midst of the sale of the company, a financing or the restructuring of the company. As a new year’s resolution, 
many companies should evaluate their internal policies and procedures for the protection of the intellectual property 
that is more than likely the backbone of the company and the protection of which is vital to the success of the 
company. A company may save valuable time and money if problem areas are identified early and corrective action 
is taken before a major problem arises.
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START THE YEAR OFF RIGHT WITH A REVIEW AND AUDIT OF INTELLECTUAL PROPERTY AGREEMENTS
By Julie Garcia

The beginning of each year usually consists of countless resolutions to change or improve in a number of areas over 
the previous year. Although resolutions tend to be personal in nature, many companies also take the opportunity 
to formulate plans and policies to improve their record keeping systems. Along with the newfound organization, 
regardless of how long it actually lasts, often comes a housecleaning effort that may reveal issues that should 
have been resolved at a much earlier time or promises made that have yet to be fulfilled. Reviewing and auditing 
existing agreements can provide valuable information that may have been lost or buried at the bottoms of “to do 
list” during the previous year. An important area in which inventory should be taken at least once a year, if not more 
often, is the company’s intellectual property. Companies that focus on their intellectual property will often enter into 
numerous agreements over the course of the year relating to their intellectual property, including but not limited to 
license agreements and distribution agreements. In the fast paced business environment, companies often enter 
into agreements and fail to pay attention to many of the details that do not pertain to the day to day details of the 
agreements. Although all agreements and their obligations should be carefully maintained over the course of the 
year, it would be prudent for a company to ensure that agreements do not overlap or interfere with one another 
through an audit of the agreements. There are a number of areas that may be overlooked in an agreement, in 
particular: (i) specific rights granted to licensees, (ii) territorial rights granted to distributors, resellers and other 
parties, (iii) minimum purchase requirements or minimum royalties, and (iv) confidentiality obligations by either 
party. 

License agreements provide a vehicle in which a company may obtain value for the use of its intellectual property 
by another entity or individual. When entering into license agreements, the grant of the license is an important 
component of the agreement. Depending on the type of agreement entered, the license grant may be extremely 
limited in its scope or it may grant broad rights to the licensee. In the event that the license provides the licensee 
with the ability to develop new products or create modified or derivative works, the ownership of the resulting 
intellectual property is important. If the licensee obtains ownership rights, the agreement may provide for a license 
back to the licensor. Tracking all rights, either granted or obtained, by a company is an important component of 
ensuring that a company is in a position to generate the most value for its intellectual property and to capitalize on 
its use and to avoid granting exclusive rights to multiple parties. In the event the company retains ownership rights 
to the resulting intellectual property, the company should ensure that the proper assignments are in place and any 
obligations it may have to either register or submit applications for the intellectual property are complied with in a 
timely manner. 

Certain agreements place territorial restrictions on the rights of the parties. Tracking the territories granted is 
important to ensure that overlapping territories are not granted to competing entities. In addition, the company 
should ensure that it has an accurate record of which rights it has retained in certain territories and which rights 
have been completely granted to another entity. Defining territories and the rights granted to entities within each 
territory is important so that each party will know the boundaries under which its rights can be exercised. If the 
rights granted in each territory are not carefully monitored the company may end up violating certain agreements 
by granting overlapping exclusive rights. 

Minimum purchase requirements or minimum royalties are generally a way in which a company may ensure that the 
distributors or resellers selling or distributing its product are focusing on the effective distribution of the products. 
In the event that an exclusive distributor is not meeting the minimum requirements, the company could build certain 
penalties into the agreement. For example, an exclusive distributor may lose its status as an exclusive distributor 
in the territory if the minimum requirements are not met. The company may negotiate into the agreement with 
the distributor that any failure to meet the minimum requirements will result in the distributor becoming a non-
exclusive distributor and allow the company the right to appoint other distributors in the same territory. In addition, 
by requiring a minimum purchase requirement, the company can ensure a certain level of cash flow and plan 
accordingly in its manufacturing efforts.

Confidentiality provisions are often part of all intellectual property agreements, regardless of the type of agreement. 
Maintaining confidentiality is extremely important for companies that rely on their intellectual property. Confidentiality 
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provisions may contain a number of requirements and are not always drafted in an identical manner. Some 
confidentiality provisions place restrictions on the initial release of the underlying intellectual property. In some 
cases, confidential information will only qualify for protection under the agreement if it is marked as confidential 
and is confirmed in writing. In other cases, confidential information may qualify for protection solely on the basis 
of custom and usage. It is important to ensure that confidential information released to other parties follows the 
guidelines for protection under each agreement and it is also important to carefully review what is required in the 
event that the company receives confidential information from another party.

Reviewing and auditing existing intellectual property agreements is important in order to maintain an accurate 
record of a company’s obligations under its agreements as well as accurately tracking the rights and territories it 
has granted to other entities or individuals. Although such records should be maintained on an on-going basis, the 
fast paced business environment may lead to the neglect of such records, therefore, a periodic review and audit of 
the agreements will assist the company in complying with its obligations under various agreements.
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CAREFULLY CRAFTED MANUFACTURING AGREEMENTS SAVE HEADACHES DOWN THE ROAD
By Julie Garcia

Manufacturing is an undertaking that many companies do not wish to, or are unable to undertake once the research 
and development process has been completed. In order to launch a product into the marketplace, a manufacturing 
process must be established. Since many small, high technology companies do not have the capital or the resources 
to manufacture products on their own, they must rely on other parties. Manufacturing agreements should be carefully 
negotiated and drafted to define the relationship of the parties and should establish the following: (i) whether 
or not the relationship is exclusive or nonexclusive; (ii) determine the manner in which the technical information 
will be provided to the manufacturer; (iii) set forth provisions protecting the technology, (iv) establish the training 
procedures and expectations; (v) establish the quality control procedures; and (vi) properly document the monetary 
responsibility of the parties.

When entering into a manufacturing agreement, it is important to carefully document the terms of the relationship. 
In some instances, the manufacturer may be the exclusive manufacturer for the company and in other situations, a 
company may engage a number of manufacturers to ensure that an adequate supply of their products will be available 
for marketing and distribution. When documenting the relationship between the company and the manufacturer, it 
is important to state whether or not the relationship is exclusive. In the event that the manufacturer is the exclusive 
manufacturer for the company, it is important to document the situations in which the exclusivity may be lost and 
other manufacturers may be engaged to supply the company with the required products. The manufacturer may 
be required to meet a certain minimum manufacturing capacity and in the event the manufacturer is unable to 
meet such requirements, a possible recourse would be to allow the company to obtain manufacturing services 
from another manufacturer. Additionally, the agreement should establish which party will be responsible for any 
additional costs incurred in the event the company is required to obtain manufacturing services from another party 
because the manufacturer is unable to fulfill its obligations under the agreement.

The process for providing technical information to the manufacturer should be documented in the agreement and the 
proper license to use the technology should be established in the agreement. In some situations, the manufacturing 
process is dependent on the intellectual property developed by the company and the manufacturer will require 
access to the information to properly manufacture the products. A process should be established between the 
parties to allow for the smooth transition of the technology between the parties. Improvements to the technology 
may be developed during the manufacturing process and the parties should carefully consider who will own the 
rights to the improvements in the event the manufacturer develops the improvements.

The protection of the intellectual property either used to manufacture the products or underlying the products is 
very important. Confidentiality provisions are important to protect the company’s intellectual property and should 
be included in all manufacturing agreements. Agreements with overseas manufacturers raise additional concerns 
regarding the protection of the technology since the laws of each country differ with respect to intellectual property 
protection, increasing the importance of non-disclosure and confidentiality provisions.

The manufacturing agreement should specify the training to be provided by the company to the manufacturer. In the 
event that the manufacturing process requires extensive training, the agreement should specify the time table for 
training and which party will bear the costs of training, particularly when the manufacturer is overseas and several 
training sessions are not feasible. In addition, if manufacturing manuals are to be developed, the parties should 
determine who will develop the manuals and who will own the rights upon completion.

The quality control procedures and requirements established by the company should be included in the agreement. 
Quality control requirements are important to the integrity and goodwill of the company and in some cases are 
mandated by regulations in certain industries. For certain regulated industries choice of manufacturer is important 
to ensure that mandated quality requirements are met. In addition to the quality control requirements, the company 
should establish audit rights in which the company can arrange for visits to the manufacturer to ensure that the 
manufacturer is following the procedures and policies established by the company. The audits may be set in advance 
or may be limited to a certain number of audits per year and may be at the discretion of the company, generally with 
reasonable notice requirements.
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The agreement should carefully outline which party will be responsible for certain costs associated with the 
manufacture of the products. Some products require molds and other specialized tools for the manufacturing 
process and in many cases the molds and/or tools require a substantial capital investment. If the manufacturer is to 
bear the costs of the molds and tools, the agreement should state that arrangement agreed to between the parties. 
In the event the company supplies the molds or tools, the parties should arrange a mutually agreeable arrangement 
under which the manufacturer will store and use the molds on behalf of the company.

Manufacturing products can be a costly endeavor which many small technology companies do not have the resources 
to undertake. The process of choosing a manufacturer may be long and arduous, however, it is important to choose 
a manufacturer that will produce products that reflect the quality of the company that developed and sells the 
products. Documenting the agreement between the company and the manufacturer is important to establish the 
rights and obligations of each party.
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DEVELOPING A CORPORATE PLAN
By Julie Garcia

As ideas take form and the development process begins, many inventors do not stop to take the time to develop 
a corporate plan. Once the idea has developed and progress has been made towards the development of the 
intellectual property, inventors should take a moment to think about the formation of a company and develop a 
plan to exploit the technology before the product development becomes so time consuming that all other issues 
become secondary. If some thought is placed into the entity structure and formation process in the beginning, fund 
raising and product launch may be a more streamlined process than trying to launch a product while simultaneously 
forming a company.

Generally the formation of the company will take a back seat to the actual development work, but the importance 
of properly forming the company from the very beginning will prove to be extremely important and will generally 
reduce the last minute stress when the company attempts to raise funds in the future. Once the decision is made 
to form a company, assuming a corporation is the preferred entity, one of the initial steps in the formation process 
should include the transfer of the intellectual property to the company. If the intellectual property was developed 
prior to corporate formation, it is important to document the transfer of the technology into the company. If one 
or more of the founders develops the technology, stock in the corporation will often be traded in exchange for 
the assignment of the intellectual property. If the initial development is completed outside of the corporate entity 
and the assignment of intellectual property is not completed properly, the company’s most valuable asset may be 
compromised. Once the company has secured the rights to the initial intellectual property, the company should take 
care to ensure that all employees and independent contractors assign their rights to the intellectual property they 
develop on behalf of the company. Generally, the company will issue stock only to the founders in exchange for the 
assignment of intellectual property. However, depending on the equity structure of the company and the company’s 
cash flow, stock or stock options  may be granted to employees in exchange for development of the company’s 
intellectual property. Some time and effort should be placed into determining whether or not the company will 
issue stock or options to employees since there are important corporate governance issues, securities issues and 
tax issues associated with the issuance of the company’s stock.  In addition, the issuance of stock or options to 
employees may have important ramifications to fund raising efforts in the future.

Once the structure of the company has been determined and the corporate formation has taken place, the company 
should consider how it will best exploit its intellectual property. There are many different paths that a company 
can take to market and exploit its intellectual property. In many cases, the company will develop, produce and 
commercialize the intellectual property on its own, in other cases, the company will look for licensing opportunities 
or joint venture or partnering relationships. Each path is not necessarily a distinct and separate path, in many cases, 
company’s will chose one or more of the alternatives depending on the nature of the intellectual property and the 
company’s economic and resource situation.

In the event the company chooses to develop, market and exploit the technology on its own, significant resources 
are needed to continue the development process and begin the production process. The development process is 
often costly and time consuming. Once the company begins production and marketing of the products, the company 
will often look for distribution channels to sell the products. By maintaining the development and production of the 
products in-house, the company may be in a better position to protect its intellectual property. The company will 
generally maintain ownership of the intellectual property and control the release of confidential information if all 
aspects of the development and production remain in-house. However, obtaining and maintaining the resources 
needed to follow this path can be difficult for a small start-up company.

If the company does not have adequate resources to develop, market and exploit the intellectual property on its own, 
another revenue generation path is licensing the technology or entering relationships with strategic partners. In 
the event the company decides to license its intellectual property, the company will generally retain ownership of 
the intellectual property and will grant rights to third parties to produce, market and/or sell the products resulting 
from the intellectual property. If a strategic relationship is entered into, it is important to properly document the 
contributions of each party, the responsibilities of each party and the ownership of resulting intellectual property, 
if any. If a small company decides to license its intellectual property, maintaining the confidential nature of its 
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technology and protecting its intellectual property rights may be slightly more difficult, however the benefits 
generally outweigh the risks particularly if the company takes care in establishing its licensing relationships and 
properly documents its licensing transactions.

The development of intellectual property is a time consuming and costly process. Taking the time to properly form 
a company and develop a viable business plan in the early stages of development will generally save time and 
frustration when attempting to raise funds or enter into strategic or licensing relationships in the future.
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LAX DUE DILIGENCE
By Julie Garcia

Long gone are the days of lax due diligence and venture capitalists providing capital to any high technology and 
biotechnology company that knocks on its door. Unlike a few years ago, the present state of the economy requires 
that potential investors and purchasers thoroughly review and inspect any target company. In order to determine 
which companies provide the best investment or acquisition, potential investors and purchasers carefully review 
the formation of the target company, capital structure and most importantly for high technology companies, the 
state of the intellectual property of the target company. The due diligence process for any financing, merger or sale 
transaction will no doubt be a time consuming and grueling process for all parties involved.

High technology companies face additional hurdles during the due diligence phase of any transaction as the main 
asset of any high technology company is generally its intellectual property. Investors generally want to ensure that 
their investment is adequately protected by ensuring that the intellectual property allegedly owned by the target 
company is in fact owned or adequately licensed by the target company. Generally, the due diligence process will 
review most areas of the target company’s operations, however a few areas which may cause the greatest hurdle for 
high technology companies include: (i) ownership of intellectual property, (ii) protection of intellectual property, and 
(iii) adequate license agreements for the right to use or distribute intellectual property owned by third parties. Prior 
to entering into any due diligence with third parties, the target company should complete an internal examination of 
its intellectual property to avoid any embarrassing and potentially deal breaking issues.

The ownership of intellectual property by a company may be questioned when large components of the target 
company’s research and development are completed by third parties, i.e., independent contractors or through 
development agreements with another company. Generally, if the intellectual property was created by an individual 
or entity other than an employee of the company, proper assignments will be necessary. If the intellectual property 
has not been properly assigned to the company, the company will need to obtain proper assignments before most 
potential investors or purchasers will complete a transaction. In many cases, high technology companies are in 
a foot race to be the first to market and may not take the time to adequately document or protect its intellectual 
property. However, if the company has not secured the proper assignments, it may jeopardize losing investments or 
a potential sale of the company and its assets. In addition, tracking down developers or investors who contributed 
to the company’s product may be difficult to find or may not provide assistance to the company regarding proper 
assignment documentation.

Another important component of the due diligence process will be a review of the company’s protection of its 
intellectual property. Nondisclosure agreements, confidentiality provisions and proper procedures and policies 
surrounding the protection of the company’s intellectual property are important. Incorporating the appropriate 
safeguards for protecting the company’s intellectual property is important to prevent others from taking and 
exploiting its intellectual property. If the proprietary information is not carefully guarded, the company’s intellectual 
property will be at risk. The adequate protection of intellectual property is especially important when the company 
relies on trade secret protection to safeguard its intellectual property. In the event trade secrets are released to the 
public without a requirement for confidentiality, the intellectual property may lose its proprietary nature. Potential 
investors or purchasers will generally want assurances that the company enters into appropriate nondisclosure and 
confidentiality agreements to safeguard its intellectual property and that the company has adopted and implemented 
appropriate internal procedures for using and disclosing its intellectual property.

If a company relies on the intellectual property of others and obtains licenses to use or distribute the intellectual 
property of a third party, proper agreements are important to show that the company possesses the appropriate 
rights to exploit the technology. Without first obtaining the right to copy, manufacture, distribute or market 
a third party’s intellectual property, a company may face many uphill battles, including potential lawsuits from 
third parties regarding the sale of its products. Many potential investors or purchasers will review the third party 
license agreements to ensure that the right to exploit the technology is not short-lived or subject to many onerous 
requirements. In addition, if the company has not complied with the terms of any of the  license agreements, such 
as timely payment of royalties and maintenance of adequate records, potential liabilities could exist that a potential 
investor or purchaser may not want to assume.
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The goal of many high technology companies is generally to be purchased or to receive adequate funding that 
enable it to launch its products and generate revenue from the sale or licensing of its products. In order to reach 
either of those goals, any target company should be ready to undergo and survive intense scrutiny. During the due 
diligence process, high technology companies generally face the additional scrutiny of its intellectual property since 
the potential profitability of the intellectual property is what potential investors or purchasers are most concerned 
about when evaluating a target company.  By reviewing the important elements which most concern potential 
investors or purchasers, the target company will generally help streamline the due diligence process and avoid 
potentially embarrassing situations.
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DISTRIBUTION OF PRODUCTS IN INTERNATIONAL MARKETS 
By Julie Garcia 

International markets open significant opportunities for companies and their products, however, international 
distribution of products raises a number of issues and concerns that are not present for the domestic distribution 
of products. The laws of the United States, as they relate to the export of products, as well as the laws of foreign 
countries must be taken into consideration prior to shipment or attempted shipment of the product. United States 
export controls may place limitations on the destination of the products and in some instances may prohibit the 
export of the product to particular destinations. Certain encrypted software and products that contain high level 
technology generally have greater restrictions than products with lower level technology and export of products 
to certain designated countries generally requires less scrutiny and regulation. Products that are regulated by the 
Food and Drug Administration in the United States may also be subject to additional requirements and restrictions 
regarding export of the product. Although determination of the export requirements is generally at the bottom of the 
product development process, it is very important to determine if any approvals will be required prior to shipment 
of the products.

The United States export controls place restrictions on the type of product and the destination of the product. The 
Bureau of Industry and Security regulates the classification and license requirements of items exported out of the 
United States. Prior to export, the products should be classified in accordance with the Department of Commerce 
Bureau of Industry and Security classification system to determine the requirements and restrictions on the product. 
The classification of products should be determined well in advance of export of the product since a license, approval 
or notification may be required prior to export. Generally, items that contain certain technology, including software 
that contains a certain level of encryption capability are highly regulated. Prior to shipment, certain products require 
approval to export and other products require a license. In some cases, depending on the product and the destination 
(including delivery to certain individuals) or the reason for control, export of the product may not be allowed. The 
Bureaus of Industry and Security has established a system to classify countries into specific groups depending on 
foreign policies currently in effect. There are some countries in which minimal restrictions exist for export of items 
and at the other extreme there are countries to which export of most, if not all products, is prohibited, except in 
certain limited situations or circumstances. In addition to the country restrictions, there are various reasons for 
control of certain items, for example, national security concerns. The reason for the regulation will often establish 
the requirements and approvals or licenses required prior to export.

Products regulated by the United States Food and Drug Administration may also be subject to additional export 
controls established by the Food and Drug Administration. Since the approval process in the United States may 
take years due to the data required from clinical trials or other testing, many companies look to foreign markets for 
their products while the approval process in the United States runs its course. Foreign markets may be more readily 
available since regulation by an entity similar to the Food and Drug Administration in a foreign country may be less 
stringent and may not require the same level of testing and data as is required in the United States. Determination 
of foreign requirements may open up new markets for certain products. In addition, if approval of a product is 
necessary, the costs and time frame should be determined in advance to allow for appropriate planning.

In addition to the export regulations, certain products may be subject to import regulations by the country receiving 
the products. Depending on the destination and the type of product, the regulations vary by country. Some countries 
impose stringent requirements while others have less stringent requirements. In some instances, products may 
only be imported by nationals of the country. If approval of the product is required for health or other reasons, 
most countries generally require that the foreign exporter retain the assistance of a local representative to procure 
the required approvals. The approval process may be costly and require a significant amount of time, therefore 
research prior to export of the products is necessary to determine the time required to obtain approvals and the 
cost involved.

In addition to export and import requirements, tariffs are imposed on most imports and the calculation of the 
import tariff is often dependent on the classification of the products. The classification for tariff purposes is different 
than the classification for United States export purposes and should therefore be determined well in advance of 
shipment of the products to foreign destinations. The Harmonized Tariff Schedule of the United States is published 
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by the United States International Trade Commission and governs the classification and duty rates for products 
imported into the United States. Most countries have a similar classification system with the duty rates applicable 
to that particular country.

The classification of products for both export and import purposes should be undertaken well in advance of 
shipment of products outside the United States. Although the classification cannot be completed at the initial stage 
of development since specifications may change over the course of the development process, classification should 
not be left until the moment at which the product is on the docks for shipment. In the event an export license is 
required or prior approval is necessary, a delay in the shipment of the products may occur if prior research has not 
been completed with sufficient time to submit the appropriate applications or notifications.
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INDEMNIFICATION PROVISION 
By Julie Garcia 

During the negotiation process for license, development, distribution or any other type of agreement with intellectual 
property as the underlying component, the indemnification provision is often overlooked or placed low on the list 
of priorities. However, the indemnification provision may prove costly in the long run if the indemnifying party fails 
to set forth some basic parameters in the provision. Indemnification for intellectual property can take many forms 
and depending on how the provision is drafted, could have far reaching and costly effects on the company providing 
the indemnification. Indemnification for intellectual property can be made by both the owner of the intellectual 
property and the party obtaining the intellectual property. Generally, indemnification for intellectual property is 
based on the potential infringement by the intellectual property on the rights of a third party. Although the party 
owning the intellectual property may have conducted an extensive search prior to embarking on costly research and 
development, there is never a guarantee that a third party will not claim infringement on its rights in the United 
States or abroad. If a company does not initially intend to exploit its intellectual property in countries outside of the 
United States or the European Union, the initial research for potential infringement in other countries is generally 
limited to those countries in which the company intends to sell or license its products or services. In addition, the 
owner of the intellectual property may not have researched uses for the intellectual property that the other party 
may intend.

In the cases where the owner of the intellectual property provides the indemnification protection, the owner generally 
attempts to limit their liability by setting parameters around the types of cases in which indemnification will be 
provided and set restrictions around the management of any cases or claims. The owner will generally attempt to 
limit the cases in which the indemnification is provided, for example, limiting the indemnification to infringement on 
third party rights in the United States, Canada and the European Union or a limited geographical area rather than 
indemnification for protection against third party infringement anywhere in the world. The owner of the intellectual 
property will generally complete a search of United States intellectual property rights to determine if another party 
already claims rights to the intellectual property prior to spending a lot of time and money on the development of the 
intellectual property. If the owner intends to sell or license its products in Europe, time and money will more than 
likely be spent on researching intellectual property rights of third parties in Europe to determine if infringement 
is likely. Beyond the United States, Canada and the European Union it is difficult for the owner of the intellectual 
property to determine third party rights in other countries. There is also a varying degree by which other countries 
protect intellectual property rights and agreeing to provide indemnification against a claim in any country may prove 
to be costly to the indemnifying party. By limiting the scope of the indemnification for third party infringement to 
an area that makes business sense to the parties, the party providing the indemnification may ultimately save a 
substantial amount of time and money in the future.

The party obtaining the intellectual property may be required to indemnify the owner of the intellectual property 
in certain situations. Generally, this occurs when the indemnifying party obtains the intellectual property for 
development or distribution purposes. The party obtaining the intellectual property may be required to indemnify 
the owner of the intellectual property in the event that the party incorporates the intellectual property into other 
uses or bundles the intellectual property with other products or services and subsequently distributes the resulting 
intellectual property as part of a product or service. The party owning the underlying intellectual property generally 
wants to protect itself against infringement claims resulting from the incorporation of their intellectual property 
into a product or service not originally intended by that party.

Maintaining control over the manner in which any case is handled in the event of litigation or any claim is generally 
important for the party providing the indemnification. If the party providing the indemnification maintains control 
over the litigation or claim, such party can control the costs associated with defending the case or claim. If the 
party providing indemnification does not maintain control over the case or claim, the costs of the case or claim may 
become much higher than the indemnifying party anticipated and the indemnifying party may not have a final say in 
any settlement of the case or claim. In addition, if the indemnifying party does not maintain control over the case or 
claim, the indemnified party may attempt to settle the case without regard to the ultimate effect on the future use of 
the intellectual property which could have a negative effect on the company’s future business. The indemnified party 
will generally want input into the case or claim, and from the indemnifying party’s perspective, there should not be a 
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problem, however the parties should decide beforehand who will pay for the indemnified party’s participation in the 
action. In some cases the indemnified party will be required to pay for its own participation in the action, however, 
if the participation is limited and allows the indemnified party a voice in the outcome, the costs may be outweighed 
by the end result.

Entering into an agreement that requires indemnification by one or both of the parties regarding potential intellectual 
property infringement is not unusual; however, there may be substantial negotiation between the parties regarding 
the nature of the indemnification, the parameters set around the indemnification and the party that ultimately 
controls the case, claim or settlement negotiations. To the extent the business of the intellectual property owner 
relies heavily on such intellectual property, the indemnification provision may be an important component in the 
negotiation process.
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International Business Transactions 
By Julie Garcia 

The phrase “international business transactions” holds a certain allure that is generally irresistible to most business 
entities, particularly those small businesses trying to make a mark on the world. The idea of distributing a product 
internationally holds an appeal that often makes dollar signs dance in the eyes of any entrepreneur. Although 
the very idea of doing business internationally sounds appealing, there are a number of factors that should be 
considered before plunging head first into the world of international business, particularly for a high technology 
business that relies heavily on its intellectual property. One of the first concerns that should be addressed when 
deciding to distribute a product internationally is the intellectual property protection that is afforded in the targeted 
international market. Other areas of concern include, but are not limited to, the need to work through a resident 
national of the targeted market, export and import concerns, international law concerns and general contract 
issues.

The development and protection of intellectual property is often an onerous task that requires an understanding of 
the numerous aspects that impact the intellectual property. Generally, the issue of confidentiality is an important 
question that must be addressed by a company that depends on its intellectual property. In addition, the issue 
of ownership of the intellectual property must be addressed. The confidentiality and ownership issues may be 
complicated when a transaction is entered into outside of the United States. The laws and practices of other 
countries vary as greatly as the countries themselves. An understanding of the target market and its intellectual 
property issues is important to safeguard the company’s assets. A common mistake made by companies is reliance 
on the laws of the United States to protect the company’s intellectual property in a foreign territory. In some cases, 
international treaties may afford protection, however, not all countries are party to the various treaties and it would 
be advisable to determine the requirements and laws of the target market prior to entering into an agreement or 
sale in the market. The ownership of derivative works should be addressed if the product or related documentation 
will be translated into the local language. In addition to the ownership issue, the question of who will bear the 
burden of paying for the translation in the territory should be addressed prior to translating any materials.

In some countries a foreign entity cannot directly enter into agreements or engage in business without the assistance 
of a local agent, and in some cases, all transactions must be completed in the name of the agent only. In some cases, 
the agent may be a hindrance, however, in many cases, the local agent will have extensive knowledge and resources 
regarding the laws, regulations and practices in the country that may prove to be invaluable to the protection of a 
company’s intellectual property and assist the Company in effectively marketing its product. The local agent may 
offer assistance in the preparation and filing of the appropriate documents to protect the intellectual property 
from infringement or potential claims of infringement in the territory. Depending on the industry, there may also 
be regulatory concerns that need to be addressed prior to entering into business transactions in the territory, 
for example, government approval of the products or periodic filings with specified government agencies may be 
required and a diligent local agent may prove invaluable.

An area of concern, particularly for high technology companies, revolves around the export and import restrictions 
placed on certain products. The United States has an extensive set of rules and regulations governing the export of 
products, particularly high technology and biotechnology products. The restrictions are generally based on the type 
of intellectual property and the destination, or ultimate destination of the product. Due to national security concerns 
there are strong restrictions on particular types of technology and specific locations. Once the export hurdle has 
been resolved, focus should be shifted to import restrictions on the products. Some countries have adopted strict 
import regulations which may impose limitations on particular markets and prove costly for the company.

International contracts often raise issues of enforceability and choice of law. If a company based in the United States 
enters into a contract with an individual or entity in a foreign country, special attention should be given to the choice 
of law, dispute resolution procedure and venue provisions. A United States company may find itself inadvertently 
subject to the laws of a foreign country and may find that its only recourse against a defaulting party may be 
litigating the action in a foreign country, which could prove to be cost prohibitive. One possible compromise is both 
parties agree to arbitration under international rules in a neutral location.
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Other issues that should be considered when entering into an agreement with a foreign entity is the governing 
language of the transaction and agreement, for example, will the agreement need to be translated into the local 
language and/or submitted for review by a government agency in the territory? The currency of payment should be 
addressed in the agreement to avoid presumptions of payment in a particular currency as well as the manner in 
which the invoice or contract amounts will be converted to the appropriate currency.

The international marketplace can present a number of opportunities as well as a number of pitfalls for the unwary. 
Since the rules, regulations and customs of each foreign jurisdiction vary greatly, a prudent business will investigate 
the requirements of each country prior to entering into an agreement with a foreign entity.
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PRIVATE PLACEMENT DISCLOSURE ISSUES
By Julie Garcia 

Private placement disclosure issues are often misunderstood and underappreciated by most companies attempting 
to raise money in the current economic environment. When undertaking a private placement, disclosure items are 
often looked at by the small technology company as a burden and as a mischaracterization of their business. Many 
view the risk factor section of a private placement memorandum or offering document as contrary to the rosy picture 
painted by the business plan. Although the private placement documents often paint a grim picture of the company’s 
future, pessimism is necessary in light of the current market and securities regulations. Potential investors should 
not be offered a “sure thing” especially in the case of a company whose main asset is its intellectual property. It 
is often difficult to accurately portray the true potential of the company based on the constant fluctuations in the 
market and uncertainty of new technology. For most start-up technology companies, the intellectual property risk 
factor is often one of the most important risk factors disclosed. The intellectual property risk factor often contains 
a number of significant items, including but not limited to: (i) potential infringement by the company’s intellectual 
property on the rights of third parties and potential infringement by third parties on the company’s intellectual 
property; (ii) ownership of the intellectual property; and (iii) protection of the company’s intellectual property.

The inherent uncertainty of intellectual property makes it difficult to predict the true potential for the company’s 
future. Although a company may perform exhaustive research regarding potential infringement of its intellectual 
property on third party rights, there is no guarantee that an infringement suit will not be initiated bya company or an 
individual who, although they may have an invalid claim, has the time and money to spend initiating the action as a 
nuisance against the company. In the alternative, there is no guarantee that the company’s intellectual property will 
not be infringed upon by another company or individual. In either scenario, the company could potentially expend 
a significant amount of time and resources defending or prosecuting a case in order to defend the company’s most 
important asset. The intellectual property risk factor should generally set forth the possibility that although the 
company has engaged in research to determine the possibility of infringement on third party rights, an infringement 
action may still be initiated by a third party. In addition, the risk factor should generally discuss the possibility that 
the company could be required to expend a significant amount of resources, both monetary and personnel.  If the 
company has the ability to purchase infringement insurance, the monetary risk to the company may be mitigated, 
however, the company may still be required to use a significant amount of its human resources to deal with an 
infringement action.

The intellectual property risk factor should also set forth the manner in which the company owns or licenses its 
intellectual property. If a significant percentage of the company’s intellectual property is licensed, it is generally 
prudent to disclose the relevant terms of the licensing agreement so that potential investors adequately understand 
that the main asset of the company is not owned by the company, but rather licensed for its use. In the situation 
where the company owns its intellectual property, either through assignments from its employees and contractors 
or through a purchase agreement, the intellectual property risk factor should so state. The company’s ability to 
perform under its business plan may be affected by the manner in which the company has acquired its intellectual 
property and is an important factor for a potential investor to consider.

Another important component of the intellectual property risk factor includes the manner in which the company 
protects or intends to protect its intellectual property. For example, the extent to which a company intends to use 
confidentiality and non-disclosure agreements and the employee proprietary rights and invention assignment 
agreements used by the company to protect its intellectual property. If the company has implemented a plan to 
protect its intellectual property a brief description of such plan may be relevant to an investors understanding of 
how the company intends to protect its most important asset. In addition, the extent to which the company intends to 
obtain patents or trademark registrations and the company’s progress to date should be disclosed. If the company 
has not filed any applications, but intends to initiate the process once funding has been obtained potential investors 
should be provided with information so that they understand the company’s progress and the potential use of funds 
they may invest.

Any high technology company intending to raise money through private placements of its securities should carefully 
consider the risk factors disclosed in any offering. Each risk factor should be carefully thought out to reveal the 
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potential risk of investment in the company. For high technology companies, of particular importance is the 
intellectual property risk factor. Special time and attention should be placed on considering the manner in which 
the company discloses the risks surrounding the company’s most important asset.
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PAYING THE PIPER: ATTORNEY FEES AND INTELLECTUAL PROPERTY DISPUTES
By Julie L. Harlan 

Intellectual property litigation can invoke strong emotions on the part of both plaintiffs and defendants. Plaintiffs 
tend to have a fierce maternal instinct towards their intellectual property and are ready to fight tooth and nail for 
it. Defendants frequently feel indignant that the plaintiffs dare attempt to monopolize the intellectual property, 
viewing the defense as a crusade against overreaching plaintiffs. Both views engender a litigate-at-whatever cost 
attitude.  Too often, however, the parties fail to truly understand what those costs may be. Most intellectual property 
statutory schemes provide for attorney fees to the “prevailing party,” be it  the plaintiff or the defendant. These fees 
can be substantial, frequently dwarfing the amount of actual damages sought or awarded. Moreover, courts can 
and do look to the losing party’s conduct during the litigation when deciding whether to award attorney fees.  A clear 
understanding of the risk of an attorney fees award may temper the emotions that run high at the beginning of an 
intellectual property case and facilitate an early settlement of the dispute.

Uniform Trade Secret Act 
Section 3426.4 of the California Civil Code provides: 
If a claim of misappropriation is made in bad faith, a motion to terminate an injunction is made or resisted in 
bad faith, or willful and malicious misappropriation exists, the court may award reasonable attorney fees to the 
prevailing party.

For a prevailing plaintiff. the standard for showing “willful and malicious misappropriation” is lower than the standard 
required for punitive damages: “Willful and malicious misappropriation” includes intentional misappropriation as 
well as misappropriation resulting from the conscious disregard for the rights of another. Yeti by Molly Ltd. V. Deckers 
Outdoor Corp., 259 F.3d 1101 (9

th

 Cir. 2001)(interpreting the Montana enactment of the UTSA); Mangren Research & 
Dev. Corp. v. National Chem. Co., 87 F.3d 937. 946 (7

th
 Cir. 1996). Although it is rarer for a prevailing defendant to be 

awarded attorney fees, courts have awarded attorney fees for “bad faith” claims to a prevailing defendant where the 
plaintiff brought a specious action. Stilwell Dev., Inc. v. Chen, 11 U.S.P.Q.2d 1328 (C.D.Cal. 1989).     

Trademarks and Trade Dress 
Section 35 of the Lanham Act, 15 U.S.C. ¤1117, provides that “[t]he court in exceptional cases may award reasonable 
attorney fees to the prevailing party.” (Emphasis added). It is not clear what qualifies as an “exceptional” case. The 
Senate Committee on the Judiciary felt that attorney fees should be available where acts of infringement can be 
characterized as “malicious,” “fraudulent,” “deliberate,” or “willful.” See Senate Report No. 93-1400, 93

rd

 Congress, 
Second Session II (December 17, 1974), reprinted in 1974 U.S.C.C.A.N. 7132, 7133. Despite the dearth of cases 
defining “exceptional” for purposes of an attorney fee award, courts have identified circumstances when awards 
should not be granted.  For instance, a court cannot award attorney fees to a prevailing plaintiff as a compromise 
in place in unascertainable damages or profits. See Wynn Oil Co. v. American Way Service Corp., 943 F.2d 595 (6

th

 
Cir. 1991).  Neither can a court award attorney fees to a prevailing small business plaintiff merely because a large 
corporate defendant would not so much feel the pinch of paying plaintiff’s attorneys. See Texas Pig Stands, Inc. v. 
Hard Rock CafŽ International, Inc., 951 F.2d 684 (5

th

 Cir. 1992). Further, even where attorney fees are found to be 
appropriate, the amount award can be scaled downward to reflect the plaintiff’s own less than acceptable behavior. 
See Otis Clapp & Sons v. Filmore Vitamin Co., 754 F.2d 738 (7

th

 Cir. 1985)(holding that it was proper to decrease 
recoverable fees from $100,000 to $20,000 because of the plaintiff’s “overly aggressive” escalation of litigation).

Copyright 
The 1976 Copyright Act gives a court discretion to award attorney fees to the prevailing party as a part of the party’s 
costs. 17 U.S.C. ¤505.  However, in order to be awarded attorney fees, the copyright owner must have registered 
the infringed work with the United States Copyright Office prior to the commencement of infringement.  17 U.S.C. 
¤ 412.
 
Courts differ in how they determine who the “prevailing party” is for purposes of an award of attorney fees. Most 
courts hold that the “prevailing party” is the “one who succeeds on a significant issue in the litigation that achieves 
some of the benefits the party sought in bringing suit.” Warner Bros. v. Dae Rim Trading, Inc., 877 F.2d 1120, 1126 (2d 
Cir. 1989); Florentine Art Studio, Inc. v. Vedet K. Corp., 891 F.Supp. 532, 541 (C.D.Cal. 1995). Some courts look only to 
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the prevailing party on the copyright count.  B & B Auto Supply, Inc. v. Plesser, 205 F.Supp. 36 (SDNY 1962); Sherry 
Mfg. Co. v. Towel King of Fla., Inc., 822 F.2d 1031 n. 5 (11

th

 Cir. 1987). At least one court has held that that a prevailing 
defendant should not be awarded attorney fees when it in turn lost its counterclaim. Ann Howard Designs, L.P. v. 
Southern Frills, Inc. 7 F.Supp.2d 388, 390 (SDNY 1998). Other courts have held that where the plaintiff brought an 
infringement action based upon infringement of two separate works and prevailed as to one but not as to the other, 
there must be an equal apportionment as between the parties. In Cable/Home Communication Corp. v. Network 
Prods., Inc., 902 F.2d 829 (11

th
 Cir. 1990); Gamma Audio & Video, Inc. v. Ean-Chea, 11 F. 3d 1106, 1114, 1118 (1

st

 Cir. 
1993).

An award of attorney fees to the prevailing party under the Copyright Act is fairly common. The same standards apply 
to a prevailing defendant as to a prevailing plaintiff.  Fantasy, Inc. v. Fogerty, 510 U.S. 517 (1994).  Unfortunately, the 
Supreme Court did not clearly articulate those standards. Id. One of the factors to be taken into consideration is 
the dual purpose of an attorney fee award, i.e. to penalize the losing party as well as to compensate the prevailing 
party.  Id; Quinto v. Legal Times of Wash., Inc. 511 F.Supp. 579 (D.D.C. 1981).  Courts have looked at the losing party’s 
conduct during litigation in deciding whether to award attorney fees. See, e.g. Mailer v. RKO Teleradio Pictures, Inc., 
332 F.2d 747 (2d Cir. 1964)(assertion by plaintiff of an overly technical and defective position grounds for awarding 
attorney’s fees); Davis v. E.I. du Pont de Nemours & Co., 257 F.Supp. 729 (S.D.N.Y. 1966)(reliance by defendant of an 
overly technical and defective position grounds for awarding attorney’s fees).

Patent 
A court in a patent case may also award reasonable attorney fees to the prevailing party in exceptional cases. 35 
USC ¤285. The exceptional nature of the case must be established by clear and convincing evidence.  Cambridge 
Products, Ltd. v. Penn Nutrients, Inc.,  962 F.2d 1048 (Fed. Cir. 1992). Merely losing on the defense of invalidity and 
noninfringement is not enough to make a case exceptional. State Industries, Inc. v. A.O. Smith Corp., 751 F.2d 1226 
(Fed. Cir. 1985).  “Exceptional cases” entails more than merely prosecuting or defending a lawsuit and typically 
are awarded to avoid gross injustice, such as when there has been unfairness, bad faith, inequitable conduct or 
vexatious litigation. Stevenson v. Sears, Roebuck & Co., 713 F.2d 705, 713 (Fed. Cir., 1993). However, a finding of 
exceptional circumstances does not mandate an attorney fees award: the trial court still has discretion to grant 
such an award. Reactive Metals & Alloys Corp. v. ESM, Inc. 769 F.2d 1578 (Fed. Cir. 1985).

In the case of a prevailing patent holder, exceptional circumstances have been found where there was bad faith 
continuation of the litigation.  See Avia Group International, Inc. v. L.A. Gear California, Inc., 853 F.2d 1557, 1567 
(Fed.Cir. 1988); Milgo Elc. Corp. v. United Business Communications, Inc., 623 F.2d 645, 666-667(10

th

 Cir. 1980). 
For instance, in awarding attorney fees to the prevailing patent holder, the court in In re Hayes Microcomputer 
Products Inc., 766 F.Supp. 818, 828 (Fed.Cir. 1992) observed, “The court hopes its holding will serve to deter would-
be infringers from plunging into complex, expensive litigation while continuing their infringing behavior, in the 
absence of more of a good faith belief in the rightness of the cause than defendants apparently had here.” See also, 
Philip v. Mayer, Rothkopf Indus., Inc., 204 USPQ 7563, 764 (EDNY 1979)(infringer’s attorney used abusive tone and 
made baseless charges); Landes Mfg. Co. v. Chromodern Chair Co., 203 U.S.P.Q. 337, 341 (C.D.Cal. 1978)(defendant 
in bad faith prolonged litigation and took an untenable position as to validity and infringement). A court may hold a 
case” exceptional” because of the infringer’s litigation misconduct even though the infringer was not guilty of willful 
infringement.  For instance, in Backman Instruments, Inc. v. LKB Produkter AB, 892 F.2d 1547 (Fed. Cir. 1989), the 
Federal Circuit upheld the district court’s award of attorney fees based upon discovery and trial abuses, but limited 
the amount of the award to the extra legal effort required to counteract the misconduct.

As in the case with a prevailing patent holder, a prevailing defendant may be awarded attorney fees due to the patent 
holder’s vexatious conduct during the litigation. Kahn v. Dynamics DCorp. Of America, 5087 F.2d 939, 944-45 (2d Cir. 
1974), cert. denied, 421 U.S. 930 (1975); Monolith Portland Midwest Co. v. Kaiser Aluminum & Chem. Corp., 407 F.2d 
288 (9

th

 Cir. 1969). For instance, in Locite Corp. v. Fel-Pro, Inc., 657 F.2d 271 (7
th

 Cir. 1981)(unpublished), an attorney 
fee award was affirmed where the patent holder initiated suit with unconfirmed data to support infringement and 
then refused to produce test results that would substantiate the charges  engaging in a course to impede discovery 
of those test results. 
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WHOSE “BABY” IS IT? 
By Audrey A. Millemann

When a new invention is born (if it is worth anything), everyone wants to take credit. Figuring out whose “baby” it is, 
is a difficult question.

What is an inventor? Who is the inventor? One would think these questions have straightforward answers. They do 
not. Inventorship is one of the most difficult (gray) areas of patent law.

It is easy to say what (or who) an inventor is not. An inventor is not the research technician who carries out the 
instructions of the lead investigator developing a new drug.  An inventor is not the computer programmer who 
writes the code for software developed by someone else. An inventor is not the machinist who fabricates a device 
under the direction of the engineer. An inventor is not the CEO of the company, the most important shareholder, the 
leading investor, or the supportive colleague. An inventor is not a corporation or other business entity.

The inventor is the person (a natural person) who “invents” the invention. Inventing consists of three phases:  
conception of the invention; steps taken toward reducing the invention to practice; and reduction to practice of the 
invention. The person, or persons, who perform the first phase, conception, are the inventors.  The person(s) who 
perform the second and third phases can be the inventor(s) or those acting at the direction of the inventor(s).

Conception is the formation of the definite and permanent idea of the complete and operative invention. This means 
that the structure and function of the invention have been fully thought out. If the inventor can describe how to make 
and use the invention, such that a person with ordinary skill in the art could make and use it, then there is conception. 
The inventor may have others help actually make the invention, but this does not make them inventors.

Any person who makes a contribution to the conception of the invention is an inventor. Multiple inventors are called 
joint inventors. The determination of whether a person is a joint inventor is very fact-specific.  Joint inventors 
must be working together in some sense, although they need not work together physically or at the same time. 
Joint inventors cannot be working completely independently; if so, they are not joint inventors, but sole inventors 
of the same invention. The contributions of the joint inventors need not be of the same size or significance. The 
contribution of a small, minor aspect of the invention is enough to make a person a joint inventor as long as that 
aspect is contained in at least one claim of the patent.

If there is more than one inventor of an invention, each inventor owns an equal, undivided interest in the invention 
and in any patent on the invention. This is true regardless of the amount of the inventor’s contribution.  Each inventor 
can make, use, offer to sell, or sell the invention in the United States, or import the invention into the United States, 
without the consent of the other joint inventors. In order to transfer all the rights to an invention, all of the joint 
inventors must sign an assignment.

All of the inventors must jointly file a patent application. Each inventor must sign the oath or declaration. All of the 
true inventors must be named as inventors, and the application cannot name a person who is not an inventor.  For 
example, an inventor cannot be excluded because he or she is no longer employed by the company filing the patent 
application. Nor can a person who is not an inventor be named as an inventor simply as an acknowledgment or 
reward for working on the project. Errors in inventorship can be corrected by amending the patent application, or 
the issued patent, as long as the error was unintentional.
 
Inventorship problems occur frequently in companies where several employees work together on a project that 
results in an invention. The existence of joint inventors raises two problems.  First, because each joint inventor 
owns, and has full rights to exploit, the invention, all of the inventors need to sign an assignment to the company 
if the company is to obtain clear title to the invention. It is easiest to do this before the employees are hired or, if 
not, before they leave the company. It is often not done until after the employee has left the company, however, and 
the company decides to file a patent application.  Second, a patent that issues with incorrect inventorship (either 
omitting an inventor or including a non-inventor) is at risk of being invalidated, unless a correction is made. In other 
words, years after the invention was invented, when the company is in litigation to enforce its patent, the issue of 
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inventorship can be raised as a basis for invalidating the patent. Thus, inventorship issues should be resolved as 
early as possible, hopefully before the patent application is filed. 
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UNIVERSITIES BEWARE: THE FEDERAL CIRCUIT HAS NARROWED THE EXPERIMENTAL USE DEFENSE
By Audrey A. Millemann

A recent decision by the federal circuit has cut back on the “experimental use defense” to patent infringement. That 
defense, a judicially created doctrine, protected an alleged infringer from being liable for patent infringement if the 
alleged infringer could prove that its use was for experimentation and not for profit. In Madey v. Duke University, 307 
F.3d 1351 (2002), the federal circuit clarified and narrowed the defense.  Universities and other nonprofit institutions 
should take note.

In Madey, the plaintiff, a physics professor at Stanford University, owned two patents in laser technology. In 1988, 
the plaintiff left Stanford to take a position in the physics department at Duke University. He moved his lab, including 
certain equipment that performed the patented technology, to Duke. The plaintiff was highly successful at Duke, 
as he had been at Stanford. In 1998, however, after a professional dispute arose with Duke, the plaintiff resigned. 
The plaintiff later sued Duke for patent infringement for operating the equipment in his lab which he had brought to 
Duke. The district court granted summary judgment for Duke of certain of the plaintiff’s patent infringement claims 
based on the experimental use defense. The district court found that the defense applied to uses for experimental 
or nonprofit purposes and that the plaintiff had failed to meet his burden of showing that the use by Duke was not 
for experimental or nonprofit purposes.  The plaintiff appealed, and the federal circuit reversed as to those claims.

The appellate court first held that the experimental use defense still exists, although “in a very limited form.”  Id. at 
1360. The plaintiff argued that the defense was an affirmative defense that Duke had waived by failing to raise it in 
its pleading. The court disagreed, holding that, because the defense has often been referred to as an “exception” to 
patent infringement, it is not a true affirmative defense and can be raised at any time. Id. at 1361.

The court agreed with the plaintiff that the district court had improperly shifted the burden to the plaintiff to prove 
that Duke had not used the patented technology for experimental or nonprofit purposes. The court held that, 
contrary to the district court’s conclusion, the experimental use defense is not part of a plaintiff’s prima facie case 
of infringement. Id. The burden is on the defendant to prove that the experimental use defense applies.

The court also held that the district court incorrectly interpreted the scope of the experimental use defense. 
According to the district court, the defense applied to “experimental, nonprofit purposes” or uses “solely for 
research, academic, or experimental purposes.” The appellate court stated that these tests were both too broad 
and that the defense is “very narrow and strictly limited” to uses that are “for amusement, to satisfy idle curiosity, 
or for strictly philosophical inquiry,” relying on its previous decisions interpreting the defense. Id. at 1361-62.  Uses 
under the “guise of scientific inquiry” that have “definite, cognizable, and not insubstantial commercial purposes” 
do not meet the test and, thus, are not immune. Any use that is consistent with the legitimate business of the alleged 
infringer, even if that use does not appear to have commercial application, cannot meet the test. The court noted 
that cases involving nonprofit institutions of education, such as Duke, were rare.  The court made it clear, however, 
that universities like Duke, with major research programs, cannot satisfy the test. Id. at 1362. These universities 
often support research without any apparent commercial use, but the research projects “unmistakably further the 
institution’s legitimate business objectives, including educating and enlightening students and faculty participating 
in these projects . . . [and] increase the status of the institution and lure lucrative research grants, students and 
faculty.”  Id. The court had no difficulty in finding that Duke’s activities were not solely for amusement, to satisfy idle 
curiosity, or for strictly philosophical inquiry, but were consistent with its legitimate business. Id. The status of Duke 
as a nonprofit institution was irrelevant. As an aside, the court pointed out that, although Duke’s stated patent policy 
(that Duke is committed to the development of knowledge and does not conduct research for patent development 
and commercial purposes) supported its position that its purposes were noncommercial, Duke was “not shy in 
pursuing an aggressive patent licensing program from which it derived a not insubstantial revenue stream.” Id. at 
1362, fn. 7. 
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THE FATE OF THE BLACKBERRY HANGS IN THE BALANCE
By Audrey A. Millemann

In an interesting decision that may have significant ramifications for consumers, on December 14, 2004, the Federal 
Circuit Court of Appeals affirmed a judgment that the BlackBerry device infringes five United States patents. NTP, 
Inc. v. Research In Motion, Ltd., 392 F. 3d 1336 (Fed. Cir. 2004).

The plaintiff in the suit, NTP owns five United States patents directed to systems and methods of integrating 
email systems with radio frequency wireless technology to allow a user to remotely receive email via wireless 
communication. The invention eliminates the various problems email users have in trying to access their email 
while traveling using a laptop computer. The five patents are related, in that four of the five are continuations of the 
first patent which was filed in 1991. 

Defendant, Research In Motion (RIM) is a Canadian company. RIM’s BlackBerry device utilizes software that 
performs the functions of the invention claimed in NTP’s patents: it routes email messages to the user’s handheld 
device without the user having to initiate the process, utilizing a wireless network.  RIM’s wireless network includes 
a component located in Canada.  In November 2001, NTP sued RIM in the District Court for the Eastern District 
of Virginia, alleging infringement of its five patents. In August 2002, the district court issued a claim construction 
order, construing 31 claim terms.  RIM moved for summary judgment of non-infringement on several grounds, 
including that part of the infringing activity incurred in Canada. The district court denied RIM’s motions. 

NTP moved for partial summary judgment of infringement of certain claims, and the district court granted the motion 
as to two claims. The jury then tried the issue of infringement of 14 other claims in the five patents. In November 
2002, the jury found that RIM had infringed, directly, by inducing infringement, or by contributory infringement, the 
14 claims, and that RIM’s infringement was willful. The jury awarded $23 million in damages to NTP, based on a 
reasonable royalty of 5.7%.  In August 2003, the district court entered judgment for NTP, awarding a total of $53 
million in damages ($33 million in compensatory damages, $4 million in attorneys’ fees, $2 million in prejudgment 
interest, and $14 million in enhanced damages). The court also issued a permanent injunction against RIM.

RIM appealed. RIM argued that the district court erroneously construed six of the 31 claim terms it construed.  RIM 
also argued that there could be no infringement under 35 U.S.C. ¤271 because part of its wireless network is located 
in Canada, such that RIM did not practice all of the steps of the method of the invention in the United States.

The Federal Circuit held that the district court erroneously construed only one of the claim terms.  Because this 
term affected five of the 14 claims the jury found were infringed, the appellate court remanded the case to the 
district court for a determination of whether the erroneous construction of the claim term had a prejudicial effect 
on the jury’s verdict, requiring any of the five claims, or any portion of the damages, to be set aside.

As to the issue of the location of the component of the wireless network in Canada, the appellate court held that 
the use of the BlackBerry device to transmit email between two subscribers in the United States constitutes a use 
within the United States, even though a component of the system is not inside the United States. The court noted 
that this case was complicated by the fact that the invention is a system with several components and a method 
with several steps, and that the device can be used in a location separate from the location of the components or 
the performance of the steps. The court distinguished prior case law on the grounds that the infringing activity in 
this case occurred in the United States. Specifically, the court held that “the beneficial use and function of the whole 
operable system assembly is the United States.”  Because the court found that RIM directly infringed NTP’s patents 
by its use of the patented invention, the court did not address NTP’s argument that RIM also directly infringed the 
patents by its sale of the BlackBerry device.

The case is not over yet.  As could have been expected, RIM has filed a motion for reconsideration by the Federal 
Circuit and a motion for rehearing by the full panel of the court.  RIM has stated that the case imposes liability on 
a foreign corporation operating outside the United States where the use consists of conduct by others within the 
United States.  RIM has stated that it will take the case to the United States Supreme Court if need be. RIM has now 
received more help in its battle: the government of Canada has filed an amicus brief, contending that the case has 
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resulted in uncertainty in the marketplace and may have a negative effect on the trade relationship between the 
United States and Canada.

The final word may come from United States Patent and Trademark Office.  In its opinion, the Federal Circuit noted 
that the PTO had begun reexamination proceedings on all five of NTP’s patents.  As of the date of the court’s 
decision, however, the proceedings were still pending.
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HOW TO AVOID TREBLE DAMAGES IN PATENT CASES 
By Audrey A. Millemann 

Willful patent infringement may result in treble damages awarded against the infringer. For example, a recent 
judgment in a patent infringement case in the Northern District of California resulted in an award of $20 million in 
compensatory damages, which was enhanced to $36.5 million.

Title 35, section 284, of the United States Code provides that compensatory damages for patent infringement may 
be enhanced up to three times.  Under case law, this provision has been interpreted to apply primarily when the 
infringement is willful (i.e. in wanton disregard of the patent owner’s rights). The purpose of an award of enhanced 
damages is to deter future flagrant acts of infringement and, to a lesser extent, fully compensate the patent 
owner.

In a patent infringement case, the trier of fact (e.g. the jury) determines whether a defendant acted willfully in 
infringing the patent. Then, the trial court has the discretion to award enhanced damages and, if so, to decide the 
amount to be awarded. A finding of willfulness does not mandate an award of enhanced damages.

In determining whether to award enhanced damages, the trial court must consider the totality of the circumstances.  
The key factors are: (1) the defendant’s intentional copying of the patented item; (2) the defendant’s knowledge of 
the patent and an absence of a good faith belief that the patent is invalid or is not infringed; and (3) the defendant’s 
conduct during litigation.  (Bott v. Four Star Corp., 807 F.2d 1567 (Fed. Cir. 1986).)  Other factors may be considered, 
including the size of the defendant relative to the plaintiff and the defendant’s financial condition, the closeness of 
the case, the length of time of the infringement, whether the defendant voluntarily stopped the infringing conduct 
during the pendency of the litigation, the defendant’s motivation for infringing the patent, and any concealment by 
the defendant of the acts of infringement.

Is there anything a potential infringer can do to minimize the risk of enhanced damages?  Yes – obtaining an opinion 
of counsel can help demonstrate that the potential infringer acted in good faith. In fact, a potential infringer who has 
actual notice of a patent has an affirmative duty to investigate the patent and exercise care to avoid infringement, 
which includes obtaining an opinion of counsel before beginning the infringing activity. An opinion of counsel is 
not, however, an insurance policy; it does not guarantee that the infringement will not be found willful.  Nor is the 
failure to obtain an opinion of counsel per se evidence of willfulness. All of the circumstances will be considered, 
but obtaining (and following) advice of counsel is the most prudent approach.

An opinion of counsel must be independent and competent and must address both validity and infringement. The 
cases suggest that the opinion is not competent if it is rendered by an in-house attorney, an attorney not licensed to 
practice in the United States, or a non-patent attorney.  To be competent, the opinion must be based on a review of 
the file history of the patent. If the conclusion of counsel is that the patent is invalid, the opinion should rely not just 
on the prior art in the file history, but on prior art not before the examiner during the patent’s prosecution.

Once a competent opinion of counsel has been obtained, the potential infringer should follow it! While this may 
seem obvious, it is not always done, and the failure to follow the advice of counsel increases the risk of a finding of 
willfulness.
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THE FEDERAL CIRCUIT CLARIFIES THE DISCLOSURE-DEDICATION RULE
By Audrey A. Millemann

In a recent decision, PSC Computer Products, Inc. v. Foxconn International, Inc., 355 F.3d 1353 (Fed.Cir. 2004), the 
Federal Circuit clarified the scope of the disclosure-dedication rule. That rule provides that disclosed-but-unclaimed 
subject matter is dedicated to the public and cannot be reclaimed by the use of the doctrine of equivalents. In a 
previous case, Johnson & Johnston Associates v. R.E. Service Co., 285 F.3d 1046 (Fed.Cir. 2002), an en banc panel 
of the Federal Circuit held that the disclosure-dedication rule is an absolute bar – it applies in all cases to subject 
matter that is disclosed but not claimed-overruling a split between different panels of the court. In PSC, a panel of 
the court addressed the scope of the disclosure that is required to trigger the rule.

The patent in PSC was for a retainer clip used in a heat sink assembly with computer microchips. The patent 
claimed a retainer clip that included “an elongated, resilient metal strap.” The specification described the strap 
as being “made of a resilient metal such as stainless steel although other resilient materials may be suitable for 
the strap” and stated “other prior art devices use molded plastic and/or metal parts.” PSC, the patent owner, sued 
two other companies for patent infringement. The other companies made and sold a plastic retainer clip. PSC 
acknowledged that the defendants’ retainer clip did not literally infringe the patent because it was made of plastic, 
not metal, but contended that it did infringe under the doctrine of equivalents. The district court for the Central 
District of California granted summary judgment of noninfringement for the defendants. PSC appealed and the 
Federal Circuit affirmed

 The key issue for the court to resolve was the scope of the disclosure-dedication rule set forth in Johnson & 
Johnston. PSC argued that its case was distinguishable from Johnson & Johnston in that the specification in the 
patent at issue in Johnson & Johnston clearly disclaimed the infringing subject matter. The patent in Johnson & 
Johnston covered circuit board substrates and the only substrate claimed was aluminum. The specification stated: 
“while aluminum is currently the preferred material…other metals, such as stainless steel or nickel alloys, may be 
used.” In analyzing that language, the court had held that the patentee had dedicated stainless steel to the public, 
and thus, the defendant’s stainless steel product did not infringe under the doctrine of equivalents. PSC, supra, at 
1357.

 The court in PSC held that the language of PSC’s specification was just as clear and precise as the language in the 
Johnson & Johnston specification. The court explained the different functions of the specification and claims:

“One important purpose of the written description is to provide notice to the public as to the subject matter 
of the patent, while the claim provides notice as to the scope of the invention.” 

The court quoted the United States Supreme Court in further explaining:
 “Accurate description of the invention is required by law, for several important purposes: 1. That the 

government may know what is granted, and what will become public property when the term of the monopoly expires. 
2. That licensed persons desiring to practice the invention may know during the term how to make, construct, and 
use the invention. 3. That other inventors may know what part of the field of invention is unoccupied.” Bates v. Coe, 
98 U.S. 31, 39 (1878)

The Federal Circuit emphasized that a person of ordinary skill in the art must be able to read a patent and know 
what has been disclosed and what has been claimed. Id. at 1359. What a patent discloses but does not claim is 
subject matter that was probably known to the inventor and used publicly before the invention was made, but even 
if not, is public property once it is disclosed. Id.

The rationale for the disclosure-dedication rule is:
“Were the patentee allowed to reclaim some specifically-disclosed-but-unclaimed matter under the doctrine of 
equivalents, the public would have no way of knowing which disclosed matter infringed and which did not. [Citation 
omitted.] Such a reclamation would eviscerate the public notice function of patents and create uncertainty in the 
law.” Id. at 1360

The court found that PSC’s patent, which disclosed but did not claim plastic retainer clips, had dedicated plastic to 
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the public. Therefore, PSC could not recapture plastic retainer clips under the doctrine of equivalents. Id.

In explaining the public policy behind the disclosure-dedication rule, the court said that inventors who disclose 
subject matter must claim it and allow the claim to be examined or not claim it and dedicate it to the public. This 
approach will better serve the public by clearly indicating what is part of the patent invention and what is in the 
public domain. 
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THE PTO’S 21
ST

 CENTURY STRATEGIC PLAN 
By Audrey A. Millemann 
Last year, on July 5, 2002, the United States Patent and Trademark Office (“PTO”) published “The 21

st

 Century 
Strategic Plan.” The original plan, around 350 pages long, was the PTO’s response to a 2002 Senate Appropriations 
Committee Report which found that the PTO was not “innovative” and that the patent processing system was 
“archaic.”  The plan was a proposal to address the problems of an overburdened patent office, the lengthy pendency 
of most patent applications, and the decline in the quality of issued patents.  Faced with a backlog of about 408,000 
patent applications and an estimate of 340,000 patent applications to be filed in 2002, the plan proposed radical 
changes to the existing system.

The original plan was prepared by PTO officials, in consultation with many professional organizations, including the 
American Bar Association Intellectual Property Law Section, the American Intellectual Property Law Association, 
the Intellectual Property Owners Association, and the Patent Office Professional Association. After introducing the 
plan in July 2002, comments were received over a five-month period from some of the same groups the PTO had 
originally contacted. Most of these groups strongly opposed some of the proposed changes.

At this point, Congress has approved legislation appropriating money (the anticipated PTO fees for 2003-2008) for 
the continued operation of the PTO. The legislation also requires that a five-year strategic plan be prepared and 
that an electronic system for patent processing be developed.  The PTO is working on the five-year strategic plan, 
which includes many of the items contained in The 21

st
 Century Strategic Plan. This article discusses a few of the 

key points of the original plan.

Fee Increases 
The original plan proposed dramatic fee increases in almost all patent fees, including filing fees, issue fees, and 
maintenance fees. In addition, a new, separate examination fee was proposed. The original plan also called for 
behavior modification fees -high surcharges for any application that was not an “average” application. These 
included surcharges for applications with more than fifty pages, more than three independent claims or more than 
twenty total claims, reference to an earlier application for priority, and claims that were “not patentably distinct” 
from claims in another patent or application. The surcharges were intended to significantly reduce the number of 
patent applicants who filed “non-average” applications, which typically increased the PTO’s cost.

Because of strong opposition from most groups, the PTO has (for now) modified the original plan to seek only modest 
increases in fees and surcharges, and has eliminated the separate examination fee.  The current fee proposal 
provides for a single filing, search, and examination fee with the provision that a portion of the fee can be refunded 
if the applicant abandons the patent application, with written notice to the PTO, before an examination has been 
conducted. 

Deferred Examination 
The original plan changed the current system, in which all patent applications are examined, to one in which the 
applicant was required to request examination within 18 months or the application would be abandoned. The 
purpose was to reduce the number of applications examined, thereby reducing the PTO’s workload, by causing 
those applicants who were not serious enough to request examination and pay the separate examination fee to 
abandon their applications.

Most groups opposed this proposal and the PTO has indicated that it will not seek to implement the proposal as 
originally written.

Outsourcing searches 
The original plan would have eliminated the PTO’s responsibility for conducting prior art searches. All searches 
were required to be outsourced.  Most applicants would have been required to provide their own search, performed 
by a certified private search firm. Certain applicants, referred to as “microentities” (independent inventors), could 
have requested a search from the PTO rather than provide it themselves, but the search would still have been 
outsourced by the PTO.  The searches in PCT applications designating the U.S. as the International Search Authority 
would also be outsourced.
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This provision was vigorously opposed by most groups.  Some commentators suggested that the quality of the patent 
examination process (and the resulting patents) would be severely diminished if the examiner did not conduct the 
search.  The patent examiners themselves agreed, as the Patent Office Professional Association was one of the most 
vocal opponents of the provision. The PTO’s current statement is that it will not require applicants to provide search 
reports, but it will begin the outsourcing of all PTO searches in U.S. applications.  Searches in PCT applications will 
also be outsourced.

The PTO’s website, www.uspto.gov, contains The 21
st

 Century Strategic Plan, and summarizes the current status 
of its provisions. The PTO states that its goal is a patent pendency period of eighteen months, but that that goal 
will probably not be reached because of the precedence of other issues, namely, the development of an electronic 
processing system and an improvement in the quality of issued patents. The PTO intends to strive for a goal of a first 
office action in all cases within the eighteen-month period, which will be an improvement in many cases. 

The PTO views the strategic plan as “a work in progress” that will be refined and reevaluated. Thus, it appears 
that the PTO will continue to tinker with the patent processing system and that no aspect of the existing system is 
immune from change. While the PTO’s goals, to reduce application pendency time and to improve patent quality, are 
certainly admirable, the methods of attaining those goals may do more harm than good. It will be interesting to see 
whether the goals are ultimately achieved and at what cost.
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REEXAMINATION – AN OFFENSIVE AND DEFENSIVE TACTIC 
By Audrey A. Millemann

Reexamination is a useful tool, both offensively and defensively. Offensively, anyone can attack an issued patent that 
they believe is not valid and should not have been issued. Defensively, an accused infringer already involved in a 
patent infringement case can use reexamination to resolve the issue of validity in a more economic fashion.

What Is Reexamination? 
A reexamination is just that – a reexamination of an issued patent. It is an administrative process performed by the 
Patent and Trademark Office (“PTO”), not a court.  A patent examiner conducts an examination of the patent in the 
same fashion as was done originally when the patent was issued. The result is a certificate canceling any claim that 
is found to be unpatentable, confirming any claim that is found to be patentable, and adding any amended or new 
claim that is patentable.

There are two types of reexamination procedures: ex parte reexamination (35 U.S.C. ¤¤ 301 et seq.) and inter 
partes reexamination (35 U.S.C.¤ 311, et seq.). Ex parte reexamination has been available since 1981. Since then, 
about 7,000 ex parte reexaminations have been conducted by the PTO. The process is called “ex parte” because it 
essentially involves only the PTO and the patent owner; although a third party can initiate the reexamination, the 
third party’s participation is very limited.

Inter partes reexamination was established by the American Inventors Protection Act of 1999 and was modified 
by legislation enacted in late 2002. A total of five requests for inter partes reexamination have been filed, one in 
2001 and four in 2002. The process is called “inter partes” because the party challenging the patent is entitled to 
participate at all stages of the process.  The inter partes reexamination procedure is not available for all patents, 
however; it can only be used for patents filed on or after November 29, 1999.

Basis for Reexamination 
Under both ex parte and inter partes reexamination procedures, the grounds for challenging a patent’s validity are 
that “a substantial new question of patentability” is raised.  The new question of patentability must be based on 
prior art consisting of either patents or printed publications. A significant difference between the two procedures, 
however, is that the ex parte procedure is restricted to prior art not previously considered by the PTO (i.e. prior art 
that the PTO did not consider during the original examination of the patent). The inter partes procedure (as modified 
by the 2002 legislation) is not so restricted; the challenge can be based on prior art that was previously before the 
PTO.

Who Can Request Reexamination 
Under the ex parte procedure, the patent owner or any other party may request reexamination of a patent.  Under 
the inter partes procedure, any party other than the patent owner may request reexamination. The challenger may 
remain anonymous under the ex parte procedure, but not under the inter partes procedure.

Thus, a patent owner may use the ex parte reexamination procedure to amend or add new claims, as long as the 
new claims do not broaden the scope of the original patent. The challenger, on the other hand, may use either 
procedure to invalidate any or all of the claims of the existing patent.

Under either procedure, the PTO has three months in which to decide whether to grant the request for reexamination.  
If the PTO determines that a substantial new question of patentability has been raised by the request, the PTO 
issues an order for reexamination.

The Process 
The reexamination process is quite different under the two procedures.  Under the ex parte procedure, the 
challenger may reply to the patent owner’s initial statement, but has no further involvement. If, for example, the 
patent owner seeks to amend its claims during the reexamination process, the challenger will not be able to oppose 
the amendment.

http://www.weintraub.com
http://www.weintraub.com


100weintraub genshlea chediak sproul  |  articles from The Daily Recorder

table of contents
: weintraub.com

Under the inter partes procedure, the challenger receives copies of all documents from the PTO and from the patent 
owner and has an opportunity to respond at each stage.
 
Another difference between the two procedures is the estoppel effect on the challenger.  In an ex parte procedure, 
the challenger is not precluded from raising the same issues in later litigation between it and the patent owner.  In 
an inter partes procedure, however, the challenger is estopped in later litigation from arguing invalidity based on 
any of the grounds that were raised, or could have been raised, in the inter partes procedure.

Advantages 
Reexamination has several advantages over litigation as a forum to resolve the issue of patent validity. First, and 
perhaps most important, is that reexamination is clearly less costly. Defending a patent litigation case can cost well 
over $1 million in attorneys’ fees.  The cost of a reexamination is a fraction of that. Second, reexamination may be a 
quicker process, because it is handled through the PTO rather than the federal courts. Third, there is no presumption 
that the patent is valid, at least in an inter partes procedure, as there is in litigation where the challenger must prove 
invalidity by clear and convincing evidence.  Fourth, in a reexamination, the PTO, rather than a court, makes the 
determination of validity of the patent. In theory, the Patent Office examiners, who have technical skill in the area of 
the invention, may be better suited to analyze prior art than judges and juries. For these reasons, reexamination is 
always an alternative worth considering.
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IF YOU CAN’T DESCRIBE IT, YOU CAN’T PATENT IT
By Audrey A. Millemann

In a new biotechnology case, the Federal Circuit Court of Appeals has confirmed that the three requirements of a 
patent disclosure are indeed three separate requirements. University of Rochester v. Searle & Co., Inc., 2004 WL 
260813 (Fed. Cir. February 13, 2004).

A patent application’s disclosure must satisfy three requirements, set forth in 35 U.S.C. ¤112, first paragraph. First, 
the disclosure must contain a detailed written description of the invention. This is called the “written description” 
requirement. The inventor must identify what the invention is, using words, diagrams, or formulas.  One of the 
purposes of the written description requirement is to ensure that the inventor is in possession of the invention (i.e. 
that the inventor knows what it is they have invented) at the time that the patent application is filed. The written 
description requirement also gives notice to the public of what the inventor claims as the invention.  In other words, 
the written description sets forth exactly what is off limits for the duration of the patent’s term.

Second, the disclosure must enable a person with ordinary skill in the art, at the time the application is filed, to 
make and use the invention without the need for undue experimentation. This requirement is called “enablement.” 
It ensures that the inventor has fully disclosed the invention to the public.

Third, the disclosure must describe the best mode of carrying out the invention at the time of filing the patent 
application.  This requirement is called “best mode.” It precludes inventors from keeping secret the best way of 
using their invention.

In University of Rochester v. Searle, supra, the Federal Circuit held that the written description requirement is not 
subsumed into the enablement requirement. In that case, the University of Rochester had obtained a patent on a 
method for inhibiting the activity of an enzyme that causes inflammation in the human body, without also inhibiting 
a similar enzyme that had beneficial effects, by using a non-steroidal anti-inflammatory drug (“NSAID”).  The patent 
did not identify any such NSAID that could be used in the method, or state how one could be made or obtained.

The lawsuit was a patent infringement case filed by the University of Rochester against several pharmaceutical 
companies, including Searle, Monsanto, Pharmacia, and Pfizer.  The defendants moved for summary judgment on 
the grounds that the patent was invalid for failure to satisfy the written description and enablement requirements.

The district court for the Western District of New York granted the defendants’ motion on both grounds and dismissed 
the case. The court found that the patented method required an NSAID compound, that no such compound was 
disclosed, that the inventors did not know of any such compound when they filed the application, and that the only 
way to find such a compound would be through trial and error. The University of Rochester appealed.

The Federal Circuit affirmed the district court’s granting of summary judgment on the written description requirement 
and found the enablement issue moot.

The University of Rochester’s key argument was that the written description and enablement requirements are the 
same thing.  The court disagreed. The court emphasized that there are three separate requirements in the first 
paragraph of section 112 and that, although they may overlap, they are independent. This is consistent with prior 
case law.

Relying on a previous case dealing with the written description requirement in the biotechnology context, the court 
stated: “A description of what a material does, rather than of what it is, usually does not suffice… The disclosure 
must allow one skilled in the art to visualize or recognize the identity of the subject matter purportedly described.” 
Enzo Biochem, Inc. v. Gen-Probe Inc., 323 F.3d 956, 968 (Fed.Cir. 2002).

The University of Rochester also argued that prior cases strictly enforcing the written description requirement had 
addressed composition of matter claims.  The court stated that the type of claim was irrelevant. It does not matter 
whether the compound is claimed as a composition of matter or is claimed in a method of use - the compound must 
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be described.

Another argument by the University of Rochester was that whether a disclosure satisfies the written description 
requirement is a question of fact.  The court held that a patent may be invalid on its face based on the specification, 
as the specification is where the written description is to be found. Agreeing with the defendants, the court stated 
that the University of Rochester’s patent: “discloses nothing more than a hope-for function for an as-yet-to-be-
discovered compound, and a research plan for trying to find it.”  The court emphasized that the patent did not 
disclose any compound that would perform the claimed method and that there was no evidence that any such 
compound was known at the time the application was filed.

The University of Rochester also contended that the written description requirement may be met even though 
the composition of a chemical compound is not exactly described, as long as it is described by its properties.  The 
court found that this was true, but is limited to cases where there is enough description for a person skilled in the 
art to make the compound with the described properties. This was not the case with the University of Rochester’s 
patent.

The court similarly rejected the University of Rochester’s argument that a chemical compound may be claimed by 
its process of manufacture instead of its chemical composition. The court found that unlike those cases, however, 
the University of Rochester’s patent did not disclose any method of making the compound.

Lastly, the University of Rochester argued that universities will be hindered in their ability to patent their research 
by such a stringent written description requirement.  The court found this argument totally unpersuasive and stated 
that the patent laws apply equally to all entities. In summarizing its rational, the Federal Circuit quoted the United 
States Supreme Court, in Brenner v. Manson, 383 U.S. 519, 536 (1966): “[A] patent is not a hunting license. It is not 
a reward for the search, but compensation for its successful conclusion.”

This decision demonstrates that the written description requirement is important for several reasons. One reason 
is that a relaxation of the requirement might allow inventors to apply for patents on inventions that they had not 
yet conceived.  An inventor is the person who conceives of the complete and operative manner of the invention.  If 
one has not yet conceived of the complete and operative manner of the invention, then one has not yet invented the 
invention, and one surely cannot describe what the invention is.  Put another way, if the inventor cannot describe the 
invention, it has not yet been invented.

Another reason is that the written description requirement protects the public from “reach-through” patents, 
patents that extend coverage beyond what the inventor has actually invented. This is because the claims, which 
define the scope of the inventor’s right to exclude, must be supported by the written description. Thus, a claim that 
extends beyond the written description will not be supported and will not be allowed.  The inventor will not be able 
to exclude others from an invention that he or she has not yet invented. In turn, the public will not be discouraged 
from further discovery and innovation in an area that remains open.
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MORE WAYS TO INFRINGE A PATENT
By Audrey A. Millemann

In advising clients on intellectual property matters, lawyers need to discuss relevant patents and help their clients 
strategize how not to infringe those patents.  In addition to direct infringement (in which the accused infringer’s 
product or method includes all of the elements of a claim of the patent ), lawyers should also address contributory 
infringement, inducing infringement, and the liability of corporate officers and directors for the corporation’s 
infringement.

Contributory Infringement 
Title 35 section 271(c) prohibits contributory infringement. It states: 
“whoever offers to sell or sells within the United States or imports into the United States a component of a patented 
machine, manufacture, combination, or composition, or a material or apparatus for use in practicing a patented 
process, constituting a material part of the invention, knowing the same to be especially made or especially adapted 
for use in an infringement of such patent, and not a staple article or commodity of commerce suitable for substantial 
noninfringing use, shall be liable as a contributory infringer.”

Contributory infringement was a doctrine developed by the courts to help patent owners protect themselves from 
parties who sold unpatented components that were used in a patented invention. The doctrine was codified in 1952.  
Before its codification, contributory infringement had almost been eliminated by the doctrine of patent misuse.  
Courts were holding that patent owners’ suits against contributory infringers constituted attempts to broaden the 
scope of the patent and were, therefore, unlawful as patent misuse.  Section 271(c) was enacted to clarify that 
this was not the case and to preserve the right of a patent owner to sue a contributory infringer.  Subsection (d) 
specifically states that a suit for contributory infringement is not an act of patent misuse.

The elements of a claim for contributory infringement are:  (1) an offer to sell or a sale within the United States of 
an item (a component of a patented device, machine, or composition, or a material or apparatus used in a patented 
process); (2) knowledge by the defendant that the item is especially adapted for use in infringement of a patent; (3) 
that the item offered for sale or sold is not a staple article or commodity suitable for substantial noninfringing use; 
and (4) direct infringement of the patented invention.

The first requirement has been interpreted to require an offer to sell or a sale. If the accused infringer is not a seller, 
then there is no claim for contributory infringement.  In addition, the item must be a “material” part of the invention, 
although the courts have not clarified what this means.

The second requirement of knowledge has been held to mean that the accused infringer knew that the item that was 
offered for sale or sold was especially adapted to be used in the patented invention.

The third requirement is that the item must not be a staple article of commerce suitable for noninfringing uses.  The 
mere capability of a noninfringing use is not sufficient, however, nor is the possibility of a noninfringing use.

The fourth requirement means that there can be no contributory infringement unless there is a direct infringement.  
Thus, if there is no claim for direct infringement (because, for example, the conduct occurred outside the United 
States), then there cannot be a claim for contributory infringement.

Inducing Infringement 
Section 271(d) of title 35 prohibits actively inducing patent infringement.  It states: “Whoever actively induces 
infringement of a patent shall be liable as an infringer.”

There are two requirements for active inducement of infringement: (1) conduct by the defendant knowingly intended 
or calculated to induce another party to infringe; and (2) that the defendant’s conduct resulted in the other party’s 
direct infringement of the patent.  Inducing infringement is essentially aiding and abetting the direct infringement 
of a patent by another.
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Courts have held that the accused infringer must knowingly intend to cause the other party to infringe. This is in 
contrast to contributory infringement, which requires knowledge but not intent. Circumstantial evidence, as opposed 
to direct evidence, of knowledge and intent appears to be sufficient to state a claim for active inducement.

As with contributory infringement, there must be a direct infringement in order to state a claim for inducing 
infringement. Examples of inducing infringement include providing instructions on how to use a patented device 
or perform a patented process or other information or materials (such as advertising) that actively induce another 
party to infringe.

Corporate Officers and Directors 
An officer or director of a corporation may be individually liable for patent infringement committed by the 
corporation.  Some courts have held corporate officers and directors liable for contributory infringement or inducing 
infringing, where the corporation is the direct infringer. Other courts have found the individuals themselves liable 
for direct infringement.  In general, corporate officers and directors who personally participate in the corporation’s 
infringement, or direct the corporation to infringe, may be liable to the patent owner.

Contributory infringement, inducing infringement, and officer and director liability are theories of liability with 
which clients are often not familiar.  Clients are just as much at risk (perhaps even more so) for liability under 
these theories, however, as they are for direct infringement. An analysis of whether a client may be committing 
contributory infringement, active inducement of infringement, or using officers or directors to commit infringement, 
should always be performed to minimize these risks.
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INVENTORSHIP: GET IT RIGHT THE FIRST TIME 
By Audrey A. Millemann

The importance of naming the correct inventors in a patent application cannot be over-emphasized.  If the correct 
inventors are not named, the patent can be invalidated. It is far better to be sure that inventorship is correct in the 
application than to risk invalidation of the patent later on, especially because potential patent infringers will have a 
great incentive to raise the issue.

Inventorship Errors 
There are two types of errors in inventorship:  misjoinder and nonjoinder. Misjoinder occurs when a person is named 
as an inventor who is not a true inventor (e.g., A and B are named, but the true inventor is A alone).  Nonjoinder 
occurs when a true inventor is not named (e.g., A alone is named, but the true inventors are A and B).  Both errors 
exist when inventorship is completely erroneous (e.g., A is named, but B is the true, sole inventor).  A true inventor 
is one who has contributed in a significant way to the invention’s conception or its reduction of practice. 

Errors of inventorship may occur as a result of mistake or inadvertence by the patent owner, the inventors, or the 
patent attorney.  In some cases, errors may be deliberate or even dishonest, usually in order to deprive a party of 
rights to the invention or to avoid a patentability problem such as a prior art reference. 

Errors in inventorship may be corrected, depending on the circumstances, both during patent prosecution and after 
the patent has issued. 

Correction of a Patent Application 
An error in inventorship in a patent application may be corrected by an amendment. 35 U.S.C. ¤116; 37 C.F.R. ¤1.48. 
The applicant must submit an amendment setting forth the true inventors; a petition with a statement from each 
person who is either added or deleted that the error was without deceptive intent; an oath or declaration from each 
of the true inventors; a fee; and the consent of the assignee.  Thus, during the patent application process, lack of 
deceptive intent is required to correct both errors of misjoinder and errors of nonjoinder.

It is not necessary to show that the amendment was diligently filed, although there are certain time limits by which 
such an amendment must be submitted.  It is also unnecessary to explain why the error was made; a statement of 
lack of deceptive intent is sufficient on its face. 

Correction of an Issued Patent 
An error in inventorship in an issued patent may be corrected by application to the Patent and Trademark Office or 
by order of a court. 35 U.S.C. ¤256; 37 C.F.R. ¤1.324. 

Section 256, like ¤116, provides that an error of nonjoinder may be corrected as long as there is no deceptive 
intent by the omitted true inventor. Unlike ¤116, however, ¤256 does not require lack of deceptive intent in order to 
correct an error of misjoinder.  Thus, under ¤256, a nonjoined inventor may be added only if he or she acted without 
deceptive intent, but a misjoined inventor may be deleted regardless of whether he or she acted with deceptive 
intent. In other words, a patent that incorrectly names a person as an inventor who is not an inventor can be 
corrected, even if the person was named because of a dishonest reason.  According to the Federal Circuit, ¤256 is 
consistent with Congress’ intent in providing for the correction of inventorship errors, to reward true inventors, by 
allowing a correction as long as the true inventor did not act with deceptive intent. Stark v. Advanced Magnetics, Inc., 
119 F.3d 1551,1554 (Fed.Cir.1997).  Section 116 is inconsistent with ¤256 and apparently also with Congress’ policy, 
in that it requires lack of deceptive intent to correct errors of misjoinder, as well as nonjoinder. This inconsistency, 
the Stark court noted, should be resolved by Congress.  Id. at 1555.

The court in Stark explained that patent applicants who act with deception will not remain unpenalized. For example, 
persons who name themselves as inventors when they are not true inventors, or who omit other true inventors, 
commit inequitable conduct in signing the oath or declaration stating that they are the true inventors. Thus, even 
though the deceptive intent will not preclude the patent from being corrected to delete the misjoined person, the 
patent will be unenforceable because of the inequitable conduct.  Id. at 1555-6.
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Rule 324, which implements ¤256, requires a petition and a fee to correct a patent. The petition must contain a 
statement from each person added that the error was without deceptive intent; a statement from the other named 
inventors that they agree to the correction; and a statement from the assignee that it agrees to the correction.  As 
is true of a petition to amend a pending application, neither diligence nor an explanation of how the error occurred 
are required.

If a patent is challenged in court as invalid for incorrect inventorship, the court must first decide whether inventorship 
is incorrect, by clear and convincing evidence.  If so, the patent owner is entitled to seek to correct inventorship 
under ¤256. The procedural requirements of ¤256 are that the matter be brought before the court on notice to all 
parties concerned with the opportunity to be heard. The substantive requirements of ¤256 must then be met. If the 
patent owner does not seek to correct inventorship, or fails to meet the requirements of ¤256, then the patent will 
be held invalid. If the patent owner meets the requirements of ¤256, then the court will make an order correcting 
inventorship and the PTO will issue a certificate of correction pursuant to the court’s order.  The patent will not be 
invalidated.

Even if the patent is corrected and held valid, however, the challenger may still prevail. If the challenger can prove 
that the error in inventorship was the result of inequitable conduct, the patent will be held unenforceable. 

Because of the risks of invalidity and unenforceability due to inequitable conduct, inventorship is clearly a critical 
issue.  Every effort should be made to ensure that it is correct when the patent application is filed.
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Patent Infringement Damages on the Rise 
By Audrey A. Millemann 

Some recent patent infringement cases have resulted in very high damage awards to the patent owner. A case 
against Microsoft over its Internet Explorer yielded the second highest damage award ever ($528 million).  The 
manufacturer of the BlackBerry hand-held email device was hit with a $53 million award.  A case against Halliburton 
Energy Services over a method of locating oil and gas reserves resulted in a $98 million award. A plaintiff in a case 
against eBay obtained a $29.5 million award.  We can expect cases like these to trigger even more patent litigation 
as potential plaintiffs hope to win big dollars.  But just how does a court or jury award numbers like these?

Damages in a patent infringement case are provided for in 35 U.S.C section 284.  The statute states that “the 
court shall award the claimant damages adequate to compensate for the infringement but in no event less than a 
reasonable royalty for the use made of the invention by the infringer . . . .”  Thus, as is true of tort cases, compensatory 
damages in patent infringement cases are intended to make the plaintiff whole, in other words, to place the patent 
owner in the situation that would have existed but for the infringement. The statute specifically provides that the 
parties may submit expert testimony on the amount of damages or a reasonable royalty.  In addition, section 284 
permits the court, in its discretion, to award the plaintiff up to three times actual damages.

There are three different methods of determining the amount of compensatory damages to be award to a successful 
plaintiff:  1) lost profits; 2) an established royalty; and 3) a reasonable royalty. Each is used in different circumstances, 
although some cases may involve more than one method. Usually a patent owner prefers the lost profits method, as 
it will result in a higher amount, and the infringer prefers a reasonable royalty.

The amount of damages is a question of fact for the trier of fact, be it judge or jury.  The judge, however, has the 
discretion to decide the methodology to be used. For example, the judge may decide the appropriate accounting 
method to calculate lost profits or the formula to determine a reasonable royalty.

Lost Profits 
Lost profits, also called actual damages, are appropriate when the patent owner is the exclusive manufacturer, 
user, or seller of the invention or when the patent owner has granted an exclusive license to another. This method 
assumes that the patent owner (or its exclusive licensee) would have been the sole seller of the invention and that 
the infringer would not have made any sales. Accordingly, lost profits may be difficult to prove if the patent owner or 
exclusive licensee did not ever actually sell the invention or did not ever sell the invention in the United States. 

In order to recover lost profits, the patent owner must prove that its damages were caused by the infringer. Those 
damages can include lost sales, lowered prices (price erosion), or higher expenses. Typically, lost profits are based 
on the patent owner’s lost sales because the patent owner shows that but for the infringement, it would have made 
the sales that the infringer made. Price erosion damages may be awarded when the patent owner can show that it 
was forced to lower its prices as a result of the competition of the infringer, or that it would have raised its prices 
but for the infringer’s competition.  The clearest cases of price erosion are where the market consists of only two 
competitors, the patent owner and the infringer.

Established Royalty 
An established royalty is the appropriate method of determining compensatory damages when the patent owner has 
granted non-exclusive licenses to others for uses similar to that of the infringer.  In such a case, the patent owner 
is precluded from recovering lost profits. The rationale is that a patent owner who has chosen not to exclusively 
manufacture or sell the invention, but rather to offer licenses to others on a non-exclusive basis, cannot later claim 
to have lost sales itself. 
The established royalty rate is based on royalty rates set forth in the patent owner’s freely-negotiated licenses. 
Royalty rates obtained in settlement of litigation are not determinative. The royalty rates set forth in the patent 
owner’s prior licenses are used as a minimum royalty rate. The patent owner may argue that a higher royalty 
rate should apply because of an increase in the value of the patent since the time that the prior licenses were 
negotiated. 
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Reasonable Royalty 
A reasonable royalty is the method used to determine compensatory damages when lost profits cannot be shown 
and when there is no established royalty. A reasonable royalty is defined as the rate that would have been agreed to 
by the patent owner and the infringer in a hypothetical negotiation on the date the infringement started (the “willing 
buyer – willing seller rule”).

A number of factors may be considered in determining the reasonable royalty rate. They include past licenses, the 
royalty rates charged for comparable patents by the patent owner or others, the royalty rates paid by the infringer 
for licenses under other similar patents, the nature and scope of the license, the patent owner’s policy on licensing, 
the business relationship between the patent owner and the infringer (whether they are competitors), the expiration 
date of the patent, the profitability of the invention, the typical profit margin in the industry, and the extent that the 
infringer has already exploited the patent.

The determination of compensatory damages in a patent case is complicated because it requires an analysis of 
the value of a patent, an intangible property. An expert economist is almost always needed to analyze the relevant 
market during the period of infringement, both for the determination of lost profits and reasonable royalty rates. In 
many cases, a damage award includes a component of lost profits for the infringement during one period of time 
and a component of a reasonable royalty during another.  The values determined by each side’s experts often vary 
tremendously, even when the same method is used. For example, in the Microsoft case, the jury could have awarded 
the plaintiff $1.2 billion, but only awarded $528 million. The take-home lesson?  Don’t underestimate the power of 
an expert!
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CLAIM CONSTRUCTION REVISITED
By Audrey A. Millemann

In a recent case, C. R. Bard, Inc. v. United States Surgical Corp., 2004 WL 2414612 (Fed.Cir. October 29, 2004), the 
Federal Circuit Court of Appeals clarified the process of claim construction in patent infringement litigation. 

The case involves a device used by surgeons to repair hernias. The plaintiff, C.R. Bard, Inc., obtained a patent for the 
device.  The device was an implant (called a “plug”) that had a “pliable” and “conformable” surface.  The advantage 
of the device was that it worked better than existing plugs in irregular-shaped hernias because of its conformable 
surface. 

C.R. Bard, Inc. sued U.S. Surgical for patent infringement.  The district court granted the defendant’s motion for 
summary judgment of noninfringement on the grounds that the plug of the claim at issue required a pleated surface 
and the defendant’s plug did not have such a surface.  Bard appealed. The Federal Circuit affirmed the decision.

A determination of patent infringement is a two-step process.  First, the scope of the claims are construed, and, 
second, the accused device is compared to the claims as construed. Bard, supra, at *3. The appellate court reviews 
a district court’s claim construction decision de novo.

The appellate court started its analysis by emphasizing that claim construction is primarily based upon intrinsic 
evidence: the claims, the specification, and the prosecution history. (Id. at *3). Extrinsic evidence, such as dictionaries, 
treatises, or experts, may be helpful in understanding the field of relevant art, but cannot be used to contradict the 
meaning of a claim term that can be determined from the intrinsic evidence. Id.

The issue before the appellate court was whether the ordinary and customary meaning of a claim term, based on 
dictionary definitions, would overcome the meaning of the term based on the intrinsic evidence. The plaintiff made 
this argument, relying on cases that suggest that if a claim term can be defined by its ordinary and customary 
meaning, the intrinsic evidence only controls if either the specification contains a clear definition of the term or if 
the inventor disavowed the ordinary meaning of the term.  Id. at *3-*4.

The court pointed out that the cases relied on by the plaintiff did not hold that a dictionary definition was controlling 
over the intrinsic evidence, but rather had construed the claims in such a way that the ordinary meaning and the 
intrinsic evidence were consistent.  Id. at *4. The court stated that, in performing claim construction, a court is not 
“allow[ed]…to disregard the intrinsic record.” Id.

In holding for U.S. Sur gical, the court held that the district court properly construed the claims based on both the 
ordinary meaning of the claim terms as argued by Bard and on the intrinsic evidence. Id. at *4.

Under the ordinary meaning approach, the court found that the plug had to be pleated. The plaintiff had argued that 
two terms used in the claim at issue, “pliable” and “conformable,” which modified “plug,” should be given their 
ordinary meanings and that those meanings did not require that the plug be pleated.  The court held that “pliable” 
and “conformable” were irrelevant for several reasons. First, the ordinary meaning does not control if the intrinsic 
evidence demonstrates that the inventor disavowed the claim scope urged by the plaintiff.  In this case, Bard’s 
claim scope had been disavowed because the intrinsic evidence required a plug that was pleated.  Second, the term 
“plug” had to be construed regardless of the construction of “pliable” and “conformable,” and the intrinsic evidence 
required that the plug be pleated.

The court next addressed the intrinsic evidence approach.  The court analyzed both the specification and the 
prosecution history.  With respect to the specification, in the section entitled “summary of the invention” and in the 
abstract, the plug was defined as having pleats.  The court noted that statements in a specification that describe an 
invention in general (such as those in the summary of invention and abstract), as opposed to a preferred embodiment, 
are properly used in construing the claims. Id. at *5. With respect to the prosecution history, the court found that 
in a reexamination of the claim at issue, Bard had overcome the examiner’s rejection by stating that the plug of the 
invention was pleated.  Id. at *10.
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The court concluded that both the specification and the prosecution history independently supported the construction 
of the term “plug” as having pleats.  Because U.S. Surgical’s device was not pleated, the judgment of noninfringement 
was affirmed.
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Provisional Patent Applications – Good or Bad? 
By Audrey A. Millemann

Provisional patent applications, although often requested by clients, are generally a bad idea. Usually, the only 
reason to file one is because time or money leaves no other choice.

What It Is 
Provisional patent applications were created by statute in 1995. See 35 U.S.C. ¤ 111(b).  A provisional patent 
application is not a patent application at all, but a document that is filed with the Patent and Trademark Office that 
was intended to establish an early filing date. The application is not examined by the PTO and is deemed abandoned 
12 months after it is filed unless a nonprovisional application is filed by that date. If a nonprovisional application is 
filed within the 12 month period and issues into a patent, the 12 months are not included in the term of the patent, 
which is 20 years from the filing date of the nonprovisional application.

The Requirements 
Title 35 of the United States Code, section 112, sets forth the requirements for a specification for a nonprovisional 
patent application. A provisional patent application must satisfy the requirements of the first paragraph of section 
112.  Those requirements are: (1) a written description; (2) enablement; and (3) best mode.  If any one of these 
requirements is not met, the patent is invalid.

The written description is a clear and concise description of the invention. Its purpose is to demonstrate that the 
inventor is mentally in possession of the invention at the time the application is filed such that a person having 
ordinary skill in the art would understand it.

The enablement requirement is met if the specification teaches a person having ordinary skill in the art how to make 
and use the invention, without undue experimentation.  The purpose of this requirement is to put the invention in 
the public domain.

The best mode requirement is met if the specification discloses the best mode of carrying out the invention at the 
time the application is filed. The purpose is to prevent an inventor from keeping secret the best way of performing 
the invention. The invention must disclose this to the public.

There are a few other differences in the requirements of provisional patent applications and nonprovisional 
applications. A provisional patent application does not require any claims, as does a nonprovisional application. 
This may result in a cost savings in attorneys’ fees because the drafting of claims is a lengthy process and a large 
component of the attorneys’ fees incurred in the preparation of a nonprovisional application.

A provisional patent application has a lower filing fee than a nonprovisional application ($80 compared to several 
hundred dollars).

The (Mis)perception 
Clients often request a provisional patent application because they think it is a quick and cheap way to get an early 
filing date.  This is not necessarily true.  Although the filing fee is less for a provisional than for a nonprovisional, the 
difference is insignificant.  There is no significant cost savings unless a provisional patent application is prepared 
with little or no attorney time. That strategy, however, can be risky. If a provisional patent application is written 
without careful and thorough attention, the requirements of section 112 may not be met and no patent will issue.  In 
other words, a provisional patent application only provides an early filing date for what is properly disclosed.

Advantages 
There are a few reasons to file a provisional patent application instead of a nonprovisional application.  The first has 
to do with time. If the invention is about to be disclosed and there is not enough time to prepare a nonprovisional 
application, the provisional patent application allows the inventor to disclose the invention and yet preserve the right 
to file a nonprovisional application within one year.  The provisional patent application also preserves the foreign 
rights to the invention. There is no one-year grace period in most foreign countries, as there is in the United States.  
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So, if disclosure is made without the filing of a U. S. patent application (nonprovisional or provisional), the foreign 
rights are lost. A provisional patent application can provide the solution. The inventor then has one year in which to 
file any foreign applications.

The second reason has to do with money. If the inventor has virtually no money to spend, and disclosure is required 
as it often is to raise money, then the provisional patent application is better than nothing. It serves as evidence of 
inventorship and it protects the United States and foreign rights for one year.

The third reason is if the inventor does not want the patent application to be examined. This might occur if the 
inventor needed more time to develop additional data to support a patent application or to explore the market to 
determine if it is worthwhile to pursue a patent. In these cases, a provisional patent application preserves some 
rights for one year.

Disadvantages 
The primary disadvantage of a provisional patent application is that, as stated above, if it does not satisfy the 
requirements of section 112, it does not provide an early filing date. In the meantime, valuable rights (such as 
foreign rights) may have been lost.

In addition, a provisional patent application is limited to what it describes. The process of preparing a nonprovisional 
application may result in further elaboration on the invention or its embodiments and perhaps in broader claims. If 
not contained in the provisional patent application, this information is “new matter” and is not entitled to the earlier 
filing date of the provisional application.

Conclusion 
Clients needs to be aware of the disadvantages of filing provisional patent applications. In certain situations, a 
provisional patent application can be an appropriate tool to protect an invention. It should never be assumed, 
however, that such protection is guaranteed.
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THE INEQUITABLE CONDUCT DEFENSE 
By Audrey A. Millemann

A party who has been sued for patent infringement has a number of available defenses. One of the most important 
ones is invalidity of the patent. Invalidity can be based on several different grounds, including that the invention 
lacks novelty or is obvious over the prior art, or that the written description of the invention does not satisfy certain 
requirements. Another important defense is inequitable conduct. Inequitable conduct is based on the inventor’s 
failure to disclose material information, or submission of false information, to the United States Patent and 
Trademark Office (“PTO”) with an intent to deceive.

Both invalidity and inequitable conduct must be proven by clear and convincing evidence, a higher standard of proof 
than that which is required for civil cases in general. Invalidity results in specific claims of the patent being held 
invalid, while inequitable conduct results in the entire patent being held unenforceable.  This article will address 
inequitable conduct.

An inventor who applies for a patent, as well as the inventor’s attorney or agent, the assignee, and anyone else 
involved with the patent application, owes a duty of candor and good faith to the PTO. This duty is set forth in the 
rules governing patent applications, at 37 C.F.R. section 1.56.  The duty of candor includes the duty to disclose to the 
PTO all information known to be material to the patentability of each claim. Under Rule 56, information is “material” 
if it is not cumulative and (1) it establishes, alone or with other information, that a claim is unpatentable, or (2) it 
refutes or is inconsistent with an argument that the applicant makes to support patentability or to oppose the PTO’s 
position of unpatentability. There is no duty to provide information to the PTO that is not material to patentability.

The duty exists throughout the pendency of the patent application. An applicant must be particularly careful in the 
oath of inventorship, the citation of prior art, and the use of evidence or affidavits to establish the date of invention, 
or to support patentability. Inequitable conduct may be based on an affirmative misrepresentation, misleading 
statement, or an omission of material fact.  In addition to disclosing all material information, the duty of candor may 
also require the inventor to describe the relevance of the prior art, particularly when the reference is in a foreign 
language or is cited in an extensive list of references.  There is no duty, however, to disclose information that might 
persuade the examiner to allow a claim, to disclose all pertinent information, or to conduct a search.

Courts have developed three different tests to determine materiality.  The first is the “objective but for” test. This test 
is met if the misrepresentation is so material that, but for the misrepresentation, the patent should not have been 
issued. The second test is the “subjective but for” test. Under this test, the misrepresentation must have caused 
the examiner to issue the patent when the examiner would otherwise not have done so. The third test is the “but 
it might have been” test.  This test is met if the misrepresentation might have influenced the examiner’s decision 
in determining patentability.  A fourth test that courts often use is the standard that the PTO used before 1992 to 
determine materiality under Rule 56.  Under this test, information is material if there is “a substantial likelihood 
that a reasonable examiner would consider the information important” in deciding whether to issue the patent. The 
courts have used all of these tests, depending on the circumstances of the particular case.

A breach of the duty of candor may constitute inequitable conduct. Inequitable conduct is established if two 
elements are met: (1) the applicant misrepresents or fails to disclose material information to the PTO; and (2) the 
misrepresentation or omission was made with the required intent.  The intent requirement is met if there is actual 
knowledge of falsity or an obligation to know of the false information. Simple negligence, such as an oversight or 
an erroneous judgment made in good faith, is not enough. Gross negligence, however, may be sufficient. Gross 
negligence exists if a reasonable person in the applicant’s position should have known of the materiality of the 
withheld information and failed to disclose it. Intent does not need to be proven by direct evidence; it can be inferred 
from the conduct of the applicant. 

Most courts hold that inequitable conduct must be pled with particularity, satisfying the requirements of Rule 9(b) 
of the Federal Rules of Civil Procedure.  Thus, all of the specifics of the misrepresentation or omission should be 
alleged, as is true of pleading fraud.
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Inequitable conduct must be proven by clear and convincing evidence. Proof of inequitable conduct renders the 
entire patent unenforceable, not just the claims to which the conduct related. The patent is unenforceable despite 
the fact that it is valid in that it meets the other requirements of patentability. A successful defense of inequitable 
conduct may also entitle the defendant to an award of attorneys’ fees. 35 U.S.C. ¤ 285.  Inequitable conduct may 
even affect related patents. If inequitable conduct has been found in connection with one patent, other patents 
covering the same invention or relying on the same affidavits may also be held unenforceable.

Inequitable conduct is a powerful defense. It should be considered in every patent infringement case, along with 
invalidity and other defenses.  The patent’s file history should be thoroughly reviewed to determine if there is a basis 
for asserting inequitable conduct.
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FESTO… FOR THE LAST TIME?
By Audrey A. Millemann

In a recent decision, the Federal Circuit Court of Appeals has clarified the applicability of the doctrine of equivalents. 
In Festo Corp. v. Shoketsu Kinzoku Kogyo Kabushiki Company, 344 F.3d 1359 (September 26, 2003) (“Festo IX”), the 
Federal Circuit addressed on remand the issues remaining after the Supreme Court’s decision in Festo Corp. v. 
Shoketsu Kinzoku Kogyo Kabushiki Company, 535 U.S. 722 (2002) (“Festo VIII”). 

In Festo VIII, the Supreme Court held that a narrowing amendment made for patentability reasons may result 
in prosecution history estoppel; that the doctrine of equivalents is not completely barred by prosecution history 
estoppel, but that prosecution history estoppel triggers a presumption that all subject matter between the original 
claimed element and the amended element was surrendered; and that the presumption of surrender could be 
overcome by showing that, at the time the amendment was made, a person skilled in the art could not reasonably 
have written a claim that would have literally included the equivalent.  The Supreme Court described three “criteria” 
which would support a finding that the presumption was rebutted: the equivalent would have been unforeseeable 
at the time the amendment was made; the rationale for making the amendment had no more than a tangential 
relation to the equivalent; or there was some other reason that the patent owner could not have described the 
equivalent.  Festo VIII at 740-741.

On remand, the questions to be resolved by the Federal Circuit were: (1) whether the rebuttal of the presumption 
of surrender, including the three criteria, is a question of law or fact and whether the jury should have a role in 
determining whether the presumption was rebutted; (2) what factors should be addressed in considering the three 
criteria; (3) whether the Festo case needed to be remanded to the district court for factual findings to determine 
whether the presumption was rebutted; and (4) if the Festo case did not need to be remanded, whether the patent 
owner had rebutted the presumption of surrender. Festo IX at 1365-66.  The Federal Circuit reviewed briefs from the 
parties and 15 amici curiae and heard oral argument from the parties.  

Question of Law or Fact 
The Federal Circuit held that the issue of whether the presumption of surrender was rebutted is a question of law 
for the court, not the jury.  Festo IX at 1367-8.  The court noted that the Supreme Court has previously held that 
the applicability of prosecution history estoppel is an equitable doctrine that is decided by the court.  Thus, the 
determination of whether the doctrine of equivalents applies should also be a question of law for the court.  

Rebuttal Factors 
The Federal Circuit held that the analysis of the factors to be considered in applying the Supreme Court’s three 
criteria and determining whether the patent owner had rebutted the presumption of surrender should be done on a 
case by case basis.  The court then stated that in analyzing the criteria in this case, it would set forth some general 
guidelines. Festo IX at 1368.

The first criterion is whether the equivalent would have been “unforseeable” at the time the amendment was 
made and “thus beyond a fair interpretation of what was surrendered.” Festo VIII at 738. The court stated that this 
was an objective question. As an example, the court said that if the equivalent is technology that was developed 
after the amendment or was not known in the field at the time of the amendment, then it may well have been 
unforeseeable, while if the equivalent is older technology or was known at the time of the amendment, it is probably 
not unforeseeable.  Festo IX at 1369. The court held that, in making this determination, a district court was entitled 
to take extrinsic evidence, including expert testimony on issues such as the state of the art and the knowledge of a 
person of ordinary skill in the art at the time of the amendment. Id.

The second criterion is whether the rationale behind the narrowing amendment was no more than “tangentially” 
related to the equivalent. The court gave an example of an amendment that was made to avoid prior art that included 
the equivalent and stated that such an amendment was clearly not tangential. Id. at 1369.  As to the evidence that a 
district court could consider, the court held that the reason for the amendment would have to be determined from 
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the patent’s prosecution history record. Id. To allow a patent owner to submit additional evidence on the reason for 
the amendment after the fact would be to subvert the public notice function of the prosecution history record. Id. 
The court held, however, that a district court may take evidence from a person skilled in the art on the meaning of 
the prosecution history record. Id.

The third criterion is whether there was another reason that the patent owner could not reasonably have described 
the equivalent at the time the amendment was made.  The Federal Circuit viewed this criterion as one that would 
have very limited use. Like the second criteria, the evidence for this criterion should be contained in the prosecution 
history record. Id. at 1370. 

The Festo Patent 
The court held that the plaintiff Festo could not show that either the second or third criteria applied (i.e. that its 
amendments were only tangentially related to the equivalents or that there was some other reason the equivalents 
could not have been described). As to the first criterion, whether the equivalents were unforeseeable at the time the 
amendments were made, the court remanded the case to the district court for further fact-finding.  

Is the Rule Clear Now? 
The effect of the Supreme Court’s decision in Festo VIII is still not completely clear and may not be clear until the 
Federal Circuit has had the opportunity to work out the glitches in different cases.  In the meantime, the district 
courts will likely struggle in determining infringement under the doctrine of equivalents.

The concurring opinion in Festo IX points out just how murky the situation has become: “[f]or a third (or perhaps a 
fourth) time, this court revisits some exceptions to an exception to an exception to the standard rule of infringement. 
These many pronouncements on such a fine point beg the question of why this court and the Supreme Court have 
repeatedly returned to such a detail.”  Festo IX at 1374. The new rules (or are they exceptions?) may well be so 
confusing as to be completely unworkable.  The Federal Circuit, having lost the first round in its attempt to eliminate 
the doctrine of equivalents, may yet succeed.
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SUMMER FUN!
By Audrey A. Millemann

Because it’s the middle of summer, I thought you all deserved a break from reading (and me from writing) “serious” 
intellectual property articles. So, I thought I would write about inventions that make summer fun.

Some of the these inventions were suggested by my colleagues at work and others I thought of myself. I then 
searched the Patent and Trademark Office’s website (an awkward and ineffective task at best) to see if there were 
any patents for the items. In no particular order, here are some of the fun things we use in the summer that we wish 
we had patented ourselves.

A baseball with a speedometer. Although I don’t know anyone who has one of these, I’ve seen this item in toy 
catalogs. It seems like it should be very popular; after all, what could be more American?  We love baseball (well, 
some of you do) and we love competition and this allows you to throw the ball and prove how fast you threw it. The 
patent I found is entitled “Baseball Having Inherent Speed-Measuring Capabilities” and was issued in 1988, so it has 
only one year left. The patent’s claims cover the baseball itself, which contains a computer chip, as well as a method 
of determining the speed the ball is thrown.

The spray misting system for cooling people walking underneath. I have seen these systems at the State Fair and 
also at a friend’s home on a trellis above the patio, and they are really effective. The patent I found, entitled “Water 
Mist Cooling System,” issued in 2003. Apparently, there are a lot of similar systems on the market, but most suffer 
from a number of problems, such as low water pressure due to reliance on tap water, and clogging due to small 
nozzle openings and high levels of dissolved solids in the water. The invention is basically a hose with a series of 
nozzles, but also has a pump and a regulator. The pump solves the low water pressure problem and the regulator 
flushes the system to reduce clogging.

Corn on the cob holders. This is an interesting invention - lots of us have them, but no one actually seems to use 
them. They come in all sorts of designs, from those having plain handles to those with decorative handles (little corn 
cobs, soccer balls, etc.). Most of the patents I found were design patents and all were entitled “Corn Cob Holder.” 
The designs varied in their handles (flat, cylindrical, or anatomically correct, curved inward) and in the number of 
prongs (one, two, or four). As cute as they are, however, most people seem to prefer to eat corn with their fingers.

The frisbee. The oldest patent I found was issued in 1967 and was called “Flying Saucer.” Since then there have been 
many patents covering improvements to what is now called a “flying disc.” There are two types: regular saucer-
shaped discs and ring-shaped ones.  The aerodynamics of the two types are completely different. I found one patent 
that described a “yo-yo returning disc” that uses a string and axle to utilize “yo-yo motion,” causing the disc to 
return to the user, like a boomerang. The advantage of this invention is that a person can play frisbee all alone. I am 
not sure why one would want to do this, but if you wanted to do so, this invention will make it much easier on you. 
Another patent described a disc that is used in a game called, “Disc Golf,” whatever that is.

The barbecue fork with thermometer. There were many design patents for this device, which allows you to stab the 
food item as it is being grilled and determine whether it is in fact done. As a vegetarian, I do not need to stab my 
grilled vegetables to see if they are cooked, but my meat-eating friends say that this fork is very useful. The patented 
designs vary in the location of the thermometer (an in-line thermometer in the handle of the fork or a round device 
sifting on top of the handle), and in the length of the fork portion. The forks with the longer fork portion would seem 
preferable as you can reach further over the grill without burning your arm.

The soccer shin guard. This invention was suggested by my seven-year-old son last week who was going off to play 
soccer and had just gotten new shin guards. The old ones were pretty simplistic, consisting of a single piece of stiff 
material, while the new ones had a separate foot portion that attached with velcro at the ankle to the shin portion. It 
seemed to work better. There are many different patents for shin guards, all trying to solve one problem: they must 
be flexible enough to fit a variety of shins and yet also be stiff enough to provide protection. Protection is critical, 
because the shin (tibia) is a very vulnerable bone - it is long, thin, triangular, and not covered by muscle or fat. One 
patent described a moisture-curable resin shin guard that can be molded to the user’s shin without heat, using only 
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water, to form a rigid, tight-fitting guard. This sounds very effective, but I have not seen it on the market.

The swim noodle. I think this is a brilliant invention. I own several, and wish I’d patented it. The noodle is a long, 
open-celled, foam tube that is used as a pool floatation toy, and comes in many colors. You can do just about 
anything with the noodle, depending on how many you use and how you arrange them. You can use them to float 
sitting up, lying down, or something in between. You can use them to do water exercises and to reach other pool toys 
floating in the pool. And, if you are my son and his friends, you can use them to whack each other or blow water at 
other people. I could not find a patent for the basic noodle, but I did find one for a noodle chair. I have an item similar 
to this, but I think it is more fun to use the noodle in its purest form, by itself.

I look forward to hearing your thoughts, so please email me with the summer inventions you wish you had patented 
or your comments on the ones I have mentioned.
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OF HAIRBRUSHES AND TOOTHBRUSHES
By Audrey A. Millemann

Clients and non-patent lawyers alike often think that getting a patent is a pretty straightforward process. In rare 
cases, that is true (but usually that means that the patent is too narrow); most of the time, it is not. 

Several requirements must be met to get a utility patent. Two key requirements are novelty and nonobviousness. 
35 U.S.C. ¤¤102 and 103.  The novelty requirement is met if the invention is new; it must be different from what 
is already known (the prior art).  The test is whether every element of the invention is present in a single prior art 
reference (e.g., publication, patent, etc.). In other words, the patent examiner must find a single prior art reference 
that contains every element of the invention in order to reject the claims on novelty grounds. If such a reference is 
found, then the invention is not novel. 

If the invention satisfies the novelty requirement, then it must meet the requirement of nonobviousness. 
Nonobviousness is met if the invention, as a whole, would have been nonobvious at the time it was made to a person 
with ordinary skill in the art. The patent examiner must analyze the scope of the analogous prior art, the differences 
between the invention and that prior art, the level of ordinary skill in the art, and certain other factors, such as a 
long-felt but unsatisfied need for the invention, attempts by others to solve the problem, the commercial success 
of the invention, copying of the invention by others, and unexpected results of the invention. The examiner is not 
limited to a single prior art reference as with the novelty test – any number of references may be combined to render 
an invention obvious. For obviousness to be found, every element of the invention must be present or suggested in 
the prior art, although not necessarily in one reference, and there must be a suggestion to combine those elements 
into one invention. In contrast to novelty, the determination of nonobviousness is extremely subjective, as a recent 
case decided by the Court of Appeals for the Federal Circuit shows.

In In re Bigio, 2004 WL 1878752 (Fed. Cir. August 24, 2004), the patent examiner rejected the patent application as 
obvious.  The examiner’s decision was affirmed by the Board of Patent Appeals and Interferences.  The applicant 
appealed to the Federal Circuit, who affirmed the rejection.

The invention was an anatomically correct hairbrush that had an hourglass shape. The examiner rejected the claims 
on obviousness grounds based on three patents for toothbrushes. On appeal, the applicant contended that the 
invention was a hairbrush for scalp hair and that the toothbrush patents were not within the scope of analogous 
prior art to be considered in determining nonobviousness. Put another way, the applicant argued that the art of 
toothbrushes is too remote from that of hairbrushes to be relevant.

The Federal Circuit disagreed. First, the court construed the claims. The term “hairbrush” was held to include 
brushes for human hair on the scalp, but also brushes for human facial hair and brushes for pet hair, despite the 
fact that the patent’s specification referred to a brush for “scalp hair.”

Second, the court determined the scope of the analogous prior art. The court explained that analogous art is either: 
(1) prior art in the same field of endeavor as the invention; or (2) prior art that deals with the same problem the 
inventor dealt with. The court relied on the first definition and held that the Board’s conclusion that the field of 
endeavor was hand-held brushes with a handle and a bristle segment was correct.  The court stated that this test 
was not “wholly subjective” and that patent examiners should use “common sense in deciding in which fields a 
person of ordinary skill would reasonably be expected to look for a solution to the problem facing the inventor.” 

One judge dissented and strongly disagreed, stating: “A brush for hair has no more relation to a brush for teeth 
than does hair resemble teeth.”  The dissent explained (with great common sense) the differences between the 
ways in which teeth and hair are brushed, and concluded that there is no reason that “a person seeking to design 
an improved hairbrush would deem the toothbrush art to be a source of usable technology, and thus analogous.”  
The dissent pointed out that the patent’s specification and claims clearly referred to a brush for scalp hair, but that 
the majority had ignored this fact.

So, despite the clear intent of the applicant and the common sense of one judge, the patent stands rejected. This 
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just goes to show that the process is never straightforward.
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ATTORNEYS AS INVENTORS?
By Dale C. Campbell

The emergence of business method patents as a means of protecting a business’s innovations is now flowing over 
into the legal field.  The concept that an attorney’s ideas, which have traditionally been viewed as work product, 
might be the subject of a patent is a novel concept.  Although novel, law firms have begun to seek patent protection 
for ideas that are new or non-obvious. 

Business method patents protect methods of conducting business as compared to more traditional patent protection 
that extends to tangible inventions, mechanical devices, or chemical processes. Business method patents, 
particularly those covering methods of conducting business electronically over the Internet, have recently drawn 
noticeable public attention due to several highly publicized disputes including the litigation over Amazon.com’s 
“one-click shopping method,” Priceline.com’s patent covering the “Name Your Own Price” method of purchasing 
travel-related services and Interactive Gift Express’s patent for a kiosk-like method of selling downloadable content. 
The concept that a business method, as compared to a traditional invention, could be patentable at all is a fairly 
recent notion. 

Are lawyers able to take advantage of this rising trend in business method patents? Yes. One firm is currently 
seeking a patent for a business method developed by one of its partners dealing with capital market financing of 
receivables in business-to-business transactions.

There is no reason why a business method developed by an attorney should be denied patent protection, assuming 
the business method is new and non-obvious and otherwise satisfies the statutory requirements for obtaining a 
patent.  Various practice areas, particularly those involving transactional aspects, involve a complex mixture of 
business rules as well as legal concepts.  In the proper context, this combination may give rise to innovations that 
deserve patent protection.  Thus, issuance of a business method patent for new and useful methods of conducting 
business in the legal arena would give the inventive attorney the same protections, competitive advantages, limited 
monopoly and potential for supplemental income as other professions. On the other hand, it is unlikely that practice 
areas such as litigation would give rise to any new or non-obvious innovations.  With litigation being primarily 
a precedent-based practice, is unlikely that litigation attorneys could take advantage of business method patent 
protection for their litigation-based activities.

Moreover, lawyers do have ethical considerations that other individuals do not share.  Attorneys must be mindful of 
their ethical obligations to clients and the possibility of conflicts of interest.  For example, the inventive attorney must 
assure that a law-related business method was developed independent of any client representation.  If the attorney’s 
innovations were, in fact, developed on behalf of, or in conjunction with a client, the client would presumably be the 
holder of any patent rights and the lawyer would be in a potential conflict of interest if the law firm sought a patent 
contrary to the client’s interest. 

Lawyers also have to consider the practical, competitive issues that may arise if they seek to obtain business method 
patents for practice-related inventions.  Innovative business processes may be viewed as an effective marketing tool 
and lawyers may use them as a means of generating income through licensing rights. In doing so, however, a lawyer 
might be viewed as being in direct competition with existing or prospective clients, which could adversely impact the 
provision of traditional legal services. It is foreseeable that a lawyer would be placed in a further ethical dilemma 
if he or she discovers, during representation of a client, that the client’s business methods actually or potentially 
infringe the lawyer’s business method patent. New clients may be wary of retaining a business method patent 
holder to act as counsel, being concerned that the attorney, could, in fact, be a competitor. These possibilities could 
require an attorney’s upfront disclosure and the client’s knowing consent prior to representation.

Whether or not business method patents will become an important income source for innovative counsel, or 
whether it is an interesting novelty, remains to be seen. What is certain is that computer technology and electronic 
commerce via the Internet have become increasingly more prevalent as a form of consumer transactions and 
information access. Consequently, business method patent protection has become exponentially more valuable, 
and more controversial, as innovators seek to maximize the value of their business-related intellectual property.

http://www.weintraub.com
http://www.weintraub.com


122weintraub genshlea chediak sproul  |  articles from The Daily Recorder

table of contents
: weintraub.com

DO STATES HAVE A GREEN LIGHT TO INFRINGE PATENTS? 
By Dale C. Campbell

Your client comes to you with what seems to be a straight-forward legal problem.  Your client owns a patented 
method for financing the cost of college education. The client has learned that the State of Florida has, in effect, 
copied that method and is using it for its own state-run college savings plan and has further misrepresented its 
product through false advertising. You advise your client that he has a good case against the State of Florida for 
patent infringement and for false advertising under the Lanham Act. You further advise your client that he should 
file a lawsuit immediately in federal court because the federal court has exclusive jurisdiction under the Patent 
Remedy Act.  Will your client find justice? Not in federal court.

The Eleventh Amendment of the United States Constitution states: 
“The Judicial power of the United States shall not be construed to extend to any suit in law or equity, commenced or 
prosecuted against one of the United States by Citizens of another State, or by Citizens or Subjects of any Foreign 
States.”

The Eleventh Amendment limits the subject matter jurisdiction of the federal courts and applies to suits arising 
under either federal or state law, and to those brought in diversity.  (Seminole Tribe of Florida v. Florida (1986) 517 
U.S. 44.) However, Eleventh Amendment immunity is not absolute. Congress may authorize a suit against a state 
in the exercise of its power under the Due Process Clause of the Fourteenth Amendment; or the court may find 
an express waiver under limited circumstances; or a state may expressly consent to federal jurisdiction. Both the 
Patent Remedy Act and the Trademark Remedy Clarification Act contain provisions in which Congress expressly 
provide that those acts may be enforced against the states. Thus, you are certain that you will be able to stop the 
State of Florida from continuing to violate your client’s rights.

The application of the Eleventh Amendment in the fields of patent infringement and false advertising were decided 
by the companion cases of College Savings Bank v. Florida Prepaid Postsecondary Education Expense Board (1999) 
527 U.S. 666 (“College Savings”) and Florida Prepaid Postsecondary Education Expense Board v. College Savings 
Bank (1999) 527 U.S. 627 (“Florida Prepaid”). The combined holdings of these cases lead to the conclusion that 
your client will find no solace in the federal courts for either the Lanham Act violations or the patent infringement 
claims.

Congress may abrogate Eleventh Amendment immunity but must make its purpose “unmistakably clear in the 
language of the statute itself.” (Atascadero State Hospital v. Scanlin, 473 U.S. 234, 242 (1985).) However, Congress 
may not abrogate Eleventh Amendment immunity pursuant to its powers under Article I of the Constitution, the 
Commerce Clause, but must do so only under the Due Process Clause of the Fourteenth Amendment, an Amendment 
enacted after the Eleventh Amendment, and specifically designed to alter the federal-state balance.  In College 
Savings Bank, the Supreme Court held that the Trademark Remedy Clarification Act (TRCA) could not abrogate 
Florida’s Eleventh Amendment immunity under the Lanham Act because false and misleading advertising does not 
implicate a property interest protected by the Fourteenth Amendment. (College Savings at p. 673.) The hallmark of 
a protected property interest is the right to exclude others, but the Lanham Act’s false advertising provision bears 
no relationship to the right to exclude.

In the companion case of Florida Prepaid, the Supreme Court found that the Patent Remedy Act of 1992 also did 
not validly abrogate the immunity of the states. Unlike a suit for false advertising, a patent infringement action does 
implicate a property interest protected by the Fourteenth Amendment. However, the Supreme Court found that 
Congress failed to make sufficient factual findings to justify abrogation. In order for Congress to invoke the Due 
Process Clause of the Fourteenth Amendment to abrogate Eleventh Amendment immunity, Congress “must identify 
conduct transgressing the Fourteenth Amendment’s substantive provisions, and must tailor its legislative scheme 
to remedying or preventing such conduct.” (Florida Prepaid at p. 639.) Since Congress made no finding of a pattern 
of patent infringement by the states, the provision of the Patent Remedy Act that expressly stated it was applicable 
to the states was rejected. 
College Savings Bank and Florida Prepaid also considered whether there had been a waiver of Eleventh Amendment 
immunity under either statute. The Court recognized that Congress cannot compel a constructive waiver of Eleventh 
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Amendment immunity merely because a state engages in otherwise lawful activity.  Instead the state must receive 
a “gift or gratuity” from the federal government or receive a “federal beneficence” that Congress may rightfully 
withhold before Congress can compel a waiver of immunity in exchange for the federal beneficence. (College 
Savings at pp. 687, 696.) Specifically, the Court in College Savings Bank held that a constructive “waiver” cannot be 
found simply because a state engages in ordinary interstate commerce. (College Savings Bank, 119 S.Ct. 226, 228, 
overruling Parden v. Terminal Railroad Company of the Alabama Docks Department 377 U.S. 184 (1964).)

The decision in Florida Prepaid similarly found that the State had not constructively waived its Eleventh Amendment 
immunity under the Patent Remedy Act simply by engaging in interstate commerce. However, if a state applies for 
and obtains a patent in its own right, a contrary result should apply. The act of obtaining a patent should be sufficient 
to constitute a waiver of Eleventh Amendment immunity sufficient to allow an individual to sue in federal court to 
challenge the patent. Patents provide the holder with valuable property rights to the exclusion of all others. A state, 
in obtaining those valuable property rights, should be deemed to have waived its Eleventh Amendment immunity as 
to those rights.

A state may also expressly waive its sovereign immunity protections by contract or by seeking relief in federal court. 
Express waivers of sovereign immunity are strictly construed and the court will find a “waiver” only if stated by the 
most expressed language or by such overwhelming implications from the text as will leave no room for any other 
reasonable interpretation. The express waivers must state “not merely whether it may be sued but where it may be 
sued.” (Pennhurst State School and Hospital v. Halderman (1984) 465 U.S. 89, 99.) And finally, the court may also 
find an express waiver when the state voluntarily invokes federal jurisdiction by seeking relief in the federal courts 
thereby waiving Eleventh Amendment immunity only with respect to compulsory cross-claims, not all potential 
cross-claims.  (U.S. Department of Fish & Game v. Montrose Chemical Corp. (C.D. Cal. 1992) 788 F.Supp. 1485, 
1493.)

 Absent consent or an express waiver, the companion cases of College Savings Bank and Florida Prepaid provide a 
substantial competitive edge to a state engaged in ordinary commerce by preserving its immunity from being sued 
in a federal court. This advantage is magnified by the fact that federal courts have exclusive federal jurisdiction over 
patent disputes (28 U.S.C. ¤1331, 1338(a), 2201 and 2202) effectively preventing an aggrieved party from obtaining 
the relief available only in federal court. 
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THE PRACTICAL IMPLICATIONS OF FESTO
By Pamela Winston Bertani

The first article in this series discussed the U.S. Supreme Court’s landmark Festo decision, which vacated the en 
banc Federal Circuit’s absolute bar approach to applying the doctrine of equivalents in establishing infringement 
against knock-off, or otherwise similar, products.  Festo v. Shoketsu, 122 S.Ct. 1831 (May 28, 2002). Under the 
Federal Circuit’s absolute bar approach, patent owners who narrowed patent claims during the patent prosecution 
process were absolutely barred from later using the doctrine of equivalents to prove infringement of those claims 
by significantly similar products.  In a stroke of good fortune for patent owners, the Supreme Court replaced this 
absolute bar approach with a more flexible rebuttable presumption of surrender, under which a patent owner bears 
the burden of showing that a particular narrowing amendment did not surrender a specific equivalent (i.e., similar 
product) in question. This article will examine three tests the Supreme Court announced in Festo that patent owners 
must now use to overcome the newly adopted rebuttable presumption of surrender.

In rejecting the Federal Circuit’s absolute bar approach to the doctrine of equivalents, which would have significantly 
impaired a patent owner’s ability to protect against patent pirates and other would-be infringers, the Supreme 
Court reasoned that “[b]y amending the application, the inventor is deemed to concede that the patent does not 
extend as far as the original claim. It does not follow, however, that the amended claim becomes so perfect in 
its description that no one could devise an equivalent.” According to the Court, the patentee, as author of the 
claim language, is logically and reasonably expected to draft claims encompassing readily known equivalents of the 
patented invention. Thus, the patentee’s decision to narrow his claims through amendment during the application 
process may be presumed to be a general disclaimer of the territory between the original claim and the amended 
claim. Nonetheless, the Court recognized that circumstances may exist in which a narrowing amendment cannot be 
reasonably viewed as surrendering a particular equivalent. Under these circumstances, a patentee can successfully 
rebut the presumption of surrender and ultimately assert the doctrine of equivalents to protect against patent 
infringement. 

Without citation to any authority or other guidance on evaluation criteria, the Court set out three scenarios, or 
tests, by which a patentee can successfully rebut the presumption of surrender. According to the Court, despite a 
narrowing amendment during the patent application process, a patentee may rebut the presumption of surrender 
when:

The equivalent was unforeseeable at the time the application was being prosecuted: 
The rationale underlying the amendment was only tangentially related to the equivalent in question; or Some other 
reason exists suggesting that the patentee could not reasonably be expected to have described the insubstantial 
substitute in question. 

Consequently, a patentee must show that at the time of the amendment, one skilled in the art could not reasonably 
be expected to have drafted a claim that would have literally encompassed the alleged equivalent. Under such 
circumstances, a patentee can overcome the presumption that prosecution history estoppel bars a finding of 
equivalence under the doctrine of equivalents. 

The Festo rebuttable presumption of surrender is not, then, just a complete bar by another name. Rather, as the 
Court pointed out, it reflects the fact that interpretation of a patent must begin with its literal claims, and the 
prosecution history is relevant to construing those claims. Thus, from this point forward, when a patentee chooses to 
narrow a claim, courts may presume the amended text was composed in awareness of the rebuttable presumption 
rule and that the territory surrendered in narrowing the claim is not an equivalent of the territory claimed. However, 
in such instances, a patentee may still rebut the presumption of surrender by satisfying at least one of the newly 
announced tests.

The Supreme Court’s Festo opinion is a big win for patent owners. As many commentators have noted, had the Court 
opted to adopt the Federal Circuit’s absolute bar approach, patents would be significantly less valuable. Limiting 
the scope of patent protection to a patent’s literal terms, which essentially would have been the result under the 
Federal Circuit’s reasoning, would have allowed patent infringers to tweak insubstantial elements in a patent claim 
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and get away with selling knock-off products. Simple acts of copying could have gone unchecked and unpunished as 
patent owners would have been largely precluding from successfully establishing infringement under the doctrine 
of equivalents. However, many patent practitioners nonetheless believe that rebutting the presumption of surrender 
will be a formidable task, at least initially, because the Supreme Court announced the three tests for overcoming 
the presumption without providing a specific factual framework or other precedent to rely on.  Festo (on remand) 
and its progeny will undoubtedly shape the future of patent infringement cases and corresponding application of the 
doctrine of equivalents. This case eagerly awaits interpretation. 
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FEDERAL CIRCUIT FINDS THAT PRIOR ART MAY ANTICIPATE CLAIMED ELEMENT WITHOUT EXPRESS 
DISCLOSURE IN THE PRIOR ART REFERENCE  
By Pamela Winston Bertani 

In a case that the Federal Circuit stated may very well be one of first impression, the Court found that a prior art 
reference that does not expressly disclose a claimed element may nonetheless anticipate, and therefore invalidate, 
the corresponding patent claim.  Schering Corporation v. Geneva Pharmaceuticals, Inc., 399 F.3d 1373 (August 1, 
2003).

In order for a patent claim to be deemed valid, that claim must identify a product or process that is new, useful, non-
obvious and considered patentable subject matter.  A product or process is not new, and is deemed anticipated, if all 
material elements of the claim are found in a single prior art reference. Thus, a patent is invalid for anticipation if 
one prior art reference discloses each and every limitation of the claimed invention. In addition, a prior art reference 
may anticipate without disclosing a feature of the claimed invention if that missing characteristic is necessarily 
present, or inherent in the single anticipation reference. What’s interesting about the holding in Schering is that 
the prior art reference that invalidated Schering’s patent did not even describe the structure that it was cited for 
anticipating. In other words, the invalidating prior art reference did not contain the structure that it anticipated. 
Schering Corporation v. Geneva Pharmaceuticals, Inc., 399 F.3d 1373 (August 1, 2003).

The case involved two of Schering’s patents - one of which was found to have anticipated the other. Schering’s U.S. 
Patent No. 4,282,233 (the ‘233 patent), which covers the antihistamine loratadine, the active component Schering’s 
well-known Claritin

¨

 product. Loratadine does not case drowsiness, as did conventional antihistamines available 
when Claritin

¨ 
was launched. Schering also owns the more recent U.S. Patent No. 4,659,716 (the ‘716 patent), which 

covers a metabolite called descarboethoxyloratadine (“DCL”), which is formed by the body upon ingesting Claritin
¨

. 
DCL is also a non-drowsy antihistamine.

Once the ‘233 patent expired, the numerous defendants/appellees set out to make and sell generic versions of 
loratadine. In their corresponding applications filed with the Food and Drug Administration (“FDA”), these entities 
asserted that Schering’s ‘716 patent was invalid as anticipated by the expired ‘233 patent. Shortly thereafter Schering 
found out about the FDA applications to make generic loratadine and filed suit for infringement.

The district court found that the ‘233 patent did not expressly disclose the metabolite DCL but nonetheless found that 
the metabolite was necessarily formed by carrying out the process disclosed in the ‘233 patent, and consequently 
that the ‘233 patent anticipated the ‘716 patent. The court therefore granted defendants’ summary judgment motion 
and Schering appealed. The Federal Circuit affirmed. According to the Court: This court recognizes that this may 
be a case of first impression, because the prior art supplies no express description of any part of the claimed 
subject matter.  The prior art ‘233 patent does not disclose any compound that is identifiable as DCL. In this court’s 
prior inherency cases, a single prior art reference generally contained an incomplete description of the anticipatory 
subject matter, i.e., a partial description missing certain aspects. Inherency supplied the missing aspect of the 
description. Upon proof that the missing description is inherent in the prior art, that single prior art reference 
placed the claimed subject matter in the public domain. This case does not present the issue of a missing feature of 
the claimed invention. Rather, the new structure in this case, DCL, is not described by the prior ‘233 patent.

Thus, this case asked the Court to find anticipation when the entire structure of the claimed subject matter is 
inherent in the prior art.

According to the Court, patent law nonetheless establishes that a prior art reference that expressly or inherently 
contains each and every limitation of the claimed subject matter anticipates and invalidates. An anticipatory 
reference need only enable subject matter that falls within the scope of the claims at issue, nothing more. To qualify 
as an enabled reference, it is not necessary that the ‘233 patent describe how to make DCL in its isolated form.  
The Court found that to be anticipatory, the ‘233 patent need only describe how to make DCL in any form. The ‘233 
patent discloses administering loratadine to a patient. The inherent result of administering loratadine to a patient 
is the formation of DCL as a metabolite.  The ‘233 patent thus provided an enabling disclosure for making the DCL 
covered in the ‘716 patent.
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Thus, it is important for practitioners to realize that patent claims may be invalidated by inherent anticipation of 
a prior art reference, regardless of the extent to which that reference literally describes features of the claimed 
invention. This fact must be taken into consideration in drafting patent claims that will withstand scrutiny under the 
principal of inherent anticipation.
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The Federal Circuit Strictly Enforces Bayh-Dole Act Disclosure Requirements: Noncompliance Could Result In 
Forfeiting Patent Rights
By Pamela Winston Bertani

 It is a well known fact that federal funding recipients have been notoriously non-compliant with Bayh-Dole Act 
disclosure requirements, and federal agencies have been lax in enforcing those requirements. But, the Federal 
Circuit’s recent Campbell Plastics opinion should serve as a serious wake-up call for federal fund recipients that 
do not believe in the prospect of losing – completely – title to valuable patent rights. Universities, small businesses 
and other entitles receiving federal funding to conduct research, which results in patentable inventions, could very 
well forfeit valuable patent rights in those inventions if they fail to comply strictly with Bayh-Dole Act disclosure 
requirements. The Federal Circuit’s Campbell Plastics case makes clear that noncompliance could result in patent 
rights being stripped away under these circumstances, even if reporting noncompliance did not harm the funding 
agency. Campbell Plastics Engineering & Mfg., Inc. v. Brownlee (Nov. 10, 2004) 389 F.3d 1243.

 Congress enacted the Bayh-Dole Act approximately 25 years ago to encourage United States innovation by giving 
inventors an incentive to create valuable technology using federal funding. (35 U.S.C. ¤¤ 200-212.) Under Bayh-Dole, 
persons or entities receiving federal funding are allowed to apply for patents rights to corresponding inventions, so 
long as those persons or entities comply with specific disclosure requirements spelled out in the Act at 35 U.S.C. 
202 and corresponding Federal Acquisition Regulations (“FARs”). Pursuant to the Bayh-Dole Act, each government 
contract entered into under the Act must contain provisions that require the contractor to disclose each discovered 
invention to the federal agency providing funding within a reasonable time after the invention is discovered, and 
– importantly – the federal government may receive title to any such invention not disclosed within a reasonable 
time. The Act not only provides nonprofit organizations and small businesses the right to elect title to an invention 
created with federal funding, but also gives the government the right to a royalty-free license to the invention when 
the contractor elects to retain title.

 FAR 52.227-11 derives from the Bayh-Dole Act statutory scheme and provides, inter alia, the detailed timeline for 
invention disclosures, and the format in which those disclosures are to be made to funding agencies. For instance, 
FAR 52.227-11(c) requires disclosure of each subject invention within two months after the invention is disclosed to 
the contractor’s patent personnel, and that each disclosure be made via detailed written reports. FAR 52.227-11(d)(1) 
expressly states that upon government request, a contractor will convey patent title to the federal government when 
that contractor fails to disclose the subject invention within the timeframe and format requirements specified in 
FAR 52.227-11(c).

Campbell Plastics profiled what has become a prototypical federal funds recipient that carelessly disregarded its 
Bayh-Dole reporting requirements – but this time lived to regret it. In 1992, Campbell Plastics entered into a contract 
with the United States Army to develop certain components of an aircrews protective mask. The government contract 
incorporated the FAR 52.227-11 reporting requirements. Between 1992 and 1997 Campbell Plastics submitted to 
the Army a series of piecemeal disclosures, which neither substantively nor procedurally complied with the Bayh-
Dole/FAR reporting requirements. The reports were not submitted in the proper format, and did not disclose the 
very invention, developed with federal funds, to which Campbell Plastics ultimately obtained patent title. Rather, the 
Army became aware of the invention only after the Patent and Trademark Office forwarded the patent application to 
the Army for a statutory security determination. The patent application issued on April 20, 1999, expressly reserving 
for the Army a royalty-free license, and a week later Campbell Plastics notified the Army in writing of the issued 
patent.

 The Army demanded title to the invention for Campbell Plastics’ failure to comply with its Bayh-Dole reporting 
requirements, and the Federal Circuit affirmed an administrative decision awarding the Army title. The Federal 
Circuit likened its analysis to a breach of contact claim, and found that the plain meaning of the FARs was clear, 
unambiguous, and breached by Campbell Plastics’ noncompliance. The Court also found that the plain-meaning 
interpretation of the contract was buttressed by policy considerations behind the Bayh-Dole Act. According to the 
Court:
 [W]hile Congress clearly intended to promote the commercialization and public availability of inventions made in 
the United States by United States industry and labor, and to encourage maximum participation of small business 
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firms in federally supported research and development efforts, it also provided the government with certain 
aforementioned rights to the inventions and sought to ensure the safeguard of those rights by requiring government 
contractors to disclose subject inventions. 

Sound policy is promoted by the rule of strict compliance with the method of disclosure demanded by the contract.

The Court concluded that Campbell Plastics’ piecemeal disclosures did not adequately disclose the subject invention 
under the parties’ contract, which entitled the Army to invoke forfeiture proceedings and obtain title to the patent. 
Importantly, the Court also found that the Army was not required to show harm from Campbell Plastics’ reporting 
noncompliance in order to obtain patent title. According to the Court, FAR 52/227-11(d) vests discretion in the 
government in determining whether to invoke forfeiture when an invention has not been correctly disclosed to it, 
and harm is not a requirement for the government to obtain title under these circumstances.

This case is important because it signals a new – stricter – approach to enforcing Bayh-Dole Act disclosure 
requirements, and conceivably all other requirements set forth in government contracts. Apparently gone are the 
days of careless disregard for compliance with these requirements. The Federal Circuit’s tone in Campbell Plastics 
is sharp and succinct – its rulings clear and to the point – comply or lose your patent rights. Thus, a word to the wise 
– take your Bayh-Dole Act reporting requirements (and all funding contract provisions) seriously and comply in a 
timely manner – otherwise risk irrevocably losing title to corresponding patents.
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RECENT FEDERAL CIRCUIT OPINION SIGNALS NARROWER PATENT PROTECTION FOR BIOTECHNOLOGY 
PATENTS 
By Pamela Winston Bertani 

The Court of Appeals for the Federal Circuit’s February 2003 decision in Plant Genetic v. Dekalb Genetics analyzed 
the enablement requirement for obtaining patent protection, and marks what some believe to be a trend toward 
narrower patent protection for biotechnology inventions. Plant Genetics Systems N.V. v. Dekalb Genetics Corp, 315 
F.3d 1335 (Fed. Cir. 2003).

In order to receive patent protection for an invention the law requires that the invention description “enable” the 
disclosed invention.  In other words, the information disclosed in the patent application must be sufficient for 
an ordinary person skilled in the area technology to make an use the full scope of the invention without undue 
experimentation.

This requirement goes to heart of the fundamental tension between encouraging innovation by rewarding inventors 
with patents and ensuring public access to, what in some cases, is ground-breaking technology.  By requiring that 
patent applications fully enable the disclosed invention, the patent laws ensure that when a patent expires, the 
public is able to practice and use the invention by simply implementing the invention as disclosed in the patent 
application.  In a real sense, the patent application serves as a blueprint for reproducing and using the disclosed 
invention.

The invention at issue in Plant Genetic v. DeKalb Genetics involved plant cells, plants and plant seeds genetically 
engineered to create herbicide-resistant plants (i.e. transgenic plants), which can grow in the presence of 
herbicides that kill unwanted weeds and other contaminants.  A key issue in the case was the scope of Plant 
Genetic’s patent claims for its herbicide-resistant transgenic plants.  In Plant Genetic’s U.S. Patent No. 5,561,236 
patent (“the ‘236 patent”) all working examples of the invention are for a form of flowering plant called dicotyledons 
(“dicots”) , which initially produce two flowers and include plants such as tomatoes, potatoes and tobacco.  However, 
defendant DeKalb’s allegedly infringing products were produced from a transgenic form of flowering plant called 
monocotyledons, which initially produce one flower and include plants such as corn – the basis of DeKalb’s product 
line at issue.

Plant Genetic sued DeKalb for patent infringement on the same day the ‘236 patent issued, arguing that DeKalb’s 
monocot transgenic corn products infringe its patent, despite the fact that the patent only disclosed examples of 
transgenic dicot plants and seeds.  Among other things, Plant Genetic argued that its ‘236 patent is a pioneer patent 
disclosing significant break-through technology and is thereby entitled to a broad scope of coverage and lower standard 
of enablement. The Federal Circuit disagreed and announced what amounts to a new “reasonable foreseeability” 
factor courts will consider in determining whether a disclosed invention is sufficiently enabled. According the Court, 
if it is foreseeable at the time of filing a patent application that an improvement (i.e., transforming monocots as well 
as dicots into herbicide-resistant plants) can be made to the disclosed invention, and sufficient motivation exists in 
the market or area of technology to make that improvement, a patent applicant’s failure to disclose the anticipated 
development may result in courts finding that the improvement is not encompassed (enabled) in the application. In 
other words, if the patent application does not enable an improvement that was reasonably foreseeable at the time 
of filing the application, then courts will be less likely to find that the invention encompasses an allegedly infringing 
improvement.  Thus, Plant Genetic’s failure to disclose transgenic monocot seeds and plants in its ‘236 patent left 
DeKalb’s monocot transgenic corn products outside the scope of the ‘236 patent.  Consequently, the Court found 
that DeKalb’s product did not infringe the ‘236 patent.

In light of the Federal Circuit’s Plant Genetic decision, receiving broad patent protection for biotechnology inventions 
is less likely. The reasonable foreseeability standard set forth by the Federal Circuit only adds to the already 
formidable hurdles faced by biotechnology patent applicants, particularly with respect to heightened enablement 
standards associated with biotechnology inventions and their perceived unpredictability as to future improvements. 
Future opinions will establish whether the reasonable foreseeability enablement standard will strike and effective 
and fair balance between encouraging innovation and ensuring effective public access to fully enabled patented 
technology.
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CONGRESSIONAL LEGISLATION ON GENETIC INFORMATION
By Pamela Winston Bertani

During the 107
th

 Congress, United States House of Representative Lynn Rivers (D-Mich.) introduced two pieces 
of legislation relating to the use and accessibility of patented genetic information. H.R. 3966 proposed that the 
Office of Science and Technology Policy, in conjunction with the National Academy of Sciences, conduct a study to 
evaluate the impact of federal policies on genetic technology innovation. Ms. Rivers and many commentators in 
the field agree that genetic science promises a revolution in the development of new and effective pharmaceutical, 
diagnostic, therapeutic and other technologies, and it is in the national interest to speed the development and 
deployment of these new technologies through policies that promote innovation in the field of genetic science and 
technology.  However, some believe that intellectual property policies for genetic science and technology products 
are being implemented without an adequate understanding and consideration of the net impact of such policies on 
the innovation process. According to the Bill, the Office of Science and Technology Policy is uniquely positioned to 
lead the development of a coordinated, interagency policy to promote innovation in genetic science and technology. 
The legislation proposes a definitive study to identify the impacts of Federal innovation policy on the innovation 
pipeline for genetic technology and includes recommendations for policies and statutory changes needed to optimize 
the genetic technology innovation pipeline. This study is designed to strengthen and streamline the development 
of genetic policy, and would focus primarily on assessing the net impact of Federal innovation policies on genetic 
technology innovation; and considering alternative levels of protection for genetic materials and the corresponding 
innovative and economic impact.

H.R. 3367 proposed adopting specific exemptions (i.e., selective immunity) from patent infringement for patents 
covering genetic technology. This Bill would amend Section 271 of United States Code Title 35 by requiring that 
it shall not constitute an act of infringement for any individual or entity to use any genetic sequence patent for 
research purposes. This provision would not apply to individuals or entities directly engaged in the commercial 
manufacture, sale or offer for sale of a drug, medical device, process or other product using such patented technology. 
According to proponents of this legislation, such immunity would simply extend similar protections that are already 
in place. For instance, in 1996 Congress passed the Physician’s Immunity Act (35 U.S.C. 287(c), which prevents 
patent infringement suits against health care providers who use patented medical procedures without the patent 
owner’s consent. The Physician’s Immunity Act addressed physicians’ concerns that they could be sued for patent 
infringement as a result of conducting emergency medical procedures, employing patented technology, without 
obtaining the patent owner’s authorization. H.R. 3367 advocates argue that the pending legislation could simply 
extend application of the Physician’s Immunity Act to encompass clinical laboratories and diagnostic services. Thus, 
laboratory and diagnostic technicians and facilities would be immune from infringement liability for using patented 
genetic inventions in the course of conducting research, and related activities. Proponents argue further that such 
immunity from patent infringement would stimulate competition; increase the number of biotechnology businesses 
in the market; and thereby increase the likelihood that genetically-based medicines and medical services are 
available at reasonable consumer costs.

The opponents of H.R. 3967 argue that narrowing patent protection by carving out selective immunity from 
infringement would impede innovation by discouraging companies from investing the tremendous amount of 
money and expertise needed to bring new medicines, therapies and diagnostic testing methods to market. H.R. 
3967 opponents argue further that the people who need access to this emerging and highly promising technology 
will lose out because private sector companies will not develop such technology without the promise of future 
financial recoupment of investment costs. Accordingly, opponents contend that the only feasible way to promote 
innovation is to guarantee companies which invest research dollars and resources up front: an adequate period 
of exclusive rights to their inventions, and solid protection of their products to recover research, development, 
regulatory, manufacturing and related costs. Moreover, opponents argue that comparing the Physician’s Immunity 
Act with H.R. 3367 is like comparing apples and oranges. The justification for selective patent infringement immunity 
for medical personnel – providing a shield against infringement for performance of patented emergency medical 
procedures – does not exist in the case of clinical laboratories or diagnostic testing facilities because these testing 
environments do not involve emergency or immediate testing conditions, which are central to patent infringement 
immunity under the Physician’s Immunity Act. 
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These Bills were introduced to the House Subcommittee on Courts, the Internet and Intellectual Property during the 
107

th

 Congress and, to date, remain with that Subcommittee. As both sides of the debate over genetic information 
continue to weigh in, we will keep a close watch on the progress of these and related bills through Congress.
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EVERGREENING PATENTS
By Pamela Winston Bertani 

Pharmaceutical companies and drug manufacturers are increasingly under fire for allegedly attempting to extend 
continuously – or evergreen – patent protection for brand name pharmaceuticals beyond patent term expiration. 
Most typically, patent evergreening is alleged when brand-name manufacturers block generic drug manufacturers 
from entering the market with less expensive products by filing allegedly bogus patent infringement suits.

Currently, brand-name companies list the patents on their drugs in an FDA compendium known as the “Orange 
Book.” When a generic company applies for FDA approval to make a drug, the company must go through the Orange 
Book listing of all patents issued on that drug and explain why each patent should not apply to the generic version 
the company wants to make. If the generic company seeks to enter the market before one of the patents expires, 
it must certify that the patent is invalid, or that the generic version of the drug will not infringe the patent. But, 
once a generic company claims that a patent is invalid or that its drug will not infringe, the brand-name company 
(patent owner) has 45 days to sue the generic company. Regardless of the merits of such a suit, if a brand-name 
company files suit against a generic manufacturer, the FDA is prohibited from approving a corresponding generic 
drug application for 30 months (or until the litigation resolves – whichever occurs first). Thus, each patent a brand-
name company lists on the Orange Book, which potentially covers a proposed generic drug, can trigger litigation 
that may delay competition by a generic manufacturer for at least 30 months. According to some commentators, 
brand-name manufacturers often list specious patents on the FDA Orange Book, which are staggered in order to 
“evergreen” – or continuously extend – a drug’s patent protection period by blocking legitimate competitors from 
market entry – leaving only the patented drug available to consumers.
 
Leading the charge against evergreening is a coalition called Prescription Access Litigation (“PAL”), which was 
created in 2001. PAL’s stated primary goal is to make prescription drugs more affordable by undertaking class action 
litigation against brand-name pharmaceutical companies engaging in anticompetitive activities. Most recently, PAL 
filed a lawsuit in Los Angeles County Superior Court against AstraZeneca, manufacturer of the popular heartburn 
drug Prilosec and its companion Nexium. The October 18, 2004 complaint essentially alleges that AstraZeneca 
unfairly evergreened its Prilosec patent by surreptitiously switching customers to its Nexium product right before 
the Prilosec patent expired. According to the complaint, AstraZeneca’s Prilosec patent was set to expire in 2001, 
and AstraZeneca anticipated that it would face stiff competition from generic manufacturers. The loss of patent 
protection and the introduction of inexpensive but equally effective generic competitors into the market would likely 
have resulted in substantial revenue losses for AstraZeneca. With this looming loss of patent protection and potential 
erosion of its number one drug (Prilosec earned $5.9 billion in sales for 2000 comprising 39% of AstraZeneca’s 
revenue), the complaint alleges that AstraZeneca set out to avoid a likely patent expiration disaster by unlawfully 
and unfairly switching customers from Prilosec to Nexium before the Prilosec patent expired. According to PAL, 
AstraZeneca began an intense and expansive advertising campaign to transfer customer brand loyalty from Prilosec 
to Nexium based, in large part, on factually incorrect information. PAL contends that Nexium quickly became the 
most heavily advertised drug in the United States, and the Nexium advertisements -“Today’s purple pill is Nexium, 
from the makers of Prilosec” – blanked the media. In conjunction with this massive media focus, the complaint 
alleges that AstraZeneca unlawfully extended its hold on the market by: filing baseless patent infringement suits 
against prospective generic competitors; conducting misleading studies to support claims that Nexium offered 
medicinal benefits over Prilosec when, in fact, Nexium does not; engaging in unfair and deceptive marketing and 
promotional tactics to push Nexium, including, inter alia, providing inaccurate and incomplete information to doctors 
and consumers concerning the benefits of Nexium; and engaging in improper pricing practices to induce customers 
to switch from Prilosec to Nexium.

These allegations will definitely not go unanswered, and AstraZeneca’s response to the complaint will be the subject 
of further commentary. PAL promises to continue waging war against major pharmaceutical companies, and 
currently has lawsuits filed against manufacturers for the brand-name drugs Augmentin, Cipro, Claritin, Imodium, 
Lupron and Relafen – to name a few. Information regarding PAL’s current list of pending cases can be found at PAL’s 
website, prescriptionaccesslitigation.org.
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THE GREAT DEBATE: SHOULD GENETIC DISCOVERIES BE PATENTED?
By Pamela Winston Bertani

The United States Patent and Trademark Office is under fire again – this time for issuing what some believe to be 
too many patents, particularly with respect to genetic discoveries. The fundamental issue here is by no means 
novel – as so aptly stated by the United States Supreme Court, it involves striking “a balance between the need to 
encourage innovation and the avoidance of monopolies which stifle competition without any concomitant advance in 
the ‘Progress of Science and useful Arts.’” Bonito Boats Inc.. V. Thunder Craft Boats Inc., 489 U.S. 141, 146 (1989).

On one side of the debate, those who oppose extending patent protection to genetically-based inventions argue that 
issuing a large number of such patents stifles competition and contradicts the constitutional objective of granting 
patent protection in the first place, which, as the Supreme Court reiterated in Bonito, is to promote the progress 
of science and the useful arts. Specifically, these patent protection critics argue that issuing patents for genetic 
discoveries hinders such progress by diverting financial resources from scientific research and development and 
directing those resources towards the costs of filing, prosecuting, defending, licensing and enforcing patents. 
Conversely, proponents of patent protection for genetic discoveries argue that without such protection, companies 
will have no real incentive to invest the tremendous amount of financial, technical and regulatory resources required to 
develop this vast and enabling technology. Consequently, private sector inventors would have to consider maintaining 
their discoveries as a trade secret; discontinuing their costly research and development efforts completely; or 
simply forgoing any return on up-front investment dollars by allowing free access to technology that resulted from a 
large amount of time, effort, expertise and money. With these two perspectives in mind, should the PTO continue to 
grant patent protection for genetic discoveries at its current pace; reduce the number of genetically-related patents 
issued; or discontinue granting patent protection for genetic inventions altogether?

In response to these concerns, United States House of Representative Lynn Rivers (D-Mich.) introduced two pieces 
of related legislation, which are currently pending before the House. 

H.R. 3966 proposes that a study be conducted to evaluate the impact of federal policies on genetic technology 
innovation. More importantly, H.R. 3367 proposes adopting specific exemptions (i.e., selective immunity) from patent 
infringement for patents covering genetic technology. According to proponents of this legislation, such immunity 
would simply extend similar protections that are already in place. For instance, in 1996 Congress passed the 
Physician’s Immunity Act (35 U.S.C. 287(c), which prevents patent infringement suits against health care providers 
who use patented medical procedures without the patent owner’s consent. The Physician’s Immunity Act addressed 
physicians’ concerns that they could be sued for patent infringement as a result of conducting emergency medical 
procedures, employing patented technology, without obtaining the patent owner’s authorization. H.R. 3367 advocates 
argue that the pending legislation could simply extend application of the Physician’s Immunity Act to encompass 
clinical laboratories and diagnostic services.  Thus, laboratory and diagnostic technicians and facilities would be 
immune from infringement liability for using patented genetic inventions in the course of conducting research, 
and related activities. Proponents argue further that such immunity from patent infringement would stimulate 
competition; increase the number of biotechnology businesses in the market; and thereby increase the likelihood 
that genetically-based medicines and medical services are available at reasonable consumer costs.

The opponents of H.R. 3967 make persuasive arguments against selective immunity. First of all, they argue that 
narrowing patent protection by carving out selective immunity from infringement would impede innovation by 
discouraging companies from investing the tremendous amount of money and expertise needed to bring new 
medicines, therapies and diagnostic testing methods to market. H.R. 3967 opponents argue further that the 
people who need access to this emerging and highly promising technology will lose out because private sector 
companies will not develop such technology without the promise of future financial recoupment of investment 
costs. Accordingly, opponents contend that the only feasible way to promote innovation is to guarantee companies 
which invest research dollars and resources up front: an adequate period of exclusive rights to their inventions, and 
solid protection of their products to recover research, development, regulatory, manufacturing and related costs. 
Moreover, opponents argue that comparing the Physician’s Immunity Act with H.R. 3367 is like comparing apples 
and oranges. The justification for selective patent infringement immunity for medical personnel – providing a shield 
against infringement for performance of patented emergency medical procedures – does not exist in the case of 
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clinical laboratories or diagnostic testing facilities because these testing environments do not involve emergency or 
immediate testing conditions, which are central to patent infringement immunity under the Physician’s Immunity 
Act.

The debate over this proposed legislation is far from over. As both sides continue to weigh in, we will keep a close 
watch on Congress and the progress of these Bills through the Legislative process.
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KNORR-BREMSE V. DANA CORP.: THE FEDERAL CIRCUIT OVERRULES PRECEDENT AND REPUDIATES THE 
ADVERSE INFERENCE FOR WILLFUL PATENT INFRINGEMENT
By Pamela Winston Bertani

On February 5, 2004 the Federal Circuit heard Knorr-Bremse v. Dana Corp, which addressed the issue of whether 
a defendant’s failure to provide an exculpatory opinion of counsel when charged with patent infringement gives 
rise to an “adverse inference” of willful infringement. The Federal Circuit sua sponte took the case up en banc to 
reconsider its precedent concerning the propriety of drawing an adverse inference against defendants charged with 
patent infringement who either fail to obtain legal advice, or who obtain legal advice and subsequently withhold that 
advice from discovery.  The Court also considered the complex issues involving whether an adverse inference is 
applicable when the attorney-client privilege is invoked with respect to opinions of counsel.

As the law stood prior to this appeal, if an accused infringer failed to obtain competent legal advice regarding 
alleged infringing conduct, the trier of fact was permitted to draw an “adverse inference” that the defendant’s 
conduct was willful, which in turn could support an award of treble damages.  Additionally, if a defendant obtained 
an opinion of counsel, and thereafter withheld that opinion from opposing counsel, the trier of fact could adversely 
infer the defendant either failed to obtain advice of counsel, or did so and found out that its conduct would indeed 
infringe the disputed patent.

In brief factual review, Knorr-Bremse owns United States Patent Number 5,927,445, which covers a disk brake 
invention. At trial, the United States District Court for the Easter District of Virginia held defendants/appellants 
(Dana Corporation, Haldex Brake Products Corporation, and Haldex Brake Products AB) liable for infringement and 
willful infringement. Because defendants did not actually sell infringing brakes, the court did not award damages.  
However, based on a finding of willful infringement, the court did award partial attorney’s fees. The appellants 
thereafter sought to reverse the willful infringement finding, and argued that the adverse inference should not have 
been drawn from Haldex’s withholding of an opinion of counsel regarding patent issues, and from Dana Corporation’s 
failure to obtain its own opinion of counsel. Applying federal circuit precedent, the district court inferred that the 
opinion of counsel withheld by Haldex was unfavorable to the defendants. 

The Federal Circuit’s September 13, 2004 Knorr-Bremse decision expressly overruled this precedent. (Knorr-
Bremse Systeme Fuer Nutzfahrzeuge GMBH v. Dana Corporation et al., WL 2049342 (Fed. Cir. 2004). According to 
the Court:

We now hold that no adverse inference that an opinion of counsel was or would have been unfavorable flows from 
an alleged infringer’s failure to obtain or produce an exculpatory opinion of counsel. Precedent to the contrary 
is overruled. We therefore vacate the judgment of willful infringement and remand for re-determination, on 
consideration of the totality of the circumstances but without the evidentiary contribution or presumptive weight of 
an adverse inference that any opinion of counsel was or would have been unfavorable.

The adverse inference that an opinion was or would have been unfavorable, flowing from the infringer’s failure to 
obtain or produce an exculpatory opinion of counsel, is no longer warranted. Precedent authorizing such inference 
is overruled. (Id. at 4.)

The opinion turns, in significant part, on how the adverse inference affects the attorney-client relationship. From its 
inception, the adverse inference was implemented to curb the spreading practice of people flagrantly disregarding 
presumptively valid patent rights without analysis or expert consultation. The Court emphasized that as the adverse 
inference initially evolved, focus was not on attorney-client relationships, but rather (and more properly) on a 
defendant’s disrespect for the law. However, application of the adverse inference precedent has – at this point 
– resulted in inappropriate burdens on the attorney-client relationship.  In this regard, the Court considered en banc 
and decided the following key question:

When the attorney-client privilege and/or work-product privilege is invoked by a defendant in an infringement suit, 
is it appropriate for the trier of fact to draw an adverse inference with respect to willful infringement?
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The answer is ‘no.’ Although the duty to respect the law is undiminished, no adverse inference shall arise from 
invocation of the attorney-client and/or work-product privilege.  (Id.)

While the Court has never suggested that opinions of counsel concerning patents were not privileged, inferring 
that withheld opinions are adverse to the client’s actions can, and as the Court found did, distort the attorney-client 
relationship in derogation of the foundations of that relationship. Thus, the Court concluded that a special rule 
affecting attorney-client relationships in patent cases is not warranted.

The Court also addressed the question of whether a defendant’s failure to obtain legal advice in patent infringement 
actions properly invokes the adverse inference.  To this question, the Court stated: 
Again, the answer is ‘no.’ The issue here is not of privilege, but whether there is a legal duty upon a potential 
infringer to consult with counsel, such that failure to do so will provide an inference or evidentiary presumption that 
such opinion would have been negative. (Id. at 5.) 

In a May 2004 article discussing this case, I discussed in detail the extensive amici curiae briefs that were filed in 
response to the Federal Circuit’s invitation for amici curiae briefs.  In ruling on the propriety of applying an adverse 
inferences where a defendant fails to obtain counsel, the Court looked to those briefs, which described the burdens 
and costs of requirements – as pressed in litigation – for early and full study of every potentially adverse patent 
of which the defendant has knowledge. The Court concluded, based in large part on amici curiae arguments, as 
follows: 

Although there continues to be ‘an affirmative duty of due care to avoid infringement of the known patent rights 
of others’, the failure to obtain an exculpatory opinion of counsel shall no longer provide an adverse inference or 
evidentiary presumption that such an opinion would have been unfavorable. (Id.)

This is a pivotal case for patent infringement attorneys to be aware of and understand.  The case changes the 
evidentiary landscape in patent infringement suits.  As it currently stands, the trier of fact cannot properly draw 
an adverse inference (that a legal opinion was or would have been unfavorable to a defendant) where a defendant 
invokes the attorney-client and/or work product privilege – thereby refusing to produce the opinion, or where a 
defendant fails to obtain an opinion of counsel or even consult with expert counsel.  As a result of this opinion, patent 
infringement litigation has taken a turn for the better.  Because expensive and extensive opinions of counsel are no 
longer required to avoid invocation of the adverse inference, this decision should drive down litigation costs in an 
area of law that, by its very nature, is already fraught with complexities and huge expenses. 
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KNORR-BREMSE V. DANA CORP.: A CASE FOR WILLFUL PATENT INFRINGEMENT ? 
By Pamela Winston Bertani

Earlier this month the Federal Circuit was scheduled to hear a case that could reverse over 20 years of precedent – 
and subject defendants to liability for willful patent infringement where that defendant fails to produce an exculpatory 
legal opinion regarding the charge of willful infringement. As it stands right now, if a defendant accused of willful 
patent infringement fails to provide an exonerating legal opinion with respect to the charge of willful infringement, 
a negative inference to support the charge is appropriate, which could result in a finding of willful infringement and 
expose a defendant to treble damages. 

Knorr-Bremse v. Dana Corp. involves a patent infringement suit in which plaintiff, a German brake manufacturer 
sued three defendants for willful infringement of its U.S. Patent No. 5,927,445. (Knorr-Bremse v. Dana Corp., 133 
F.Supp.2d 843 (E.D. Va. 2001).)  The trial judge in the case ruled that defendants’ use of the air disk brake product 
in question amounted to willful infringement of the ‘445 patent. In so finding, the Court was compelled by evidence 
establishing that once defendants learned of the ‘445 patent, either they did not ask for opinions from competent 
American counsel on issues of infringement and validity, or if they did, that such opinions were unfavorable. It 
appeared that one of the defendants actually obtained legal opinions from American counsel on infringement and 
validity issues, but subsequently declined to disclose the content of such opinions, which led the Court to conclude 
that such opinions were unfavorable. According to the Court:

Although there are no ‘hard and fast per se rules’ with respect to a finding of willfulness, various factors are relevant 
to the willfulness determination, including … whether the infringer, when he knew of the other’s patent protection, 
investigated the scope of the patent and formed a good faith belief that it was invalid or that it was not infringed 
‘As a general matter, a potential infringer with actual notice of another’s patent has an affirmative duty of care that 
usually requires the potential infringer to obtain competent legal advice before engaging in any activity that could 
infringe another’s patent rights.’

The Federal Circuit took the issue up on its own, and solicited feedback from the bar. In its September 2003 Order, 
the Federal Circuit sua sponte took the case en banc to reconsider its precedent concerning the drawing of adverse 
inferences with respect to willful patent infringement, based upon the actions of the part charged with infringement 
in obtaining legal advice, and withholding that advice from discovery. 
 
The Federal Circuit invited the parties and others to submit additional briefs directed to the issue, particularly with 
respect to the following questions:

When the attorney-client privilege and/or work product privilege is invoked by a defendant in an infringement suit, 
is it appropriate for the trier of fact to draw an adverse inference with respect to willful infringement? When the 
defendant has not obtained legal advice, is it  appropriate to draw an adverse inference with respect to willful 
infringement? If the court concludes that the law should be changed, and the adverse inference withdrawn as 
applied to this case, what are the consequences for this case? Should the existence of a substantial defense to 
infringement be sufficient to defeat liability for willful infringement even if no legal advice has been secured? 

Counsel filed 24 amicus briefs representing upwards of 40 private and public organizations, bar associations and 
individuals, which primarily urged the Court’s reversal of current case law.  The Federal Trade Commission is even 
recommending legislation whereby Congress would impose heightened requirements for a finding of willful paten 
infringement.

The stakes in this case are high, and could have profoundly powerful and far-reaching consequences for not only 
the parties involved, but also for many companies and individuals in this Country – as evidenced by the swift and 
abundant response to the Court’s invitation for amicus briefs.
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KNORR-BREMSE V. DANA CORP.: AMICI CURIAE WEIGH-IN ON THE “ADVERSE INFERENCE” AND WILLFUL 
PATENT INFRINGEMENT
By Pamela Winston Bertani

On February 5, 2004 the Federal Circuit was scheduled to hear Knorr-Bremse v. Dana Corp, which addresses 
the issue of whether a defendant’s failure to provide an exculpatory opinion of counsel when charged with patent 
infringement gives rise to an “adverse inference” of willful infringement. The case also raises the touchy issue of 
whether defendants in a patent infringement suit should be penalized for invoking the attorney-client privilege with 
respect to opinions from counsel.  (Knorr-Bremse v. Dana Corp., 344 F.3d 1336 (2003).)

The Federal Circuit sua sponte took the case up en banc to reconsider its precedent concerning the propriety of 
drawing an adverse inference against defendants charged with patent infringement who either fail to obtain legal 
advice, or who obtain legal advice and subsequently withhold that advice from discovery.  The import of the adverse 
inference is not lost on either the Court, the parties, or the numerous amici curiae that submitted briefs in response 
to the Court’s invitation to do so. As the law currently stands, if an accused infringer fails to obtain competent legal 
advice before commencing infringing conduct, the trier of fact is permitted to draw an “adverse inference” that 
the defendant’s conduct was willful, which in turn could support an award of treble damages. Additionally, if the 
defendant obtains legal advice and thereafter withholds the advice from opposing counsel, the trier of fact may 
adversely infer the defendant either failed to obtain advice of counsel, or did so and found out that its conduct would 
indeed infringe the disputed patent. In its September 26, 2003 Order, the Federal Circuit invited amici curiae to 
submit additional briefing on several specific questions – two of which are as follows:

When the attorney-client privilege and/or work product privilege is invoked by defendant in an infringement suit, 
is it appropriate for the trier of fact to draw an adverse inference with respect to willful infringement? When the 
defendant has not obtained legal advice, is it appropriate to draw an adverse inference with respect to willful 
infringement? 

Amici curiae responded to the Court’s briefing invitation in full force.  In general, the amici curiae reflected the broad 
perspectives of academic, trade, international, and legal profession groups, as well as high technology businesses. 
The responses were overwhelmingly against the imposition of an adverse inference in both instances. For instance, 
Oracle Corporation, Sony Computer Entertainment America Inc., Cisco Systems, Inc. and Applied Materials, Inc. 
joined in an amici curiae brief weighing heavily against the adverse inference. This brief points out that as a general 
rule, courts do not permit an adverse inference to follow from the mere invocation of the attorney-client privilege.  
According to these amici curiae, an exception to this rule for willful patent infringement is bad in principle and 
worse in practice – the en banc court should eliminate it. 
 
If refusal to produce an attorney’s opinion letter based on claim of the privilege supported an adverse inference, 
persons would be discouraged from seeking opinions, or lawyers would be discouraged from giving honest opinions. 
Such a penalty for invocation of the privilege would have seriously harmful consequences.(citing Nabisco, Inc. 
v. PF Brands, Inc., 191 F.3d 208 (2

nd

 Cir. 1999).) Amici curiae contend further that the adverse inference rule is 
particularly unfair because, in reality, a party’s decision not to waive the privilege is frequently motivated by a host of 
considerations that have nothing to do with whether the opinion of counsel is “negative”. Under such circumstances, 
an adverse inference would be nothing more than a falsity. Amici curiae offer several “real-world” examples of valid 
motivations for not waiving the privilege when an opinion exists, including the following: 
< Confidence in the parties’ ultimate position on liability coupled with concern about the cost and burden of discovery 
of privileged communications; 
< Concern about discovery of privileged statements that do not necessarily bear on willfulness, but which reveal 
litigation strategy; reveal settlement-related positions; or reveal admissions on issues related to, but different from, 
the basis for the conclusion of non-liability; 
<  Concern about the discovery of sloppy, but innocent statements in communications ancillary to the receipt of legal 
advice; 

Amici curiae contend that the adverse inference should be eliminated because the inference undermines the 
foundation of the attorney-client privilege and incorrectly assumes that a party’s refusal to waive the privilege 
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means that the related legal advice was inculpatory. 

With respect to the absence of a legal opinion regarding potential liability, current law allows a trial court to instruct 
the jury that an alleged infringer has a legal duty to obtain an opinion of counsel, and that a party’s failure to do so 
warrants an adverse inference that there has been willful infringement. According to amici curiae:

The en banc Court should overrule this precedent because this principle of law places far too much emphasis on the 
presence of a litigation-ready opinion in the willfulness analysis …. The presence of such an opinion is both grossly 
over-inclusive and under-inclusive to identify truly willful infringers …. The absence of a willfulness opinion is an 
over-inclusive indicator of willful infringement because there are many understandable reasons why an opinion is 
not obtained that fall well short of an intent to infringe a patent.  Willfulness opinions are costly and time-consuming 
to obtain.

Amici curiae identify several “real-world” scenarios in which the lack of a legal opinion does not imply willful 
infringement. Among those scenarios, the following three are most demonstrative:

<  A party expecting to be sued in the short term decides to forego spending upwards of $50,000 per patent on 
obtaining an opinion letter because that party knows that its trial counsel will duplicate such efforts to prepare for 
litigation; 
< A party with a diverse patent portfolio simply cannot afford the thousands or even millions of dollars necessary 
to evaluate thoroughly each of its patents at issue – not to mention devote the months or years of time required for 
such an analysis; and 
< A start-up company being harassed by entrenched companies threatening infringement actions does not have the 
resources to manage and perform a complete analysis of each involve patent.

Amici curiae contend further that even if a party’s level of scienter in failing to obtain a legal opinion rises to the 
level of negligence, such a conclusion still does not warrant an inference that the party has committed willful 
infringement. (Citing McLaughlin v. Richland Shoe Co., 486 U.S. 128, 133 (1988) in which the Court found that “[t]he 
word ‘willful’ is widely used in the law, and, although it has not by any means been given a perfectly consistent 
interpretation, it is generally understood to refer to conduct that is not merely negligent.”)

To date, the Federal Circuit has not published its opinion in Knorr-Bremse. Commentators, counsel and industry 
eagerly await what will most likely prove to be a controversial decision with respect to “adverse inference” precedent 
in patent infringement cases. 
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Practical Considerations Regarding Advice Of Counsel After The Federal Circuit’s  
Knorr-Bremse v. Dana Corp. Decision
By Pamela Winston Bertani

 As the law stood prior to the Federal Circuit’s September 13, 2004 decision in Knorr-Bremse v. Dana Corp., an 
accused infringer who failed to obtain competent legal advice regarding alleged infringing conduct was at risk of 
sustaining an adverse inference that the defendant’s conduct was willful, which in turn could support an award of 
treble damages. Similarly, if an accused infringer actually sought and obtained advice of counsel and subsequently 
refused to produce that opinion to opposing counsel, the trier of fact was permitted to infer adversely that the 
defendant had either not obtained a legal opinion, or that the defendant had obtained an opinion and discovered 
that its conduct infringed the disputed patent. The Federal Circuit’s September 13, 2004 Knorr-Bremse decision 
expressly overruled this precedent. (Knorr-Bremse Systeme Fuer Nutzfahrzeuge GMBH v. Dana Corporation et al., 
WL 2049342 (Fed. Cir. 2004).

 In Knorr-Bremse, the Federal Circuit ruled that an adverse inference that an opinion was or would have been 
unfavorable, resulting from the defendant’s failure to obtain or produce an exculpatory opinion of counsel, is no 
longer warranted. The Court’s opinion and corresponding rationale were based significantly on how the adverse 
inference affects the attorney-client relationship. Here, the Court ruled that permitting an adverse inference, against 
a defendant who invokes the attorney-client and/or work-product privilege with respect to opinions of counsel, 
has inadvertently resulted in unreasonable and inappropriate burdens on those privileges. Inferring that withheld 
opinions are adverse to the client’s actions can – and as a practical matter has – distorted the attorney-client 
relationship contrary to the very foundations of that relationship.

 The Court also ruled that invoking the adverse inference is no longer appropriate even where a party accused of 
patent infringement completely fails to obtain advice of counsel on infringement. According to the Court, “the issue 
here is not of privilege, but whether there is a legal duty upon a potential infringer to consult with counsel, such that 
failure to do so will provide an inference or evidentiary presumption that such opinion would have been negative. 
On this point the Court ruled that, while an affirmative duty still exists to avoid infringing another’s patent rights, an 
accused infringer’s failure to obtain an exculpatory opinion of counsel no longer provides grounds for invoking an 
adverse inference that such an opinion would have been unfavorable.

 But, now that opinions of counsel are no longer required to avoid the dreaded adverse inference, a big question 
for practitioners and their patent infringement clients is whether to nonetheless obtain an opinion of counsel 
in defending a patent infringement suit. An accused infringer with knowledge of another’s patent rights has an 
affirmative duty to avoid engaging in activities that violate those patent rights. Thus, some practitioners believe 
in obtaining opinions of counsel because doing so ensures that an accused defendant acts with due diligence in 
avoiding activities that infringe another’s patent rights. Obtaining advice of counsel can also help a company avoid 
spending extensive time and resources on pursing a product or line of business from which it could be enjoined 
upon a finding of infringement.

 On the other hand, valid reasons exist as to why a party may understandably choose not to obtain a legal opinion on 
infringement after being sued. As we all know, opinions of counsel in a patent infringement matter can be extremely 
costly, and where multiple patents are involved, these costs could increase exponentially. Where a party’s patent 
portfolio is diverse, it may be financially and practically impossible to review each accused patent involved in the 
dispute. Many smaller and start-up companies involved in patent infringement litigation may simply not have the 
money or resources to manage and perform a complete analysis of each patent involved in a dispute.

 As the landscape of patent infringement litigation evolves under the Federal Circuit’s Knorr-Bremse ruling, it will 
be interesting to monitor the circumstances under which litigants choose to obtain advice of counsel opinions, and 
the role those opinions play in influencing findings of infringement. At this point, at least parties can be assured that 
their decision regarding whether or not to obtain a legal opinion on infringement, or their invocation of the attorney-
client or work product privilege for such an opinion, will not subject them to an adverse inference and corresponding 
presumption of willfulness. 
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THE ON-SALE BAR: IMPACT ON SMALLER BIOTECH AND PHARMACEUTICAL COMPANIES
By Pamela Winston Bertani 

In a relatively recent Federal Circuit opinion, the Court analyzed the 35 U.S.C. 102(b) on-sale bar in relation to 
whether the sale of a device in question was commercial or experimental. EZ Dock, Inc. v. Schafer Systems, Inc., 
276 F.3d 1347 (Fed. Cir. Jan. 2002).  This is an important question to evaluate in relation to how a company develops, 
tests and sells a newly developed product before being granted a patent, because the answer could well impact the 
validity of a subsequently granted patent for that product. 

The Patent Act endows patents with a presumption of validity. Section 102(b) of the Act sets forth the on-sale bar, 
which prevents issuance of any patent for an invention that was publically used or on-sale in the United States 
more than one year before the date on which the patent application was filed. The date corresponding to one year 
before the patent application is filed therefore becomes a critical date - sale of the device before that date could 
invalidate any subsequently issued patent.  Thus, a party sued for patent infringement may overcome a patent’s 
presumption of validity, and thus invalidate the patent at issue, by presenting clear and convincing evidence of facts 
showing that the patented device was actually on-sale in the United States before the critical date.  The bar applies 
when an invention is both the subject of a commercial offer for sale and ready for patenting before the critical date. 
However, the bar does not apply if a device was sold, even more than one year before filing a patent application, for 
experimental, rather than commercial, purposes. Adequate proof that a sale of offer to sell was primarily for the 
purpose of advancing experimentation or testing of the device negates application of the on-sale bar. 

In EZ Dock, the owner of a patent for a polyethylene floating dock sued a competitor for patent infringement. The 
competitor argued successfully at the district court level that the patent at issue was invalid because the patent 
owners had sold the dock commercially more than one year before they filed the corresponding patent application. 
The Federal Circuit vacated and remanded finding that, based on the totality of circumstances, the district court 
improperly invalidated the plaintiff’s patent under the statutory on-sale bar.  In essence, the Court set forth a 
lengthy laundry list of factors it considered in concluding that EZ Dock’s sale of its device, more than one year before 
filing its patent application, was primarily experimental rather than commercial.  According to the EZ Dock Court, 
indicia of an experimental sale include the following: (1) the device sold is not advertised “for sale” – the purchaser 
pursues and consummates the sale; (2) the device is still in need of experimental testing when sold; (3) the inventor 
sells the device in order to determine whether it is capable of performing its intended purpose in its intended 
environment; (4) the device is sold for below market price; (5) the inventor gives the purchaser free installation, 
equipment, or other services in exchange for the inventor’s right to monitor the device’s performance periodically; 
(6) the inventor monitors and repairs the device periodically for no charge; (7) experimental testing of the device 
takes place at the purchaser’s installation site and was within the inventor’s control; (8) the inventors keep records 
of their experimental testing after the device was sold; (9) the inventors test and monitor the device for a significant 
time period after the sale; and (10) the inventor subsequently changes the device’s structure based on monitoring 
and experimental testing, so that the patented device is different than the device initially sold. 

As commentators have noted, both small start-up biotechnology and pharmaceutical companies should closely 
monitor their ongoing development and marketing programs in light of the EZ Dock factors to ensure that an 
invention is not inadvertently offered for sale or sold before the company is ready to do so. Otherwise, corresponding 
patent rights could be lost. This is particularly important for smaller biotech and pharmaceutical companies that do 
not have the capability of taking a product or invention from the initial stages of research and development, through 
validation and state/federal approval, to market.  Such companies often enter into some form of joint development 
agreement, by which each entity performs some discrete aspect of product development to bring the product to 
fruition. Such agreements should be carefully structured to avoid application of the on-sale bar.  For instance, in 
order for a sale to come within the purview of Section 102(b), the sale must be between separate entities. Thus, a 
court may deem the entities separate and subject their jointly-developed products to Section 102(b) unless common 
ownership or control exists between the entities. Also, if the joint development agreement contemplates delivery of 
a newly developed product, in order to diminish the likelihood of Section 102(b) applicability, the agreement could 
specify that a certain limited quantity of the product will be made available as samples, prototypes or for further 
developmental testing or monitoring. 
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In these and other ways, companies should incorporate the EZ Dock factors into their agreements and other business 
dealings when appropriate to avoid inadvertent application of the Section 102(b) statutory bar, which could result in 
the loss of valuable patent rights. 
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CONGRESS RESTRICTS PATENTS ON HUMAN ORGANISMS 
By Pamela Winston Bertani & Gurdeep Dhaliwal

The United States Patent and Trademark Office – and now the United States Congress – are collectively against 
issuing patents on human embryos and human organisms.  Amidst heavy debate about ethical limitations on scientific 
innovation, the 108

th 

Congress recently passed a controversial omnibus spending bill, which overtly restricts the 
availability of funds for patenting human organisms.  Commonly referred to as the Weldon Amendment, Section 634 
reads, “[N]one of the funds appropriated or otherwise made available under this Act may be used to issue patents 
on claims directed to or encompassing a human organism.” (PL 108-199).  On January 23, 2004, President Bush 
signed the omnibus spending bill into law, which, for all intents and purposes, closes the door of innovation with 
respect to what some consider groundbreaking technology.  The Weldon Amendment must be renewed with each 
year’s appropriation bill.  Currently, the President and Congress both support the amendment and its renewal is 
likely.

Rep. Senator Joseph Weldon of Florida first voiced his concern about patenting human organisms in response to what 
were deemed controversial research practices by a Chicago scientist.  In July of 2003, Norbert Gleicher submitted a 
synopsis of his experiments at a meeting of the European Society of Human Reproduction and Embryology (ESHRE) 
in Madrid, Spain. Gleicher, working at the Center for Human Reproduction, created hybrid embryos infused from 
male and females embryos.

The stated purpose of the experiment was to observe whether defective embryos could be seeded with healthy 
cells to create normally developing embryos.  Gleicher explained that he used male cells because they were easier 
to trace in the hybrid embryo. The embryos were destroyed six days later after 12 of the 21 embryos developed 
normally. ESHRE and other scientists disapproved of the experiment and its methodology, finding the research to 
lack useful scientific purpose.  

Senator Weldon, also finding the Gleicher research unethical, urged Congress to amend the Commerce-Justice-
Spending bill (H.R. 2799) to prevent federal fund allocation for patenting human organisms.  According to Senator 
Weldon: 
[The Weldon Amendment] simply mirrors the current patent policy concerning patenting humans. The Patent Office 
has, since 1980, issued hundreds of patents on living subject matter, from microorganisms to nonhuman animals. 
It does not issue patents on human beings nor should it. Congress should reaffirm this policy, and this amendment 
simply accomplishes this by restricting funds for issuing patents on human embryos, human organisms.

The Weldon amendment is in line with the United States Patent and Trademark Office’s general policy of prohibiting 
patenting of humans. But expansion in the field of human embryo research is blurring the line of what constitutes 
patentable subject matter.  Nonetheless, Senator Weldon assured Congress that his Amendment “has no bearing on 
stem cell research or patenting genes, it only affects patenting human organisms, human embryos, human fetuses, 
or human beings.”

According to some scientists, the Weldon Amendment may be a bit pre-mature and reactionary. Some feel that 
embryonic research is not wrong in its entirety, but needs to be further explored.  “I don’t know if this work is ‘right’ 
or ‘wrong,’ but it should be reviewed and discussed long and hard before it’s done” commented George Annas, a 
Boston University Health Law and Bioethics Professor. 

The Biotechnology Industry Organization (BIO) voiced its concerns through a fact sheet addressing objections to the 
Weldon Amendment. BIO found the Amendment’s language overbroad, and fears that it may encompass more than 
initially intended.  BIO also claimed that the Amendment is inconsistent with U.S. International Trade and Intellectual 
Property policy, which stresses broad patent coverage.  A main concern is that excluding certain subjects from 
patentability may lay the groundwork for excluding other, valuable, subject matter from patentability in the future. 
For instance, according to some, the Weldon Amendment may indirectly impede stem cell research – despite 
Senator Weldon’s assurances to the contrary.  Embryonic stem cell processes are encompassed within stem cell 
research, so theoretically restrictions on patenting embryos could restrict embryonic stem cell research. Without 
the ability to patent such research, investors will be reluctant to support stem cell developments and fund costly 
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research and development efforts. Senator Weldon claims the Amendment is not intended to limit the patentability 
of stem cell processes -only the embryos formed by those process. However, with embryonic stem cell processes 
and the resulting embryos so closely linked, both in theory and as a practical matter, the prohibition on patenting 
these organisms could put a chill on support for stem cell research and corresponding funding.

Another problem with the new limitation on patenting human organisms is that it potentially privatizes embryonic 
research.  The Weldon Amendment does not prevent scientists like Gleicher from creating human organisms 
because such experimentation is legal in the United States as long as the research is performed without federal 
funds and the embryos are voluntarily donated.  The newly implemented restrictions on patenting human organism 
creates the danger of abdicating regulation of this technology to private organizations which, in turn, could lead to 
a gambit of ethical abuses. 

While many scientific concerns are yet to be addressed, many groups support the Weldon Amendment as an ethical 
limitation on science getting out of hand. Groups such as Americans to Ban Cloning, feel that life and the development 
of life should not be considered a commodity that can be patented and used for financial gain. According to this line 
of thinking, patenting human organisms could lead to scientific abuses for immoral purposes.  ABC contends that 
science can advance without controlling and producing embryos.

Others argue that so-called pre-humans, such as embryos and fetuses, deserve the same protection against 
patenting as do humans.  While most of these groups support issuing process patents for creating embryos as 
a source of experimental stem cells, they believe that the embryonic organism itself  should not be considered 
patentable subject matter. Processes to create embryos are beneficial because the resulting stem cells better match 
the target disease cells, and are less likely to stimulate incompatibility rejection in the test person. Americans to 
Ban Cloning are against cloning to create these embryos as well.

The Weldon Amendment, Congress’ solution to the dispute over patenting human organisms, has set down the 
law in a still developing area of science. This indirect effort to control cloning practices by controlling the PTO’s 
purse strings may actually hinder developments in the medical sciences without stopping the unethical practices it 
intended to control.
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Improving The United States Patent Re-Examination System
By Pamela Winston Bertani

There can be no legitimate doubt among patent practitioners that significant improvements are necessary to improve 
the quality of United States patents, particularly with respect to ensuring that issued patents are actually valid. It is 
no secret that the PTO routinely issues invalid patents – the PTO itself has publicly acknowledged its need for help in 
patent examination and post-issue procedures to diminish the likelihood of allowing invalid patents to slip through 
the cracks and exist in the marketplace. Congress’ current resolution to this problem is twofold: increase PTO 
internal resources to improve the patent prosecution process; and improve the efficiency of procedures available for 
evaluating potentially invalid patents after those patents are granted and issued.

 In 2004, the 108
th

 Congress passed the Fee Modernization Act, which will assist the PTO in enhancing its internal 
resources. This act significantly increases the amount of fees for filing and processing patent applications, which in 
turn will provide funds for the PTO to hire additional examiners. The presence of additional examiners is expected to 
decrease workload pressures, increase the amount of time an examiner can give to each assigned patent application 
file, and simultaneously diminish the likelihood of patent examiners issuing invalid patents. Additional funds will be 
used for improved examiner training, and new PTO facilities will increase and facilitate access to relevant prior art, 
which theoretically will help examiners avoid issuing ultimately invalid patents.

 Also in 2004, Representative Howard Berman introduced the Patent Quality Assistance Act of 2004, which is directed 
toward improving post-issue inter parties patent re-examination procedures. The currently available re-examination 
procedure for evaluating patent validity after a patent issues is flawed in a number of ways. Most significantly, the 
current procedure does not provide for discovery during the re-examination process, and also precludes cross-
examination to challenge evidence introduced. These procedural drawbacks have discouraged parties from initiating 
re-examination proceedings – the PTO reports that re-examination requests are far below initial projections.

 The Patent Quality Assistance Act incorporates key reforms to the existing re-examination system. Under the 
PQAA, parties and third parties may file an opposition to invalidate one or more claims in an issued patent within 
9 months after the patent is granted (or re-issued); within 6 months after the patent owner issues notification of 
alleged infringement; or anytime during the patent enforceability period upon the patent owner’s written consent. 
Importantly, parties are entitled to limited discovery after the opposition request is assigned to a panel of three 
administrative judges. 

Under the PQAA:
The patent owner is entitled to depose each person submitting an affidavit or declaration on behalf of any opposer, 
and each opposer is entitled to depose each person submitting an affidavit or declaration on the patent owner’s 
behalf. 

No other discovery will be permitted unless the panel determines that additional discovery is required in the interest 
of justice. This discretionary provision empowers the panel to expand the scope and extent of discovery where 
necessary, and also empowers the panel to issue sanctions for discovery violations. The PQAA also incorporates a 
cross-examination provision. Under that section, parties are entitled to request an oral hearing before the panel. In 
conjunction, the panel may allow parties to file briefs, and “shall” permit parties to cross-examine all affiants and 
declarants in the hearing – either before the panel or via deposition. 

These are welcome changes to the existing patent re-examination procedure, and should increase the efficiency 
and utilization of the re-examination process. Both the PTO and the American Intellectual Property Law Association 
are expected to be on board for changes to the existing reexamination system, and public debates throughout the 
country are anticipated this year on this topic. The 109

th
 Congress is in a good position to effectuate some of these 

changes within the upcoming term, and most patent practitioners, including the author, would agree that those 
changes cannot take place soon enough. The bill has been forwarded to the House Sub-Committee on Courts, 
the Internet and Intellectual Property and Congressional debate should commence in the near future. All eyes on 
Congress. 
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PATENT INFRINGEMENT SUIT AGAINST MICROSOFT RESULTS IN $521 MILLION VERDICT FOR PLAINTIFFS
By Pamela W. Bertani

Earlier this month a jury awarded a $521 million verdict against software giant Mirosoft, which is the largest jury 
verdict of the year – so far – in U.S. courts. 

The case involved software technology that allows Internet users to access interactive Web pages through plug-ins, 
which can display various forms of interactive information, including virtual real estate tours, video players and 
stock charts. Regents of the University of California v. Microsoft, No. 99-C626 (N.D. Ill. Aug. 11, 2003). 

The technology at dispute was allegedly first discovered by a group of researchers at the University of California, 
San Francisco, led by inventor Michael Doyle. In 1998 the United States Patent and Trademark Office (“PTO”) issued 
the corresponding patent to the University, which subsequently licensed the technology to Eolas Technologies, Inc, 
a software company in Chicago, Illinois founded by Michael Doyle. 

In its defense, Microsoft argued that the patented invention was predated by verifiable prior art,  which the PTO did 
not consider in evaluating whether to grant the patent. To this end, Microsoft presented testimony claiming that a 
program called Viola had been publically demonstrated before Doyle even filed his patent application. Microsoft’s 
attorneys also presented evidence documenting a series of e-mail messages between Doyle and Viola’s inventor 
that disputed which research had indeed been completed first. In addition, Microsoft claimed to have paid upwards 
of $10.6 million in licensing fees from 1994 to 1997 to license a product called the Mosaic Browser, which Microsoft 
claimed was further proof of prior art predating Doyle’s invention. 

Judge James Zagel held a hearing, in the absence of the jury, to evaluate the weight of Microsoft’s prior art evidence.  
In a ruling issued approximately one week prior to deliberations, the Judge stated that the jury would not be asked 
to consider the question of prior art. According to Microsoft’s attorneys, the jury’s verdict is significantly a result of 
not hearing the prior art evidence. 

The jury’s $512 million verdict corresponds to approximately 354 million copies of the infringing product sold 
between late 1998 and September 2001, including foreign sales. According to many commentators, the question of 
foreign damages will be an important issue of first impression on Microsoft’s anticipated appeal to the United States 
Court of Appeals for the Federal Circuit. 

In his August 4, 2003 order, Judge Zagel evaluated the question of foreign sales under 35 U.S.C. Sections (a) and 
(f). Section 271(a) requires that there be an “operable assembly” of the infringing product made here in the United 
States before liability can attach. On this issue, Microsoft argued that in order to be found liable under Section 
271(a), all of the parts of the allegedly infringing product must be put together in order for that product to become 
an “operable assembly” under the statute, and that since this takes place outside of the United States, there is 
no liability. Citing the Supreme Court’s decision in Deepsouth Packing Co. v. Laitram Corp., Judge Zagel agreed. 
Deepsouth Packing Co. v. Laitram Corp. 406 U.S. 518 (1972). 

Section 271(f) prohibits manufacturing all or a substantial part of the significant components of a patented invention 
in the United States, and then having those components assembled abroad.  According to Judge Zagel, this law 
was Congress’ disapproval of the ruling in Deepsouth Packing. Judge Zagel ruled against Microsoft under Section 
271(f), citing W.R. Grace & Co. v. Intercat, Inc., 60 F.Supp.2d 316 (D.Del. 1999) and Lubrizol Corp. v. Exxon Corp., 696 
F.Supp.302 (N.D. Ohio 1988) – two cases involving chemical products that were sent abroad and combined with other 
compounds in compositions that would have infringed had the combination occurred in the United States. Judge 
Zagel likened Microsoft’s foreign sale of the accused devices to the scenarios in these cases, and correspondingly 
refused to bar plaintiffs from seeking damages for accused units Microsoft sold outside the United States. 

The issue of Microsoft’s foreign sales, along with Judge Zagel’s refusal to allow the jury to hear Microsoft’s prior art 
evidence, will likely be the primary focus of Microsoft’s anticipated appeal to the Federal Circuit.  
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FEDERAL CIRCUIT NARROWS SAFE HARBOR EXCEPTION FOR PATENTED BIOTECHNOLOGY RESEARCH TOOLS 
RESEARCH COMPANIES BEWARE! 
By Pamela Winston Bertani 

35 U.S.C. ¤271(e)(1) has been interpreted as providing a so-called safe harbor against patent infringement for 
research-based drug companies that use patented biotechnology tools, without liability for infringement, to 
obtain pre-approval FDA information.  The Federal Circuit’s recent holding in Integra Lifesciences v. Merck, 331 
F.3d 860 (June 2003) significantly narrowed application of this provision as an exception to patent infringement, 
and correspondingly strengthened patent owners’ rights in their biotechnology inventions.  The Federal Circuit’s 
Integra holding increases the likelihood that research-based companies will be required to obtain licenses for use 
of patented research tools in developing ne w products, instead of relying on the ¤271(e)(1) safe harbor exception.

35 U.S.C. Section ¤271(e)(1) defines a safe harbor against patent infringement. In pertinent part, that statutes 
provides: 
It shall not be an act of infringement to make, use, offer to sell, or sell within the United States or import into 
the United States a patented invention (other than a new animal drug or veterinary biological product ...) which 
is primarily manufactured using recombinant DNA, recombinant RNA, hybridoma technology, or other processes 
involving site specific genetic manipulation techniques) solely for uses reasonably related to the development and 
submission of information under a Federal law which regulates the manufacture, use, or sale of drugs or veterinary 
biological products.

This provision is part of the 1984 Hatch-Waxman Act, which, according to the Integra Court, had two purposes. 
First, the Act sought to restore the term of patent protection to pharmaceutical inventions as compensation for 
the often lengthy period of pre-market testing pending regulatory approval to sell a new drug. Second, the Act 
sought to ensure that a patentee’s rights did not de facto extend past the expiration of the patent term because a 
generic competitor also could not enter the market without regulatory approval.  As stated in Abbott Labs v. Young, 
920, F.2d 984 (D.C. Cir. 1990), the Hatch-Waxman Act “emerged from Congress’ efforts to balance two conflicting 
policy objectives: to induce name-brand pharmaceutical firms to make the investments necessary to research and 
develop new drug products, while simultaneously enabling competitors to bring cheaper, generic copies of those 
drugs to market.”

In Integra, the issue was whether the Hatch-Waxman safe harbor provision exempted Merck from liability for using 
Integra’s patented biotech research tools for the purpose of developing new competitive products, instead of using 
those tools strictly to obtain pre-market approval information for a generic substitute of Integra’s product.

In affirming the District Court’s decision denying protection under the statutory safe harbor, the Federal Circuit 
noted, at the outset of its analysis, that the statutory language of this provision limits the exemption “solely” to uses 
with a reasonable relationship to FDA procedures.  According to the Court, “to qualify at all for the exemption, an 
otherwise infringing activity must reasonably relate to the development and submission of information for FDA’s 
safety and effectiveness approval processes. The focus of the entire exemption is the provision of information to the 
FDA.” Moreover, the legislative record shows that the Act was narrowly tailored to have only a de minimus impact on 
a patent owner’s right to exclude others from making, using or selling the patent invention. Thus, the Court held: 

The ¤271(e)(1) safe harbor covers those pre-[patent] expiration activities ‘reasonably related’ to acquiring FDA 
approval of a drug already on the market. Within this framework and language of the 1984 Act, the district court 
correctly confined the ¤271(e)(1) exemption to activity that ‘would contribute (relatively directly)’ to information 
the FDA considers in approving a drug. The exemption viewed in this context does not endorse an interpretation of 
¤271(e)(1) that would encompass drug development activities far beyond those necessary to acquire information 
for FDA approval of a patented pioneer drug already on the market. It does not, for instance, expand the phrase 
‘reasonably related’ to embrace the development of new drugs because those new products will also need FDA 
approval. Thus, ¤271(e)(1) simply does not globally embrace all experimental activity that at some point, however 
attenuated, may lead to an FDA approval process. The safe harbor does not reach any exploratory research that may 
rationally form a predicate for future FDA clinical tests.
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The Federal Circuit recognized, and patent owners undoubtedly agree, that an expansive reading of ¤271(e)(1) 
would “effectively vitiate the exclusive rights of patentees owning biotechnology tool patents” and would “swallow 
the whole benefit of the Patent Act for some categories of biotechnological inventions.” It is clear from this opinion 
that, in the future, research-based companies will be increasingly forced to entertain licensing agreements with 
the owners of patented biotech research tools in order to use those tools for developing new products. This case 
represents a significant win for biotech patent owners nationwide. 
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UNDERSTANDING THE SUPREME COURT’S FESTO DECISION
By Pamela Winston Bertani

In May, 2002 the United States Supreme Court issued its long-awaited ruling in the seminal patent infringement 
case of Festo Corp. v. Shoketsu Kinzoku Kogyo Kabushiki Co., 122 S.Ct. 1831 (May 28, 2002). This landmark decision 
will significantly influence the outcome of patent litigation cases and patent prosecution efforts, particularly with 
respect to application of the doctrine of equivalents and prosecution history estoppel.

The doctrine of equivalents allows a patent owner to establish infringement where the defendant’s accused device 
does not literally infringe a patented invention. This doctrine prevents would-be patent pirates and knock-off artists 
from making minor changes to patented inventions in order to avoid liability for infringement. Conversely, the 
doctrine of prosecution history estoppel prevents a patent owner from using the doctrine of equivalents to establish 
infringement if the accused device was disclaimed during the patent application process. For instance, a patent 
owner may surrender subject matter and narrow the scope of claims to overcome a PTO rejection (i.e., to overcome 
a prior art rejection). If so, the patent owner cannot later use the doctrine of equivalents to establish infringement 
if the accused device is within the scope of what was disclaimed during the patent prosecution process. Under 
this doctrine, the prosecution history estopps a patent owner from regaining subject matter that was surrendered 
during the patent prosecution process.

Petitioner Festo Corporation (“Festo”) owns two patents for an industrial device. During the process of obtaining the 
first of these patents, the Patent and Trademark Office (“PTO”) examiner rejected the initial patent application due to 
defects in the corresponding description of the invention. To overcome this rejection, the application was amended 
to add two new limitations – that the device would contain a pair of one-way sealing rings and that its outer sleeve 
would be made of a magnetizable material. The second patent application was also amended during a reexamination 
proceeding to add the sealing rings limitation. After Festo began selling its device, respondents (“Shoketsu”) entered 
the market with a similar device. Festo thereafter filed suit, claiming that Shoketsu’s device was so similar that it 
infringed Festo’s patents under the doctrine of equivalents.  The District Court agreed with Festo and rejected 
Shoketsu’s argument that Festo’s prosecution history should estopp Festo from saying that Shoketsu’s device was 
equivalent. A Federal Circuit panel initially affirmed, but the U.S. Supreme Court granted certiorari, vacated and 
remanded. On remand, the en banc Federal Circuit reversed, holding that: patent application prosecution history 
estoppel applied and prevented Festo’s infringement claims; estoppel arises from any amendment that narrows a 
claim to comply with a PTO rejection (i.e., not only from amendments made to avoid prior art); and that when estoppel 
applies, it is an absolute bar to any claim of equivalence for the element that was amended. In other words, once an 
element is narrowed via amendment, the patent holder is absolutely barred from raising the doctrine of equivalence 
to establish infringement with respect to the amended claim. In so holding, the en banc court acknowledged that 
this holding was contrary to its prior cases, which applied prosecution history estoppel as a flexible, rather than 
absolute, bar to using the doctrine of equivalents to establish infringement of amended claims. This court overruled 
its precedents on the ground that their case-by-case approach had proved unworkable.
 
In May of this year, the U.S. Supreme Court vacated the Federal Circuit’s ruling and remanded the case for further 
consideration. According to the Supreme Court’s holding, the Federal Circuit correctly found that prosecution 
history estoppel may apply to any claim amendment made to satisfy Patent Act requirements, not just to 
amendments made to avoid prior art. However, the Supreme Court rejected the Federal Circuit’s absolute bar 
approach to applying prosecution history estoppel and replaced it with a rebuttable presumption that the patentee 
must overcome to establish infringement under the doctrine of equivalents. Under the Court’s new framework for 
resolving infringement claims based on the doctrine of equivalents, the patentee now bears the burden of showing 
that an amendment did not surrender the particular equivalent in question. According to the Court, as the author 
of the claim language, the patentee’s decision to narrow his claims through amendment is presumptively a general 
disclaimer of the territory between the original claim and the amended claim. In cases where the amendment 
cannot reasonably be viewed as surrendering a particular equivalent, the patentee can rebut the presumption that 
prosecution history estoppel bars an equivalence finding by showing that at the time of the amendment, one skilled 
in the art could not reasonably be expected to have drafted a claim that would have literally encompassed the 
alleged equivalent.  For instance, where the equivalent in question was unforseeable at the time of application or 
the rationale underlying an amendment bears only a tangential relationship to the equivalent, the patentee may 
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successfully rebut the prosecution history estoppel presumption. Thus, in contrast to the Federal Circuit’s ruling, 
estoppel does not automatically bar suit against every equivalent to an amended claim element. Rather, when a 
patent owner attempts to establish infringement under the doctrine of equivalents, and is faced with a prosecution 
history estoppel challenge, the patent owner now bears the burden of showing that the amendment did not surrender 
the equivalent in dispute.

According to the Court, the Federal Circuit ignored well-established case law in this area which instructs that 
courts must be cautious before adopting changes that disrupt the settled expectations of the inventing community. 
Thus, consistent with the tried-and-true application of prosecution history estoppel, the Supreme Court found that 
if a patent owner originally claimed the subject matter that is alleged to infringe, but then narrowed the claim 
in response to a PTO rejection, she may not argue later that the surrendered territory comprised an unforseen 
equivalent. This is logical because the patent owner’s decision to submit the amended, narrowed, claim is a 
concession that the invention as patented does not reach as far as the original claim. As the Court aptly points out, 
were it otherwise, the inventor might avoid the PTO’s gatekeeping role and seek to recapture in an infringement 
action the very subject matter that was surrendered as a condition of receiving the patent. But on the other hand, 
prosecution history estoppel does not bar the inventor from asserting infringement against every equivalent to the 
narrowed claim. By amending and narrowing the original claim, the inventor is deemed to concede that the patent 
does not extend as far as the original claim – not that the amended claim is so perfect in its description that no 
one could devise an equivalent.  Courts have consistently applied prosecution history estoppel in a flexible manner, 
considering which equivalents were surrendered during a patent’s prosecution, rather than imposing a complete 
bar to any conceivable equivalent. As the Court stated, the scope of a patent is not limited to its literal terms but 
instead embraces all equivalents to the claims described. Thus, equivalents remain a firmly entrenched part of the 
settled rights protected by a patent.

The Supreme Court remanded this case for a determination of whether Festo has successfully rebutted the 
presumptions that estoppel applies and that the equivalents at issue were surrendered based on prosecution 
history. No doubt, further developments in this case will be closely monitored.
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PREVENTING PIRACY OR PROTECTING PRIVACY: WHICH INTEREST PREVAILED? 
By Dale C. Campbell

An artist’s right to identify an individual infringer verses and individual’s right of privacy in using the internet have 
been hotly debated in the Unites States District Court for the District of Columbia case entitled Recording Industry 
Association of America v. Verizon Internet Services (Case No. 02-MS-0323 JDB).  Last week, one side prevailed.

The Recording Industry Association of America (“RIAA”) moved to enforce a subpoena served on Verizon Internet 
Services (“Verizon”) under the Digital Millennium Copyright Act of 1998 (“DMCA” or “Act”) 17 U.S.C. ¤ 512, to compel 
Verizon to identify an anonymous user of Verizon’s internet service who was alleged to have infringed copyrights 
with respect to more than 600 songs downloaded from the internet on a single day. The RIAA had been able to learn 
the user’s Internet Protocol address, but not the identity of the alleged infringer.  Only the internet service provider 
can identify the user. Verizon challenged the subpoena on the grounds that the subpoena power granted under the 
DMCA applies only to infringing material stored on the service provider’s network, but not to infringing material that 
is simply transmitted over the service provider’s network. The RIAA argued that the DMCA subpoena power applied 
to all internet service providers, not just to those who stored the infringing material on their servers. The District 
Court agreed with the RIAA, 2003 U.S. Dist. LEXIS 681.

The DMCA amended the Copyright Act, and created a new Section 512 entitled “Limitations on Liability Relating 
to Material On-Line.”  The amendments were intended to limit the liability of internet service providers for acts 
of copyright infringement by customers who are using the service provider’s systems or networks. The statute 
identified four general categories of activity and created a series of “safe harbors” that allowed service providers to 
limit their liability for copyright infringement by their customers if the service provider satisfied certain conditions 
under the DMCA.

A service provider falls within one of the four subsections of the DMCA based on how the alleged infringing material 
interfaces with the service provider’s system or network.  The four general categories are: Section 512(a) transitory 
digital network communication where the allegedly infringing material is simply transmitted through the system or 
network controlled by the service provider; Section 512(b) where the infringing material is temporarily stored on the 
service provider’s service or network known as “system caching”; Section 512(c) the allegedly infringing material is 
stored on the internet provider’s system or network at the direction of the user; or Section 512(d) the user utilizes a 
link or index directing one to the infringing material.

Each of these four subsections specify certain conditions the internet service providers must satisfy in order to 
qualify for the “safe harbor” provisions of the DMCA.  The service provider must also implement and inform its users 
of its policy to terminate a subscriber’s account in the event of repeat copyright infringement.

The DMCA contains a novel provision permitting a copyright owner to obtain and serve on the service provider a 
subpoena seeking the identity of a customer alleged to be infringing the owner’s copyright. (Section 512(h).) The 
subpoena is issued by the Clerk of the United States District Court upon request of the copyright owner and must 
include “a copy of a notification described in (c)(3)(A)”, and a sworn declaration saying the subpoena is solely to 
ascertain the identity of the alleged infringer, which information will be used only to protect rights to the copyright.  
(Section 512(h)(2).) The subpoena requires the served service provider to “expeditiously disclose” information 
sufficient to identify the alleged infringer.

RIAA served a properly issued subpoena on Verizon seeking to identify one of Verizon’s customers who had allegedly 
downloaded over 600 copyright-protected songs of copyrighted material on one day through the use of KaZaA’s 
peer-to-peer file sharing software. Verizon challenged the subpoena on the grounds that the alleged infringing 
material was simply transmitted through its system or network therefore falling within subsection 512(a), not 
subsection 512(c) under which the infringing material must be “stored” on the network or system. The importance 
of this distinction in the eyes of Verizon is found within the specific notice provisions contained in subsection 512(c). 
Subsection 512(c)(3)(A) requires the notification of claimed copyright infringement under section 512(c) must include 
a written description to the service provider identifying the alleged infringing work, the person authorized to act 
on behalf of the copyright owner, the specific material to be removed or disabled on the system and its location, 
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and other specific detailed information. This notification requirement is found only within section 512(c) and there 
is no similar notification requirement within section 512(a) or elsewhere in section 512. However, the notification 
requirement of subsection 512(c)(3) is referenced in conditions under both subsections (b) and (d).

Verizon challenged RIAA’s subpoena based upon the notification requirements of subsection 512(c). Verizon 
argued that a subpoena issued under the DMCA is “conditioned” on notification under section 512(c)(3)(A) and said 
notification requirement only applies to alleged infringing material that “resides” on the service provider’s system 
or network. Therefore, Verizon argued, conduct falling under section 512(a), in which the alleged infringing material 
is simply transmitted through the service provider’s system or network, is outside the subpoena power of section 
512(h). The RIAA, on the other hand, argued that the subpoena power under section 512(h) applies to all service 
providers within the provisions of sections 512(a) through 512(d).

The District Court agreed with the RIAA finding that section 512(h) subpoena authority applies to service providers 
within not only subsection (c) but also subsections (a), (b), and (d) of section 512. In doing so, the Court looked to 
the statutory language and to the purpose and policy behind the DMCA. The Court looked to the broad definition 
of “service provider” found within subsection (k) to find that use of the phrase “service provider” under section 
512(h) dealing with the subpoena power applies to all service providers, not just service providers defined within 
subsection (c). The Court rejected Verizon’s argument that since section 512(a) does not reference the notice required 
under section 512(c)(3)(A), it falls outside of the DMCA subpoena power. The Court dismissed Verizon’s “constrained 
reading” and found that the language of the DMCA did not limit the subpoena power solely to situations where the 
infringing material was stored on the service provider’s network.

The Court also looked to the purpose and policies behind the DMCA to reject Verizon’s arguments. The DMCA 
afforded service providers with liability protections in exchange for assisting copyright owners in identifying and 
dealing with infringers who misuse the service provider’s system. The trade-offs contained within the DMCA was 
that copyright owners would forego pursuing service providers in exchange for service providers’ assistance and 
cooperation in identifying and acting against accused infringers. Verizon also argued that the burden to be placed 
upon service providers for having to identify all possible infringing material simply transmitted over its system 
under section 512(a) would be unduly burdensome. Verizon pointed out that there are more than 100 million copies 
of KaZaA’s peer to peer file-sharing software that had been downloaded, and more than two million of its users 
are commonly online at any given time. Peer-to-peer file sharing software allows users to swap files that reside 
on their own computers – not on the service provider’s networks. Policy considerations were further complicated 
by the fact that peer-to-peer file sharing technology did not even exist in 1998 when the DMCA was enacted. The 
Court nonetheless rejected Verizon’s request to create a judicial exception, deferring to Congress’ expertise and 
Constitutional authority. While use of the peer-to-peer method for swapping copyrighted material over the internet 
is quite prevalent, the Court felt that the trade-off for the service providers in receiving liability protection was not 
outweighed by the potential burden.

Numerous amicus briefs were filed on behalf of Verizon, many of which raised constitutional challenges to the 
DMCA’s subpoena power. Verizon, however, did not raise these constitutional issues directly, simply stating in a 
footnote that the subpoena power “raises substantial questions.” The Court declined to rule upon the constitutional 
issues raised by the amicus briefs in light of Verizon’s failure to brief the issues fully. Nevertheless, the Court noted 
that the First Amendment does not protect copyright infringement.  (Harper & Row, Publishers. Inc. v. Nation 
Enterprises, 471 U.S. 539, 555-560 (1985).)  The Court also noted that several lower federal courts have specifically 
recognized that the First Amendment may protect an individual’s anonymity on the internet. (Doe v. 2TheMart.com, 
Inc., 140 F.Supp.2d 1088, 1097 (W.D. Wash. 2001); ACLU v. Johnson, 4 F.Supp.2d 1029, 1033(d) 

(N.M. 1998); ACLU of Georgia v. Miller, 977 F.Supp. 1218, 1230 (N.D. GA. 1997).  However, neither Verizon nor any 
amici even suggested that anonymously downloading more than 600 songs from the internet without authorization 
is protected expression under the First Amendment.

Thus, one District Court has found that the subpoena power granted by the DMCA applies to all service providers, not 
just those who store the allegedly infringing material. The internet user’s rights to anonymity were not specifically 
addressed; particularly because of the underlying facts indicating that the alleged infringer had downloaded over 
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600 copies of copyrighted protected work in one day. The issues concerning an internet user’s right of privacy and 
right to anonymity may still prevail with different facts.
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IF THE ENQUIRER CAN DO IT, WHY CAN’T I? 
By Joshua I. Deutsch 

Arnold Schwarzenegger taking up residence in the Capitol City serves to highlight the increasingly blurry line 
between news and celebrity. What if, for instance, you were to take a candid photograph of our new Governor and 
post the picture for sale on E-Bay.  Is such conduct permitted? Can a photographer sell pictures that he has taken 
of a celebrity in public via the Internet or otherwise? Or by doing so, has the photographer infringed the celebrity’s 
right of publicity and “stolen” some of the celebrity’s value?

California common law recognizes a cause of action for misappropriation of a person’s name or likeness. Such a 
claim requires proof of: (1) the defendant’s use of the plaintiff’s identity; (2) the appropriation of plaintiff’s name or 
likeness to defendant’s advantage, commercially or otherwise; (3) lack of consent; and (4) resulting injury. California 
also has a statutory cause of action for misappropriation of one’s likeness under California Civil Code section 3344.  
An action will lie under that statute where a plaintiff can show that another knowingly used his name, photograph 
or likeness, in any manner, on or in products, merchandise, or goods, or for purposes of advertising or selling, or 
soliciting purchases or, products, merchandise, goods or services, without the plaintiff’s prior consent.

Under both common law and section 3344, one accused of violating another’s right of publicity may assert a First 
Amendment defense based on the notion that the subject matter of the expression was in the public interest such 
that the public had a right to know about it.  Such a defense extends to almost all reporting of recent events as well 
as to publications about people who, by their accomplishments, mode of living, professional standing or calling, 
create a legitimate and widespread attention to their activities.

In balancing the right of publicity against the First Amendment, the question is whether the public interest in a 
celebrity outweighs the harm to the celebrity from being deprived of his ability to market himself for profit. This 
balance process requires that:  (1) the nature of the precise information conveyed and the context of the communication 
be identified and weighed to determine the public interest in the expression; and (2) the public interest be weighed 
against the plaintiff’s economic interests and noneconomic interests if the publicity right relied on is rooted in 
privacy. Another way of stating the inquiry is whether the celebrity likeness is one of the raw materials from which 
an original work is synthesized, or whether the depiction or imitation of the celebrity is the very sum and substance 
of the work in question. As one court framed the inquiry, the question is “whether a product containing a celebrity’s 
likeness is so transformed that it has become primarily the defendant’s own expression rather than the celebrity’s 
likeness … [or] whether the marketability and economic value of the challenged work derive primarily from the fame 
of the celebrity depicted.”

The fact that one makes a profit from the expression does not alone render such expression “commercial”. Moreover, 
First Amendment free speech protections extend beyond media businesses. For example, in Hoffman v. Capital 
Cities/ABC, Inc., the court held that L.A. Magazine could publish a digitally altered photograph of Dustin Hoffman as 
“Tootsie” in a new designer dress to illustrate an article entitled “Grand Illusions.”  The decisive factor in that case 
was that the actor’s likeness was not published as an advertisement. “Any commercial aspects [were] ‘inextricably 
entwined’ with expressive elements, and so they [could not] be separated out ‘from the fully protected whole.’ “ 
It is not the business of the messenger, but the commercial nature of the message, that distinguishes infringing 
activity.

Furthermore, celebrity photographs may be used to advertise the publications in which they appear because the 
owner of a product is entitled to show that product to entice customers to buy it. Likewise, as established in Montana 
v. San Jose Mercury News, the court permitted the contemporaneous reproduction in poster form of a picture printed 
in a newspaper embodying Joe Montana’s likeness.  The court concluded that such posters were entitled to First 
Amendment protection because Montana’s name and likeness appeared in the posters for the same reason that 
they appeared in the newspaper, namely, because Montana was a major player in contemporaneous newsworthy 
sports events.  Under these circumstances, Montana’s argument that the newspaper used his face and name solely 
to extract the commercial value from them failed, notwithstanding the fact that the posters were sold for profit.

Compare, however, Downing v. Abercrombie  & Fitch, in which the court held that the use of surfers’ photographs 
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for a clothing company’s commercial benefit did not contribute significantly to a matter of the public interest and 
therefore, that the company was not entitled to a First Amendment defense.  The court found that there was a 
tenuous connection between the photographs and the theme presented; the photograph was essentially being used 
as window dressing for the catalog.

Moreover, the court in Comedy III Prods., Inc. v. Saerup, Inc., recognized that speech about public figures does not 
lose its constitutional protections because it is for the purpose of entertaining rather than informing; a work of art 
is protected by the First Amendment even if it conveys no discernable message.

The rule then is that when artistic expression takes the form of a literal depiction or imitation of a celebrity for 
commercial gain, directly trespassing on the right of publicity without first adding significant expression beyond 
that trespass, the state law interest in protecting the fruits of artistic labor outweighs the expressive interests of 
the imitative artists. Therefore, when posting that candid photograph, also include an editorial about Governor 
Schwarzenegger. 
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INTELLECTUAL PROPERTY AND THE 2004 ELECTION 
By Joshua I. Deutsch

National security. The economy.  Gun control. The environment. These are the 2004 election issues that dominate 
the news.  But there are other, less-known, but nevertheless newsworthy, issues that will be decided this year, 
including the future of intellectual property rights.  Because the technology industry accounts for 8.2 percent of the 
United States’ economy, and is responsible for almost 30 percent of its annual growth, the regulation of intellectual 
property will affect the more visible election-year issues and therefore, should not be disregarded. 

Where do the Republican and Democratic candidates stand on intellectual property issues? 
Technological Development: Both President George W. Bush and Senator John Kerry have called for universal 
broadband for all Americans. They also both advocate cleaning-up the radio spectrum to permit wireless broadband 
and one-way video broadcasts without interference.  However, Senator Kerry’s camp fears that President Bush’s 
administration will simply give away hundreds of billions of dollars in spectrum rights to “insider” media giants, 
while President Bush has promised that companies will have to pay for those rights. 

In furtherance of universal broadband, President Bush has indicated that he opposes taxes on broadband, and 
wants a permanent ban on state taxation on Internet access.  Similarly, Senator Kerry, who was one of the initial 
sponsors of the Internet Tax Freedom Act in 1997, agrees but prefers a four year moratorium instead. 

In fostering technology development, the GOP has traditionally been friendlier to big business than the Democrats. 
Nevertheless, Senator Kerry is making an appeal to the technology industry’s fiscal concerns, vowing to cut taxes 
on capital gains and for research investments, and increasing federal spending on scientific and technological 
research. 

The First Amendment: President Bush supports Michael Powell, who he appointed as chairman of the Federal 
Communications Commission in 2001.  Mr. Powell, in turn, advocates controversial measures to increase by nearly 
tenfold the fines on broadcasters for airing indecent programs, and ordering Internet telephony providers to permit 
police to wiretap conversations carried by them. 

As a compliment to the Patriot Act, President Bush’s Attorney General, John Ashcroft, has drafted proposed 
legislation known as the Domestic Security Enhancement Act. Among other provisions, the DSEA would permit the 
FBI and state police to track the Web sites that an Internet user visits, what they search for, and to whom they chat 
through electronic-mail and instant messaging without a court order for up to 48 hours, if the user is suspected of 
“activities threatening the national security interest.”  The DSEA also targets encryption, by creating a new federal 
felony of willfully using encryption during the commission of a felony. 

Senator Kerry voted for the Patriot Act and has indicated that he wants to strengthen certain aspects of it relating 
to terrorism, such as improving intelligence information sharing.  At the same time, Senator Kerry is a sponsor of a 
bill in the Senate that would repeal a portion of the Patriot Act relating to surveillance and search warrants. 

Copyright and Patent: The Bush administration has aggressively sought to impose the protections of the Digital 
Millennium Copyright Act, including its restrictions on copyright circumvention, on America’s trading partners. 
Senator Kerry supported the DMCA without objection when it passed through the Senate in 1998. 

With respect to Internet file sharing, the current Justice Department has not asked for any new powers to file civil 
suits against non-commercial file swappers.  Similarly, Senator Kerry indicated that, while he believes in copyright, 
he does not think “any kind of mass file sharing that goes beyond the normal college dorm, room-to-room, person-
to-person, friend-to-friend kind of sharing is a violation of the law.” 

More generally, Vice-Presidential Nominee, Senator John Edwards, indicated that he believes in a “fair balance in 
intellectual property law,” with a “level playing field for different kinds of innovations.” Senator Edwards is concerned 
that some forms of intellectual property law have lost the balance between the rights they protect and the public 
interest.  For example, Senator Edwards believes that pharmaceutical patents should not be artificially extended 
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through legal manipulation, e.g., the filing of meritless patent infringement claims to block competition.  With 
respect to the current competition between proprietary licensing and open source IP protection, Senator Edwards 
explained that the government should not favor one means of IP protection over another, but rather the public 
should be free to choose for itself. 

What intellectual property issues are likely to be faced by the either President Bush or Senator Kerry during his first 
term as the 44

th 

President of the United States? 

The Ninth Circuit Court of Appeals recently affirmed the District Court’s decision in MGM v. Grokster, ruling that 
distributors of peer-to-peer file-sharing programs that use certain decentralized network designs may not be held 
contributorily or vicariously liable for copyright infringement by end-users.  Since Internet Service Providers cannot 
be compelled to reveal the identities of their users, it appears that any effect to control unlawful file sharing will 
have to come from the Legislature and be approved by the President. Such legislation has already been proposed to 
the Senate and is known as the “Inducing Infringement of Copyrights Act of 2004”. 

The pending case of Kahle v. Ashcroft challenges the constitutionality of changes to the Copyright Act whereby 
creative works are automatically entitled to copyright protection.  The lawsuit alleges that these modifications 
unlawfully changed the Copyright Act from an “optin” to an “opt-out” system. The outcome of this action could have 
significant effects on software development, and may require an Executive response.
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Acquisition/Investment in High Tech Companies: Not an Easy Process 
By Julie Garcia 

The acquisition of or investment in a high technology company is often a transaction that is not quickly entered 
into by the acquirer or investor. Prior to entering into a transaction, the potential acquirer/investor will generally 
perform due diligence to obtain a certain level of comfort level with the target company and the transaction. There 
are many levels of due diligence and the parties involved are generally different at each stage. Due diligence for 
transactions involving high technology companies will often include, but not be limited to, financial issues and 
intellectual property issues. The potential acquirer/investor will generally work through the chief financial officer 
and other financial members of the company to determine whether or not the transaction is financially viable and 
leave the intellectual property due diligence to those individuals with a technology background.

The cornerstone of most high technology companies is the intellectual property they own or possess. A major 
area of concern for the potential acquirer/investor will be to determine whether or not the target company owns 
the technology that is the basis of their products or if the company has acquired the intellectual property through 
licenses. The due diligence process generally takes a number of paths, each of which will lead the potential 
acquirer/investor to a desired level of comfort that the technology is secure in the company. These areas include, 
but are not limited to (i) patents or trade secrets; (ii) confidentiality and nondisclosure protection of the intellectual 
property; (iii) employment, independent contractor agreements and assignment of intellectual property; (iv) license 
agreements and other third party agreements relating to the intellectual property; and (v) pending or threatened 
litigation against the company. 

The intellectual property underlying the products or services of a high technology company is generally protected 
by means of patent protection, assuming the intellectual property qualifies for patent protection or protection 
under trade secret laws. The patent applications and other relevant documents should be reviewed during the 
due diligence process to determine how far along the process the company is in obtaining patent protection. In 
addition, trademark protection for the company’s logos and trade names should also be reviewed to determine if 
the trademarks have been registered or protected by common law. In the event the company has not begun the 
patent process, or has determined that the patent process is not the most viable alternative for the company, the 
due diligence process should include a review of the policies and procedures taken by the company to protect its 
intellectual property. 

A review of the nondisclosure and confidentiality policies and procedures should be undertaken by the potential 
acquirer/investor since many high technology companies enter into frequent discussions with third parties for 
various business reasons in which intellectual property disclosure is a vital component of the discussions. The 
potential acquirer/investor should review the policies and practices of the company to determine if the company 
adequately protects its intellectual property in discussions with third parties and has not inadvertently; either 
through lack of formal process or failure to follow established procedures, released intellectual property that was 
not subject to appropriate nondisclosure and confidentiality provisions. 

An important component of the due diligence process will be determining if the company obtained all the relevant 
assignments from independent contractors and employees, as appropriate. In addition, the due diligence process 
should be used to determine if there are any employees who are under obligation to prior employers prohibiting 
the use of intellectual property by such employee that is similar to that of the company. In addition to nondisclosure 
and confidentiality procedures for the release of information to third parties, a review of the confidentiality and 
nondisclosure agreements and procedures relating to employees and independent contractors, particularly 
employees with direct access to the intellectual property should be undertaken. 

Another major component of the due diligence process should include the determination of the existence of any 
license agreements for the company’s intellectual property, either licenses obtained by the company or granted 
by the company. In the event that the company obtained its intellectual property rights from third parties, it will be 
important for the potential acquirer/investor to know and understand the terms under which the company obtained 
the rights to the technology. In addition, any default provisions that may lead to the loss of the intellectual property 
will be important in the potential acquirer/investors determination of the viability of the transaction. The licensing 
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by the company of its intellectual property may also prove important for various reasons, namely, the potential 
revenue stream obtained from the licensing of the technology and any default provisions in the agreements that my 
lead to the loss of the intellectual property. The potential acquirer/investor will generally want to determine if there 
are any default provisions that may cause serious adverse effects to the company. 

Underlying the protection of intellectual property, proper assignment of intellectual property and licensing should 
be the review of any pending or threatened actions, litigation or claims against the company’s intellectual property 
that could adversely affect the company and its intellectual property. Proper due diligence will generally reveal any 
pending actions and should lead to the discovery of any threatened claims or actions that may be brought against 
the company, its employees or the intellectual property in the future. In the event there are threatened suits, the 
potential acquirer/investor should undertake an analysis to determine the merits of the potential case and the 
possible economic effect on the company to engage in defense of the action. Any pending actions or claims should 
also be examined to determine whether or not the defense of the actions or claims will use a substantial portion of 
the company’s assets, thereby placing financial and human resource constraints on the company that outweigh the 
benefit of the transaction. 

Prior to entering into a transaction for the purchase of assets or the investment in a company whose primary 
asset is based on intellectual property, the potential acquirer/investor should undertake appropriate due diligence 
regarding the intellectual property, including, but not limited to the protection of the intellectual property through 
patents, trademark registrations or common law protections, nondisclosure and confidentiality protection, proper 
assignment of the intellectual property to the company and licensing issues regarding the intellectual property. In 
addition, any pending or threatened actions, claims or litigation against the company or its employees regarding the 
intellectual property should be reviewed prior to the consummation of the transaction. 
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BETA TEST SITE AGREEMENTS REQUIRE CAREFUL CONSIDERATION
By Julie Garcia

The development of software is generally a long, involved process that requires a significant amount of time to plan, 
implement and test before a finished product is ready for introduction to the marketplace. Although the development 
of an idea usually has its roots in the solution to a problem, the developer will not know if the product truly performs 
in the manner in which it was intended until the software is used in a practical situation. In addition, the solution may 
not take into account all issues that may arise when used in the intended manner. Once the software is developed 
to a point where the implementation of software is possible, a beta test site will be sought to assist the developer 
in working through the issues and bugs that were not evident in the development stage. The use of a beta test site 
should be properly documented to set forth the terms of the agreement and understanding between the developer 
and the beta test site. The agreement generally should include, but not be limited to the following: (i) establish the 
license under which the beta test site will use the software, (ii) the obligations of the beta test site regarding feedback 
for the software; (iii) obligations of the developer regarding support and updates; (iv) ownership of the software and 
derivative works or modifications to the software; and (v) the warranties, if any, provided by the developer. 

In order to use the software, the beta test site will require a license from the developer. The license will generally 
provide the beta test site with minimal rights and include only the right to use the software pursuant to the 
specifications and intended use and the right to copy the software onto a limited number of computers for purposes 
of testing the software. The developer generally does not want to include the right to modify the software or to 
create derivative works. In addition, the beta test site will generally not be granted rights to produce, manufacture or 
distribute the software. The developer should reserve all other rights in order to control the use and dissemination 
of the software. In the event numerous beta test sites are used, the developer will want to maintain a tight control 
on the software and the rights granted in conjunction with the use and testing of the software. The term of the 
license will generally be set to coincide with the term of the beta testing. In the event a license will be granted to the 
beta test site for use of the final product, a new license should be entered into to establish new terms, rights and 
conditions appropriate for the final product. 

The beta test site will generally have specific obligations regarding the testing of the product and will be responsible 
for assisting the developer with understanding the practical use of the software and the problems that arise when 
used in the intended environme nt. The developer will generally require regular feedback regarding bugs and 
problems with the use and implementation of the software in order to effectively complete development of the 
product and finalize the product. In some cases, the developer will require written reports on a weekly, monthly 
or quarterly basis depending on the stage of development and type of software product. In other instances, the 
developer will establish a series of face to face meetings to discuss problems and potential solutions. 

In general, license agreements contain support and maintenance obligations of the licensor. Beta test agreements 
may establish certain obligations of the developer to provide service and maintenance obligations to the beta test 
site. The obligations may be in conjunction with the reporting obligations of the beta test site or may be set forth as 
separate obligations and independent of the beta test sites obligation to provide reports of problems. The developer 
will generally want to provide as much support as possible in order to properly understand the nature of the bugs 
and problems in the software. 

Establishing ownership of the software and any derivative works or modified versions of the software is important so 
that the developer maintains ownership of the intellectual property underlying the software. The developer should 
ensure that any ideas that should be assigned over to the developer are properly assigned to prevent the beta test 
site from asserting ownership over the derivative or modified work in the future. Any enhancements or suggestions 
by the beta test site incorporated into the software or future versions of the software should be owned by the 
developer to avoid ownership issues in the future. To the extent that the beta test site is adding significant value 
to the software, the beta test agreement should include a statement of the ownership and assignment provisions 
to the extent necessary to provide the developer with the appropriate ownership protection. In addition, to the 
extent necessary, the beta test agreement should obligate the beta test site to assist the developer in asserting its 
ownership to the extent additional documents are necessary to assign ownership. 
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Warranties for the software are generally not provided with beta test agreements since the software is under 
development and not ready for distribution to the public. The software is usually provided “As Is” and the beta test 
site generally acknowledges that the beta test software contains bugs, problems and potential issues related to 
its effective use. Since the developer has not completed testing of the software, the developer would be unable 
to establish that the software does in fact perform in the manner set forth in the written specifications for the 
software. The purpose of the beta test site is to assist the developer in determining whether or not the software does 
in fact perform to the established specifications and therefore the developer would not be in a position to provide a 
warranty to the beta test users of the software. 

Beta test sites provide a valuable resource for the developer and allow the beta test site the ability to test new 
software and assist in the development of the final product. The beta test site will generally not pay for the license to 
use the product, but will instead provide insights and suggestions for the improvement of the software to assist the 
developer in fixing bugs, problems with the software or providing suggestions for making the software more user 
friendly. A beta test site agreement will generally provide the user with a limited license to use the software and at 
the same time provide the developer with important feedback to assist in the development of the software. 
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ENCRYPTION SOFTWARE AND U.S. EXPORT REGULATIONS
By Julie Garcia and Steve Hamilton

If your company distributes or intends to distribute encryption software, familiarity with the Export Administration 
Regulations (EAR) is important.  The U.S. Department of Commerce’s Bureau of Industry and Security (BIS) 
implements and enforces the EAR, which regulates both the export and reexport of most commercial items.  In the 
land of encryption software, the term export includes any transmission outside of the United States, including the 
downloading of such software to locations outside the U.S., as well as any transfer within the U.S. to an embassy or 
affiliate of a foreign country.   Furthermore, any release of technology or source code subject to the EAR to a foreign 
national of another country is deemed a reexport to the home country or countries of that foreign national, unless 
the person is lawfully admitted for permanent residence in the U.S. Thus, even if you do not plan to ship product 
outside of the U.S., familiarity with the compliance process is important, since your software may still be subject to 
the EAR.   

In general, an entity may legally export an item from the U.S. either because the item is not controlled and there is 
“No License Required” (NLR), or because the item is controlled, but the entity has obtained a license or is eligible 
for a license exception.  Navigating your way through the EAR to determine whether or not you may legally export a 
particular item can be burdensome, but it is essentially a four (4) step process. The procedure consists of classifying 
your product, determining where the product will be exported to,  ascertaining who will use the product and what 
they will use it for, and either applying for an export license or utilizing a license exception. 

Regulated commercial items are listed on the Commerce Control List (CCL) according to an Export Control 
Classification Number (ECCN). Properly classifying your item is essential to ascertaining any licensing requirements 
imposed by the EAR.   The CCL is divided into categories with each category subdivided into subcategories consisting 
of software, hardware and other technology components. If you find your product falls under a particular ECCN, that 
means the item is controlled and you must proceed to the next step to determine the licensing requirements.  If 
your product is not on that list, you are generally free to export your product under the designation NLR.  However, 
there are restrictions if you intend to distribute the uncontrolled item to an embargoed country, to a prohibited end-
user or in support of a prohibited end-use.  These scenarios are dealt with in the later steps of the classification 
process. 

Encryption items are listed under a few different ECCN’s.  Encryption items are generally controlled by the BIS 
because they can be used to maintain the secrecy of information which may raise a national security concern.  
Ensuring that important and sensitive information of the private and public sectors are protected is considered 
a critical interest of the U.S. government and has resulted in the regulation of encryption software, among other 
items.  Other sovereigns hold similar beliefs, which led to the Wassenaar Arrangement in late 1995. The Wassenaar 
Arrangement was established between 33 countries in order to contribute to regional and international security and 
stability by promoting transparency and greater responsibility in transfers of conventional arms and dual-use goods 
and technologies. 

After you have classified your product, the destination of the product becomes important.  The EAR contains the 
Commerce Country Chart, which lists every country in the world on the vertical axis, and 8 possible reasons for 
export control.  To use this chart, you reference the item’s ECCN to determine the reasons for control.  The ECCN 
will list all applicable reasons for control and which reason column in the chart you should consult. You then find 
the country destination on the chart and match that with the corresponding reason for control. If there is an “X” in 
that box, you will need to obtain either a license or qualify for a license exception.  If there is no “X” for that country, 
then you can export the item NLR, subject to embargoes and use restrictions.  With respect to embargoed countries, 
virtually all exports and many reexports will require a license to the following countries: Cuba, Iran, Iraq, Libya, 
North Korea, Sudan, and Syria.  Encryption software is generally controlled for the following reasons: National 
Security (NS), Anti-terrorism (AT) and Encryption Items (“EI”). 

Next, you would need to determine who will be receiving the item and the end use of the product.  Certain individuals 
and organizations identified by the BIS are either prohibited from receiving U.S. exports entirely, or require a license 
to receive goods.  The following four lists should be consulted before exporting the product: The Entity List (EAR 
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744),  The Treasury Department Specially Designated Nationals and Blocked Persons List (EAR 764), The Unverified 
List, and the Denied Persons List. The same general principle applies to end-uses as applies to the destination, 
i.e., some are prohibited and some require a license.  EAR 744 sets forth end user concerns. Even if the country 
destination does not require a license or exception, a license exception may still be required due to the end-user or 
end-use. 

If the item you intend to export does require a license, it is important to determine if your product qualifies for a 
license exception.  License exceptions are set forth in part 740 of the EAR.  There are at least two (2) potentially 
applicable license exceptions with respect to encryption items: (i) the Technology and Software – Unrestricted (TSU) 
exception; and (ii) the Encryption Commodities and Software (ENC) exception.    

If your product does not qualify for a license exception, you will probably need to submit an application to obtain 
authorization under a license or an Encryption Licensing Arrangement for exports and reexports of encryption 
items. These applications will be reviewed on a case-by-case basis by BIS, in conjunction with other agencies, to 
determine if export of the item is consistent with U.S. national security and foreign policy interests. 

In general, only a relatively small amount of exports and reexports require a license from BIS for one reason or 
another, however, prior to exporting technology, particularly encryption items, the EAR should be consulted and 
export requirements determined. 
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NO REFUNDS: THE ENFORCEABILITY OF AN EXCLUSIVE REPAIR REMEDY CLAUSE IN A SOFTWARE 
DEVELOPMENT CONTRACT
By Julie L. Harlan

The construction and implementation of custom or customized computer software is a high-risk endeavor that, 
more likely than not, will fail in some respect.  The reasons for such failures are numerous: software programming 
and architecture is an inexact science; customers often have unrealistic expectations; customers and developers 
fail to effectively communicate with each other. 

Because businesses are increasingly dependent upon complex software, software developers risk substantial 
financial liability should the new software system fail. For instance, in 1993, the State of Mississippi hired a software 
developer to build software within 36 months to collect taxes.  Sixty-four months later, the developer still had 
not been able to deliver functioning software. Mississippi sued for breach of contract, breach of warranty and 
misrepresentation. A jury found the developer liable on all counts and awarded Mississippi actual damages of 
$299,539, 652.00 based upon the cost to build a new system and the lost revenues that Mississippi anticipated 
collecting had the software been operational within the 36 month period.  The parties ultimately settled the case 
for $185 million.

1 

While the Mississippi case poses an extreme example of a software developer’s exposure to liability, most software 
developers are aware of their risks and attempt to contractually limit their exposure.  Most software development 
contracts are found to involve the sale of goods and thus are governed by the UCC, even for custom software which 
entail mostly services. Thus, an obvious method of limiting developer liability is to expressly disclaim  the implied 
warranties of merchantability and fitness for a particular purpose. 

However, user functional requirements, gap analyses, system and user acceptance criteria, all of which are 
necessary for an effective software development contract, can be interpreted  as express warranties. It is more 
difficult to disclaim express warranties under the UCC. See CAL.COM CODE §2316. Consequently, it is extremely 
important for a software developer to craft a contractual clause that effectively limits the developer’s liability in the 
likely event that one of these express warranties are breached. 

One of the more popular methods of limiting a software developer’s liability is to insert a clause in the contract 
that limits the customers’ remedy exclusively to a right to repair.  From a litigation standpoint, this is a bad idea. 
Although such clauses have been found to be enforceable, a growing minority of courts, including California courts, 
have found these clauses not only to be unenforceable, but also to potentially invalidate waivers of consequential 
damages. As evidenced by the Mississippi case, such a result could be catastrophic for a company. A safer route is 
to require the customer to first seek the repair remedy and to cap any damages in the event that the repair remedy 
fails.

1

 See State v. American Mgmt. Sys., Inc., No. 251-99.382-CIV (Circuit Court of Hinds County, Mississippi, April 22, 
1999); Press release of the Department of Information Technology Services, August 29, 2000 at http://www.its.state.
ms.us/news/rel20000829.htm.

California Commercial Code section 2719 governs contractual limitations of remedies for the sale of goods. Section 
2719 provides: 
(1) Subject to the provisions of (2) and (3) of this section and of the preceding section on liquidation and limitation 
of damages, 
(a) The agreement may provide for remedies . . . in substitution for those provided in this division and may limit . 
. . the measure of damages recoverable under this division, as by limiting the buyer’s remedies . . . to repair and 
replacement of nonconforming goods or parts; and 
(b) Resort to a remedy as provided is optional unless the remedy is expressly agreed to be exclusive, in which case 
it is the sole remedy. 
(2) Where circumstances cause an exclusive or limited remedy to fail of its essential purpose, remedy may be had 
as provided in this code. 
(3) Consequential damages may be limited or excluded unless the limitation or exclusion is unconscionable. . . . 
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Limitation of consequential damages where the loss is commercial is valid unless it is proved that the limitation is 
unconscionable. 

CAL. COM. CODE § 2719. 
An exclusive repair remedy is most often challenged on the ground that the vendor failed to make the necessary 
repairs, and therefore the remedy failed in its essential purpose.  For instance, in S. M. Wilson & Co. v. Smith 
International, Inc., 587 F.2d 1363 (9

th
 Cir. 1978), the Ninth Circuit addressed the effect an inability to repair had upon 

an exclusive remedy provision limiting a buyer’s remedy to repairs under California law.  In S. M. Wilson, it was 
undisputed that the seller’s attempts at repair had failed. Id. The Ninth Circuit observed that: 
[T]he limited repair warranty, however, rests upon at least three assumptions: that the warrantor will diligently 
make repairs, that such repairs will indeed ‘cure’ the defects, and that consequential loss in the interim will be 
negligible. So long as these assumptions hold true, the limited remedy appears to operate fairly and, as noted 
above, will usually withstand contentions of ‘unconscionability.’  But when one of these assumptions proves false in 
a particular case, the purchaser may find that substantial benefit of the bargain has been lost.

S. M. Wilson, 587 F.2d at 1375 (citing Eddy, “On the Essential Purposes of Limited Remedies:  The Metaphysics of 
UCC Section 2-719(2),” 65 Calif. L.Rev. 28 (1977)).  The Court held that the right to repair remedy had failed, thus 
making all remedies under the UCC available to the customer. Id. However, the Court declined to hold that the 
failure to of the right to repair remedy automatically invalidated the wavier of consequential damages. Instead, the 
Court held that such a determination must be made on a case by case basis, reasoning that Parties of relatively 
equal bargaining power negotiated an allocation of their risk of loss. Consequential damages were assigned to the 
buyer, . . . The machine was a complex piece of equipment designed for the buyer’s purposes. The seller . . . did 
not ignore his obligation to repair; he simply was unable to perform it.  This is not enough to require that the seller 
absorb losses the buyer plainly agreed to bear. Risk shifting is socially expensive and should not be undertaken 
in absence of a good reason. An even better reason is required when to so shift is contrary to the contract freely 
negotiated. The default of the seller is not so total and fundamental as to require that its consequential damages 
limitation be expunged from the contract. 
Milgard II, 902 F.2d at 708-09 (emphasis in original). 

One of the few cases addressing the enforceability of an exclusive repair remedy for software is RRX Industries, 
Inc. v. Lab-Con, Inc. 772 F.2d 543 (9

th
 Cir. 1985). As explained previously, software presents a special problem when 

determining whether an exclusive repair remedy fails in its essential purpose, because software, by its very nature, 
is not perfect. However, RRX would support an argument that, if the “bugs” in the software are so fundamental 
that they severely impact the system’s operability, then not only will the exclusive repair remedy fail but also the 
consequential damages exclusion will fail. The clause at issue in RRX states: 
“Kelly [now Lab-Con] warrants that the software shall be free of programming “bugs” for the term of the license, 
and that Kelly shall correct any such programming “bugs” (whether discovered by Kelly, User, or others) at no 
cost to user. The liability of Kelly under this warranty, or under other warrant express or implied shall be limited in 
amount to $52,300.00 or such lesser sum that shall have actually been paid by User to Kelly pursuant to Paragraph 
5 of this Agreement”. Thus, under the contract, Lab-Con undertakes to protect programming bugs, i.e., to “repair,” 
but the parties agree that Lab-Con’s liability for consequential damages for failure to correct the “bugs” shall in no 
event exceed the contract price. The bargain struck by the parties was that, while Lab-Con would be obligated to 
keep the software free of “bugs,” there would be a precise “cap” on Lab-Con’s liability. 

RRX Industries, 772 F.2d at 548 (quoting contract, italics in original). 
The buyer in RRX contended that bugs appeared in the system shortly after the installation of the software system. 
The buyer further contended that although the seller attempted to repair the bugs by telephone patching, the defects 
continued to exist. Id. at 544. The buyers sued the seller alleging breach of contract and fraud. The Central District 
of California concluded that the seller in fact had materially breached the software contract and awarded the buyer 
the amount paid under the contract plus consequential damages. Id. The seller appealed arguing that the buyer’s 
exclusive remedy was the right of repair and that the buyer’s consequential damages amount was limited to the 
price of the contract. 

The Ninth Circuit affirmed that when an exclusive or limited remedy fails in its essential purpose, all remedies 
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available for breach of contract become available. RRX Industries, 772 F.2d at 547. The Ninth Circuit, relying upon 
its previous decision in S. M. Wilson, further held that, while a failure of an exclusive repair remedy does not 
automatically render a consequential damages exclusion invalid, the facts supporting the finding that the exclusive 
repair remedy failed could also support a finding that the exclusion of consequential damages is unconscionable. 
Id. 

The Ninth Circuit found no abuse of discretion by the district court in finding not only that the contract failed in its 
essential purpose, thereby negating the exclusive repair remedy, but also that the essential purpose of the contract 
failed so fundamentally that it also negated the consequential damages exclusion of the contract. RRX Industries, 
772 F.2d at 547.  Specifically, the Ninth Circuit observed: 
The district court’s award of consequential damages is consistent with S. M. Wilson. The court concluded that 
“since the defendants were either unwilling or unable to provide a system that worked as represented, or to fix the 
internal ‘bugs’ in the software, these limited remedy failed of their essential purpose. . . .” ... This is a finding that 
both limited remedies failed of their essential purpose. The trial judge did not state that because the repair remedy 
failed, the limitation of damages provision should not be enforced. 

RRX, 772 F.2d at 547 (emphasis in original). Thus, the software developer was liable to the customer not only for the 
contract price, but also for the customer’s consequential damages. 

The best method to ensure that the inability to repair some defect in a software contract does not invalidate a waiver 
of consequential damages is to avoid exclusive repair remedies altogether. Instead, a software developer should 
insist on a clause making the right to repair a prerequisite to seeking damages and limiting damages to the contract 
price. Such a provisions ensures that the contract provides a minimum adequate remedy for the customer and 
avoids the risk of an exponential damage award against the software developer. 
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UNITED STATES DEPARTMENT OF JUSTICE ISSUES INTELLECTUAL PROPERTY REPORT 
By Julie L. Harlan
 
Counterfeiting consists of not just fake Louis Vuitton handbags, but also fake prescription drugs and other 
products that could potentially jeopardize the lives and health of the American public.  For instance, a recent liver-
transplantee’s health continued to deteriorate until it was discovered that he had been receiving a counterfeit drug 
which did not contain the necessary dosage of medicine.  So begins the United States Department of Justice’s 
“Report of the Department of Justice’s Task Force on Intellectual Property” published in October.  The Task Force 
justifies an increase in federal resources to combat intellectual property crimes not just on the much-publicized 
loss of revenue to pop stars such as Jessica Simpson resulting from illegal downloading, but the more serious 
safety threat presented by counterfeit products such as prescription drugs and car parts.  More tenuously, the Task 
Force argues that increased enforcement efforts are necessary because intellectual property crime is so profitable 
it may fund terrorist organizations attracted by the profitability of such offenses.  

Among the more interesting items contained in the report is that the Department of Justice considers Sacramento 
to be a region of the country where intellectual property producers contribute significantly to the national economy, 
justifying the creation of a Computer Hacking and Intellectual Property Unit (“CHIP Unit”) in the region.   The 
Department’s 13 CHIP Units specialize in prosecuting computer crime and intellectual property cases, work with 
local intellectual property industries to prevent computer crime and intellectual property offenses, and train federal, 
state and local prosecutors and investigators.  The first CHIP Unit was established in 2001 in San Jose. The Task 
Force reports that in 2003, the first full year after all 13 CHIP Units became operational, the CHIP Units filed charges 
against 46% more defendants than they had averaged in the four fiscal years prior to the formation of the units. 

In addition to adding more prosecutors specializing in intellectual property crimes, the Task Force announces a new 
department policy that intellectual property offenses will henceforth be prosecuted to the full extent of the law. The 
Task Force notes that, although many crimes involve intellectual property offenses, too often the emphasis of the 
investigation centers upon the non-intellectual property offenses. For instance, in an investigation of counterfeit 
drugs, the resulting charges are more likely to be under federal statutes prohibiting the sale of adulterated 
pharmaceuticals rather than under federal trademark laws. The Task Force urges that a new Department policy 
be enacted whereby any applicable intellectual property offenses be charged regardless of whether the focus of 
the investigation is on a more serious offense to send a message that intellectual property crimes will not be 
tolerated. 

Other recommendations include increasing the number of Special Agents in the FBI assigned to intellectual 
property investigations and enhancing training programs for prosecutors and law enforcement agents investigating 
intellectual property offenses. 

The other interesting part of the Task Force’s report is its stance on pending legislation that could affect intellectual 
property. For instance, the Task Force recommends that materials and equipment used to create counterfeit 
products be subject to seizure and that legal loopholes that allow trafficking in counterfeit labels simply because 
they have not yet been attached to counterfeit goods be closed. The Task Force then notes that the proposed Anti-
Counterfeiting Amendments of 2003 (H.R. 3632) would expand the prohibition of trafficking in counterfeit labels 
for copyrighted works to include genuine but unauthorized labels and packaging and would permit the seizure of 
equipment used in producing counterfeit and unauthorized labels. Another proposed piece of legislation, the Stop 
Counterfeiting in Manufactured Goods Act (H.R. 4358) also would require the destruction of equipment used to 
manufacture and package counterfeit goods and the forfeiture of any proceeds from the manufacture and sale of 
such goods and would prohibit the sale of counterfeit labels that are not attached to any goods and the sale of labels 
that incorporate an unauthorized reproduction of a trademark. 

The Task Force also notes that a copy of a copyrighted work is more valuable before it can be legitimately obtained by 
anyone else and that the retention of such a copy would permit the holder to distribute copies before the legitimate 
rights holder; therefore, the Task Force recommends amending the copyright laws to reflect the premium value of 
pre-release copies.  Two proposed bills would address this issue: the Piracy Deterrence and Education Act (H.R. 
4077) and the Artists’ Right and Theft Prevention Act of 2003 (S. 1932) would, among other things, declare the 
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camcording of films in movie theaters to be a federal felony without proof of the value of a copy of the particular film 
at issue. 

In addition, the Task Force observes that, although the distribution of unauthorized copies of copyrighted works 
where the total retail value of the original work multiplied by the number of unauthorized copies reaches a certain 
monetary threshold is a criminal violation, this does not deter the release of copyrighted works over the Internet. 
Therefore, the Task Force recommends that the making files available over the Internet for others to copy be treated 
as the equivalent to distribution and that the criminal statute also prohibit people from knowingly making available 
to the public a threshold number of infringing copies or exceeding a threshold value.  The Piracy Deterrence and 
Education Act (H.R. 4077) would amend the criminal copyright statute to clarify that it may be a violation merely to 
offer copyrighted works in a digital format for others to copy. 

In addition to recommendations that are reflected in pending bills, the Task Force enumerates a number of additional 
areas for possible legislation. For instance, under current law it is illegal to sell or attempt to sell counterfeit goods, 
but it is not illegal to merely possess counterfeit goods with the intention of selling them.  The Task Force proposes 
that this loophole be closed. Also, the Task Force recommends that the criminal trademark law be clarified so that 
giving away counterfeit goods, such as samples or gifts to increase one’s goodwill, be included within the definition 
of “trafficking” counterfeit goods. 

In addition, the Task Force recommends that the criminal copyright statute also be amended to include attempted 
violations of the copyright law and that the federal wiretap laws be amended to authorize wiretaps in investigating 
intellectual property crimes that threaten public health or safety, such as in the case of counterfeit prescription 
medications. 

Although the justification of a terrorist threat seems questionable, it appears that the federal government is 
acknowledging the importance of intellectual property in the economy and taking the right step in protecting those 
rights. The Task Force’s full report can be downloaded from the Department of Justice’s website at www.usdoj.gov. 
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COMPANIES NOW REQUIRED TO DISCLOSE BREACHES OF DATABASE SECURITY 
By Scott Hervey 

Beginning July 1, 2003, a new law will require businesses to disclose to California residents any breach in the 
security of their databases when that breach results in or could reasonably result in the disclosure or acquisition by 
an unauthorized third party of personal information about the California residents. This also applies to companies 
that maintain computerized date for others.

This new law, California Civil Code Section 1798.82, applies to companies located both within and outside of 
California. While the new law was implemented as a measure to combat the increasing incidents of identity theft, it 
will also have sweeping implications for a wide range of businesses. While companies that encrypt all personal date 
will be exempt from the new law’s disclosure requirements, those that do not must begin to comply with the law of 
face penalties prescribed in the statute. 

The new Civil Code Section 1798.82 provides revolves around the unintended disclosure or acquisition of “personal 
information” due to a breach in the security of a computer database. The statute provides: “Any person or business 
that conducts business in California, and that owns or licenses computerized data that includes personal information, 
shall disclose any breach of the security of the system following discovery or notification of the breach in the security 
of the data to any resident of California whose unencrypted personal information was, or is reasonably believed to 
have been, acquired by an unauthorized person.”  The section also provides that “Any person or business that 
maintains computerized data that includes personal information that the person or business does not own shall 
notify the owner or licensee of the information of any breach of the security of the data immediately following 
discovery, if the personal information was, or is reasonably believed to have been, acquired by an unauthorized 
person.” 

A breach of the security of the system occurs when there is an unauthorized acquisition of computerized data 
that compromises the security, confidentiality, or integrity of personal information maintained by the person or 
business. The Good faith acquisition of personal information by an employee or agent of the owner of the system for 
business purposes is not a breach of the security of the system, provided that the personal information is not used 
or subject to further unauthorized disclosure. 

The type of personal information which triggers the disclosure requirement includes an individual’s first name or 
first initial and last name in combination with any one or more of the following:
 (1) Social security number.
 (2) Driver’s license number or California Identification Card number.
 (3) Account number, credit or debit card number, in combination 

with any required security code, access code, or password that would permit access to an individual’s financial 
account.

Not included in the definition of “personal information” is publicly available information that is lawfully made 
available to the general public from federal, state, or local government records. 

Upon discovery of a breach in the security of a business database, the business must notify California residents 
of the breach in “the most expedient time possible and without unreasonable delay.” Business may make these 
notifications through  written notice. A business may also make these notices electronically, as long as the notice 
provided is consistent with the provisions regarding electronic records and signatures as provided in the Electronic 
Signatures in Global and National Commerce Act. 

If the business required to provide notice to Californians regarding the breach of security can demonstrates that the 
cost of providing notice would exceed two hundred fifty thousand dollars, or that the business must send out more 
than 500,000 notices, or that the business does not have sufficient contact information the business may provide 
substitute notice through e-mail notice, posting the notice on the businesses web site, and notification to major 
statewide media. 
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The new law applies to companies that conduct business in California, regardless whether they are located physically 
within the state. The statute gives no guidance on the circumstances when a company is conducting business in 
California, and therefore subject to the provisions of the statute. This lack of guidance makes it extremely difficult 
for companies not domiciled in California to determine whether they must comply. 

If an out of state company is subject to the provisions of the statute and does not know it, that company could be in for 
a rude awakening. The statute authorizes any customer injured by a violation of the statute to recover damages. 

If they haven’t already done so, companies should take steps to comply with the new law. Companies should establish 
internal policies and protocols that would be implemented when a breach which would require notice under the 
statute is discovered.  In doing so, the company should implement a means to retain all records dealing with the 
discovery of the security breach and subsequent notification if it is later challenged in a civil suit. 
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BUSINESS DATA MANAGEMENT PRACTICES – FERTILE GROUND FOR LIABILITY
By Scott Hervey 

Businesses own and acquire vast amounts of valuable consumer data; they stockpile this information on networked 
servers and exchange it with affiliates or third parties subscribers.  Recently, national and state regulators have 
focused on how businesses manage this data. In the wake of the large scale identity thefts from ChoicePoint, Inc. 
and Bank of America Corp. these issues are now under a white hot light. 

Businesses and their counsel should pay attention to how consumer data is collected and managed, and how 
security breaches are responded to. This is not a task for the IT department to handle on their own; corporate 
counsel needs to be involved. 

Federal and State Regulations 
There are a number of Federal regulations that address the protection of electronic data. The Sarbanes-Oxley Act, 
a federal law implemented to address corporate fraud, requires that companies establish and implement “internal 
control” procedures that provide reasonable assurance to prevent or allow for the timely detection of unauthorized 
acquisition, use or disposition of company assets that could have a material effect on the financial statements. 

The recent ChoicePoint situation exemplifies how data loss or theft can have a material effect on a company’s 
financial statements. The Chicago Tribune (March 14, 2005) reports that ChoicePoint Inc. is suspending sales of 
consumer information to small businesses in the wake of the security breach that allowed hackers to take personal 
information of about 145,000 people. The Tribune reported Chief Executive Derek Smith as stating that the decision 
to halt sales to small businesses follows “the response of consumers who have made it clear to us that they do 
not approve of sensitive personal data being used without a direct benefit to them.” According to the Tribune, 
ChoicePoint’s 17,000 small-business customers accounted for about 5 percent of its annual revenue of $900 million. 
As a result of suspending sales to them, ChoicePoint said it expects a decline in revenue this year of $15 million to 
$20 million. 

In addition to Sarbanes, several federal agencies have issued data management regulations to the financial industry 
in connection with the implementation of the Gramm-Leach-Bliley Act (GLB).  These agencies include the Federal 
Trade Commission (the Safeguard Rules), and the Treasury Department (Interagency Safety and Soundness security 
guidelines). Generally, the regulations mandate that regulated companies institute processes for responding to 
data intrusion and that they be consistent with the best practices and part of an overall information security plan. 

The healthcare area has nearly identical statutory requirements under the Health Insurance Portability and 
Accountability Act (HIPPA).  The HIPPA guidelines specifically require that “documenting and reporting incidents, as 
well as responding to incidents, are an integral part of a security program.” 

California Goes Further 
Although Sarbanes, HIPPA and the GLB contend that companies should have data management and control 
processes in place and that these processes should reflect “best practices,” they do not give any guidance on what 
the processes should entail.   The state of California recently implemented legislation that, in the wake of recent 
events, appears to provide this element. (In support of the proposition that California’s data security laws establish 
the minimum requirements for internal control processes, California Senator Dianne Feinstein, in response to the 
ChoicePoint situation, introduced a bill that is similar to California’s Data Security Law (AB 1950)). 

AB 1950, California’s Data Security Act, was enacted on September 29, 2004. This new law applies to companies 
that own or license unencrypted personal information about California residents and it requires these companies to 
“implement and maintain reasonable security procedures and practices for that data.” The law applies to companies 
located both inside the state and out (and possibly outside of the U.S.); the jurisdictional nexus is the ownership 
or possession of a Californian’s “personal information.” The “personal information” which, if owned or licensed, 
triggers compliance with this new law is: name and Social Security number; drivers license number; financial 
account information; medical information; and other private information. 
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The Act also requires companies that disclose the above personal information to vendors or other non-affiliated third 
parties require by contract the third parties implement and maintain reasonable security procedures and practices 
that are “appropriate to the nature of the information” provided, and protect the information from unauthorized 
access, destruction, use, modification or disclosure.  Obviously, any business affected by California’s Data Security 
Act that discloses personal information to non-affiliated third parties should also include other provisions, including 
but not limited to an indemnity provision, in their contracts. 

The crux of the Act revolves around providing California residents with notice of a breach in the security of the 
database in which their personal information is housed.  The Act requires companies to disclose any breach of the 
security of the system to any resident of California whose unencrypted personal information was, or is reasonably 
believed to have been, acquired by an unauthorized person. The section also provides that “any person or business 
that maintains computerized data that includes personal information that the person or business does not own 
shall notify the owner or licensee of the information of any breach of the security of the data immediately following 
discovery, if the personal information was, or is reasonably believed to have been, acquired by an unauthorized 
person.” 

In addition to data security, California also regulates the way in which certain information belonging to a Californian 
can be used. As part of the Data Security Act, California has implemented restrictions on the use of certain information 
in direct marketing. If a business discloses “personal information” to third parties, and knows or reasonably should 
know that the third parties used the personal information for the third parties’ direct marketing purposes, then 
the business is under certain document retention and disclosure requirements. The disclosure requirements 
include establishing a mailing address, electronic mail address, or a toll-free telephone or facsimile number where 
customers may request (and businesses must provide ) a written list of the categories of personal information 
disclosed by the business to third parties for the third parties’ direct marketing purposes during the immediately 
preceding calendar year, as well as the names and addresses of all of the third parties that received personal 
information from the business for the third party’s direct marketing purposes during the preceding calendar year. 

What qualifies as “personal information” triggering the above disclosure requirements? It is the following: name 
and address; electronic mail address; age or date of birth; names of children; electronic mail or other addresses 
of children; number of children; the age or gender of children; height; weight; race; religion; occupation; telephone 
number; education; political party affiliation; medical condition; drugs, therapies, or medical products or equipment 
used; the kind of product the customer purchased, leased, or rented; real property purchased, leased, or rented; 
the kind of service provided; social security number; bank account number; credit card number; debit card number; 
bank or investment account, debit card, or credit card balance. payment history; or information pertaining to the 
customer’s creditworthiness, assets, income, or liabilities. 
 
The law also requires companies to have a “Your Privacy Rights” section on its webpage and describe these rights 
to the user. A company can’t, as part of its “Terms of Use” or any other contract, require users to waive their rights.  
Any such waiver is void as against public policy. Any customer injured by a violation of the above provisions may 
bring a civil lawsuit and recover damages, as well as attorneys’ fees and costs. 

It’s Time To Take Data Management Seriously 
In addition to the above, a company has additional laws, rules and requirements it must meet in connection with 
the acquisition, management and use of consumer information. The laws and regulations discussed above hardly 
scratch the surface. Companies and their counsel are encouraged to take a hard look at data management protocols 
and take steps to come into compliance with existing Federal and State requirements. 
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COMPANIES NOW REQUIRED TO DISCLOSE BREACHES OF DATABASE SECURITY
By Scott M. Hervey 

Beginning July 1, 2003, a new law will require businesses to disclose to California residents any breach in the 
security of their databases when that breach results in or could reasonably result in the disclosure or acquisition by 
an unauthorized third party of personal information about California residents. This also applies to companies that 
maintain computerized data for others .  

This new law, California Civil Code Section 1798.82, applies to companies located both within and outside of 
California. While the new law was implemented as a measure to combat the increasing incidents of identity theft, it 
will also have sweeping implications for a wide range of businesses.  While companies that encrypt all personal data 
will be exempt from the new law’s disclosure requirements, those that do not must begin to comply with the law or 
face penalties prescribed in the statute. 

The new Civil Code Section 1798.82 revolves around the unintended disclosure or acquisition of “personal information” 
due to a breach in the security of a computer database. The statute provides: “Any person or business that conducts 
business in California, and that owns or licenses computerized data that includes personal information, shall 
disclose any breach of the security of the system following discovery or notification of the breach in the security of 
the data to any resident of California whose unencrypted personal information was, or is reasonably believed to have 
been, acquired by an unauthorized person.” The section also provides that “Any person or business that maintains 
computerized data that includes personal information that the person or business does not own shall notify the 
owner or licensee of the information of any breach of the security of the data immediately following discovery, if the 
personal information was, or is reasonably believed to have been, acquired by an unauthorized person.” 

A breach of the security of the system occurs when there is an unauthorized acquisition of computerized data 
that compromises the security, confidentiality, or integrity of personal information maintained by the person or 
business. The Good faith acquisition of personal information by an employee or agent of the owner of the system for 
business purposes is not a breach of the security of the system, provided that the personal information is not used 
or subject to further unauthorized disclosure. 

The type of personal information which triggers the disclosure requirement includes an individual’s first name or 
first initial and last name in combination with any one or more of the following:
 (1) Social security number.
 (2) Driver’s license number or California Identification Card number.

  (3) Account number, credit or debit card number, in combination with any required security code, access code, or 
password that would permit access to an individual’s financial account. 

Not included in the definition of “personal information” is publicly available information that is lawfully made 
available to the general public from federal, state, or local government records. 

Upon discovery of a breach in the security of a business database, the business must notify California residents 
of the breach in “the most expedient time possible and without unreasonable delay.” Business may make these 
notifications through  written notice. A business may also make these notices electronically, as long as the notice 
provided is consistent with the provisions regarding electronic records and signatures as provided in the Electronic 
Signatures in Global and National Commerce Act. 

If the business required to provide notice to Californians regarding the breach of security can demonstrate that the 
cost of providing notice would exceed two hundred fifty thousand dollars, or that the business must send out more 
than 500,000 notices, or that the business does not have sufficient contact information the business may provide 
substitute notice through e-mail notice, posting the notice on the businesses web site, and notification to major 
statewide media. 

The new law applies to companies that conduct business in California, regardless of whether they are located 
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physically within the state.  The statute gives no guidance on the circumstances when a company is conducting 
business in California, and therefore subject to the provisions of the statute. This lack of guidance makes it extremely 
difficult for companies not domiciled in California to determine whether they must comply. 

If an out of state company is subject to the provisions of the statute and does not know it, that company could be in for 
a rude awakening. The statute authorizes any customer injured by a violation of the statute to recover damages. 

If they haven’t already done so, companies should take steps to comply with the new law. Companies should establish 
internal policies and protocols that would be implemented when a breach which would require notice under the 
statute is discovered.  In doing so, the company should implement a means to retain all records dealing with the 
discovery of the security breach and subsequent notification if it is later challenged in a civil suit. 
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DIFFERENT TYPES OF TRADE SECRETS INVOLVE DIFFERENT CONSIDERATION
By Dale C. Campbell

California’s version of the Uniform Trade Secret Act (“Act”) defines a trade secret as: 
(d) “Trade secret” means information, including a formula, pattern, compilation, program, device, method, technique, 
or process, that: 
(1) Derives independent economic value, actual or potential, from not being generally known to the public or to other 
persons who can obtain economic value from its disclosure or use; and 
(2) Is the subject of efforts that are reasonable under the circumstances to maintain its secrecy. 

(Calif. Civ. Code §3426.1(d).) 
The different examples of trade secrets specified in Civil Code section 3426.1(d) share many common characteristics. 
However, some of the differing characteristics may impact legal rights.

Formulas and Processes 
A wide variety of formulas and processes have been found to warrant trade secret protection. These trade secrets 
include production processes as well as formulas for final products.  Product formulas are frequently found to be 
protectable trade secrets so long as the other elements set forth in the Act are satisfied. Formulas and processes 
have not been afforded trade secret protection if it is determined that the formula or process is “readily ascertainable” 
or is a result of a failure to prove that the process or formula has independent economic value because it is not 
generally known to competitors. (Kewanee Oil Co. v. Bicron Corp. (1974) 416 U.S. 4701, 476.)

Patterns, Programs and Devices 
Patterns, programs and devices may also qualify as protectable trade secrets if the information is not readily 
ascertainable. Product patterns and design features are not protectable if the alleged secret is fully disclosed once 
the product is built and marketed. Trade secret protection will not be afforded if the design or device can be readily 
reverse engineered from the product itself. In that case, the owner of the design or device must seek other forms of 
intellectual property protection such as patent or copyright protection.

Methods and Techniques 
A “method” or “technique” may also qualify as a trade secret under the Act. The Act adopted the terms “method” 
and “techniques” to incorporate concepts that courts have protected at common law prior to the adoption of the 
Uniform Trade Secret Act (“UTSA”) known as “know-how” secrets.  (Surgidev Corp. v. Eye Technology, Inc. (D.Mass. 
1986) 648 F.Supp 661, 687, fn.8, affirmed (8

th
 Cir. 1987) 828 F.2d 452.) “Know-how” trade secrets are methods or 

processes regarding how to achieve certain results. The steps to obtain the results must not be known to others in 
the industry, but need not rise to the level of “novelty” required for patent protection. 

Trade secret protection is not available for general knowledge. (Rogn & Hans Co. v. Adco Chemical Co. (3d Cir. 1982) 
689 F2d 424, 431.) However, “know-how” trade secrets may consist of a unique combination of many components 
that individually may exist in the public so long as the end product is not generally known in the industry. (Imperial 
Chemical Industry v. National Distillers and Chemical Corp. (2

nd
 Cir 1965) 354 F.2d 459; see also Computer Care v. 

Service Systems Enterprises, Inc. (7
th

 Cir. 1992) 982 F2d 1063, 1074 [combination of known marketing techniques 
does not qualify as a trade secret because the final product was generally known in the industry]; Self Directed 
Placement Corp. v. Control Data Corp. (9

th
 Cir. 1990) 908 F.2d 462, 465.) 

“Know-how” trades secrets may also include negative “know-how” so long as the negative “know-how” has 
independent economic value.  (Courtesy Temporary Services, inc. v. Comacho (1990) 222 Cal.App.3d 1278; Morton 
v. Rank America, Inc. (CD Cal. 1993) 812 F.Supp 1062, 1073.) For example, a company may invest years of research 
investigating alternative methods and processes to perform a certain task. During this process, the company 
eliminates dozens of possible methods through trial and error. This knowledge has independent economic value to 
competitors who would not have to invest the same time and effort to duplicate the research and will be provided 
trade secret protection.
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Customer Lists 
Customer lists are not specifically mentioned in the UTSA but may be considered a trade secret under proper 
circumstances. (See American Paper & Packaging Products v. Kirgan (1986) 183 Cal.App.3d 1318, for the proposition 
that a customer list may constitute a protectable trade secret; see also Hollingsworth Solderless Terminal Co. v. 
Turley (9

th
 Cir. 1980) 622 F.2d 1324, 1332.) 

The initial question in considering whether a particular customer list is a protectable trade secret is whether the 
information in the list is known or accessible to others in the trade or general public. The courts must also balance 
the employer ’s right to protect its confidential information against the employee’s right to make a living. The 
question of whether customer information is sufficiently confidential possibly to constitute a trade secret depends 
on various factors, including: 

The nature of the business; 
Whether the information was known or readily ascertainable to others in the industry; 
Whether the disputed information is available from public records sources; 
Whether the former employee and the customers at issue developed a personal relationship during the former 
employee’s prior employment; (Moss, Adams & Co. v. Snelling (1986) 179 Cal.App.3d 124, 128-129; Klamath-Orleans 
Lumber, Inc. v. Miller (1978) 87 Cal.App.3d 458, 464.) 
Whether the list included information about customer preferences; 
Whether the relevant industry was broadly competitive and customer relationships were usually not exclusive; 
Whether the process of compiling the information was sophisticated; 
Whether the disputed information was compiled through a difficult and time consuming process. 

A trade secret claim is strengthened if the customer list contains not only the customers’ identity but additional 
information concerning the customers’ requirements and preferences.  But the mere fact that this additional 
information is part of a customer list does not assure its status as a protectable trade secret. Customer requirements, 
preferences and specifications can be disclosed by the customer to any competitor including a former employee.  
Moreover, specific customer needs are commonly disclosed by those customers in trade publications, requests for 
proposals, and goods specifications. The question of whether a customer list is protectable is a fact intensive inquiry 
which varies from industry to industry. 

There are different categories of protectable trade secrets. The client, and you as the attorney, must be aware of 
these categorical differences when evaluating how best to maintain secrecy as well as when seeking to protect the 
trade secrets in court. Regardless of the type of trade secret it must derive economic value from being not generally 
known in the industry and must be subject to reasonable efforts to maintain its secrecy. 
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TRADE SECRETS AND FREE SPEECH 
By Dale C. Campbell 

Last month the California Supreme Court addressed the conflict between California’s trade secret law and 
constitutional protections of free speech in an opinion entitled DVD Copy Control Association, Inc. v. Andrew Bunner, 
2003 Cal.Lexis 6295, filed August 25, 2003.  Defendant Bunner was a website operator who posted trade secrets 
concerning the decryption of DVD movies despite knowing, or having reason to know, that the posted trade secrets 
were acquired by improper means. DVD Copy Control Association (“DVD CCA”) claimed to own the trade secrets at 
issue.  The trial court enjoined Bunner from posting the alleged trade secrets, and the Sixth District Court of Appeal 
subsequently reversed the preliminary injunction.  In doing so, the Court of Appeal assumed that the injunction 
was justified under California’s trade secret law, but found that the injunction violated the First Amendment right 
to free speech. The California Supreme Court granted review to decide the limited issue of whether the trial court’s 
preliminary injunction violated the First Amendment. The Supreme Court ruled that it did not. 

DVD CCA is an industry association formed by companies involved in the motion picture, computer, and consumer 
electronic industries to maintain the confidentiality of proprietary encryption software, which prevents users from 
making copies of digitally formatted motion pictures.  The software is known as the Content Scrambling System 
(“CSS”), which is an encryption program employing an algorithm and a set of master keys to allow DVD players 
access to DVD content. 

Despite its efforts to protect the secrets of the CSS technology, an individual named Johansen reverse-engineered 
the technology, including the master keys and algorithms, from software he had obtained under a license agreement.  
Johansen called his decryption program DeCSS, and posted the source code for DeCSS on an internet website.  
Bunner copied the DeCSS program from another internet website and posted it on his own website.  The DVD CCA 
then brought this action to enjoin Bunner, among others, from continuing to post its alleged trade secrets that 
Johansen had reverse engineered. 

The trial court issued a preliminary injunction finding that DVD CCA would likely prevail on the merits and would 
suffer irreparable harm without injunctive relief. Specifically, the court found that: 1) the CSS technology contained 
protectable trade secrets; 2) that Johansen obtained the trade secrets through reverse engineering in violation of 
a license agreement which prohibited reverse engineering and therefore acquired the trade secrets by improper 
means; 3) Bunner knew or should have known that Johansen obtained the trade secrets through improper means; 
4) the trade secret status of the CSS technology had not been destroyed merely because it had been posted on the 
internet; and 5) the DVD CCA would suffer irreparable harm without an injunction. 

Bunner appealed. The Court of Appeal did not review the trial court’s findings in support of injunctive relief.  Instead, 
the Court of Appeal assumed that DVD CCA was likely to prevail on the merits and would suffer irreparable injury. 
The sole issue addressed by the Court of Appeal was whether the preliminary injunction, even if justified under 
California’s trade secret law, violated the First Amendment. The Court of Appeal found the DeCSS source code to 
constitute “pure speech” and that the injunction was an invalid prior restraint on pure speech.  The Court of Appeal 
distinguished those cases that previously granted injunctive relief to protect trade secrets on the grounds that such 
injunctions were issued to protect against trade secret misuse, not the mere publication of pure speech. 

The Supreme Court’s opinion also assumed that the injunction was justified under California’s trade secret law and 
that DVD CCA would likely prevail and would suffer irreparable injury if the action was not enjoined. The sole issue 
to be decided was whether the injunction violated Bunner’s constitutional rights of free speech. 

The Supreme Court’s analysis first evaluated whether the dissemination of computer code is subject to scrutiny 
under the First Amendment.  The answer was yes. The computer program expresses and represents a procedure 
and algorithm in programming language.  The mere fact that the program has the capacity to operate a computer 
does not mean that it lacks the additional capacity to convey information. Computer programming is an expressive 
means for exchange of information and can merit First Amendment protection.  (Junger v. Daley (2000) 209 F.3d 
481, 484; quoting Roth v. United States (1957) 354 U.S. 476, 484; Universal City Studios, Inc. v. Corley (2001) 273 F.3d, 
429.) 
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The Supreme Court then determined what level of scrutiny to apply in evaluating the constitutionality of an 
injunction prohibiting computer code dissemination.  The critical question is whether the injunction is “content-
neutral” or “content-based.”  Content-based injunctions are subject to a higher level of scrutiny.  An injunction that 
serves purposes unrelated to the content of the speech is deemed “neutral” as compared to those injunctions that 
distinguish favored speech from disfavored speech based upon the content of the expressions contained therein. 
(Turner Broadcasting System v. FCC (1994) 512 U.S. 622, 643.) The Supreme Court found that the injunction was 
content-neutral.  Trade secret information is a property right that is independently protectable. The purpose of 
the injunction was to prevent misappropriation of that property right.  The injunction was not dependant upon the 
content of the trade secret. 

A content-neutral injunction is tested under the standards established in Madsen v. Women’s Health Center 
(1994) 512 U.S. 753, 765 in which the Court stated: “[w]hen evaluating a content-neutral injunction . . . [w]e must 
ask . . . whether the challenged provisions of the injunction burden no more speech than necessary to serve a 
significant government interest.” The California Supreme Court found that California’s trade secret law does serve a 
significant government interest. It protects an important property right and allows the trade secret owner to prevent 
unauthorized disclosure to others.  This encourages development of new ideas and the advancement of those ideas 
that promote important technological and scientific advancements. The Supreme Court also found that the trade 
secret law helps to maintain “standards of commercial ethics,” which would otherwise result in the “inevitable costs 
to the basic decency of society when one . . . steals from another.” (Kewanee Oil Co. v. Bicron Corp. (1974) 416 U.S. 
470 at p. 487.)  The DeCSS program was found to be purely a matter of private concern and therefore prior First 
Amendment cases involving confidential information were distinguishable. 

Finally, the Supreme Court analyzed whether the preliminary injunction was improper under the prior restraint 
doctrine. In doing so, the Court ruled that only “content-based” injunctions are subject to prior restraint analysis 
if the injunction was issued before the publication was made.  Here, the Court found that the injunction was not 
content-based and that the speech was not enjoined prior to its occurrence. Bunner had already posted the DeCSS 
software on his website. 

The California Supreme Court emphasized that its ruling was quite limited.  On remand, the Court of Appeal was 
directed to determine whether the assumption made by both the Court of Appeal and the Supreme Court – that DVD 
CCA would likely prevail on the merits – was appropriate.  Interestingly, the issue of whether DVD CCA would likely 
prevail on the merits formed the foundation of a concurring opinion by Justice Moreno, Associate Justice of the 
Court of Appeal, First Appellate District, sitting by appointment.  Justice Moreno opined that the case should not be 
remanded and that the Supreme Court should make its own independent determination of whether the trade secret 
claim against Bunner had sufficient merit.  Justice Moreno emphasized the heightened standard of scrutiny and the 
importance of having First Amendment principals resolved at the earliest possible moment. Justice Moreno then 
concluded, as a matter of law, that DVD CCA was unlikely to prevail on the merits. 

Defendant Bunner was alleged to have downloaded the DeCSS source code from the internet.  The general rule 
is that “[o]nce the secret is out, the rest of the world may well have a right to copy it at will, but this would not 
protect the misappropriator or his privies.” (Underwater Storage, Inc. v. United States Rubber Co. (D.C.Cir. 1966) 
371 F.2d 950, 955.) Justice Moreno found that there was an absolute lack of evidence that the DeCSS code remained 
confidential at the time Bunner downloaded it from the internet; nor was there any evidence that Bunner was in 
privity with Johansen who originally reverse-engineered the code. (Religious Technology Center 
v. NetCom On-Line Communication Services, Inc. (N.D.Cal.1995) 923 F.Supp. 1231.) 

Justice Moreno also reasoned that it was unlikely DVD CCA would prevail on the merits because it was uncertain 
whether Johansen, who reverse-engineered the DeCSS, acquired the alleged trade secrets through “improper 
means.”  California Civil Code section 3426.1(a), which defines “improper means,” clarifies that “reverse engineering 
. . . alone shall not be considered improper means.”  DVD CCA argued that Johansen obtained software that included 
a “click license” agreement, which prohibited reverse engineering and that violation of the “click license” constituted 
“improper means.”  Justice Moreno disagreed, stating: 
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“But nowhere has it been recognized that a party wishing to protect proprietary information may employ a consumer 
form contract to, in effect, change the statutory definition of ‘improper means’ under trade secret law to include 
reverse engineering so that an alleged trade secret holder may bring an action even against a non-party to that 
contract.  Moreover, if trade secret law did allow alleged trade secret holders to redefine “improper means” to 
include reverse engineering, it would likely be preempted by federal patent law, which alone grants universal 
protection for a limited time against the right to reverse engineer.” 

(DVD CCA v. Bunner, 2003 Cal Lexis 6295 at fn. 5 at p. 20; citing Bonito Boats, Inc. v. Thunder Craft Boats, Inc. (1989) 
489 U.S. 141, 155.) 

The Supreme Court decision in Bunner provides a road map to resolve the tension between the Uniform Trade 
Secret Act and First Amendment rights to free speech. For intellectual property practitioners, the issues remanded 
to the Appellate Court will be equally significant.  Whether the violation of a “click license” constitutes “improper 
means” under the trade secret laws dramatically impacts software marketing. Also important will be the Appellate 
Court’s determination of whether a trade secret obtained by improper means, and posted on the internet, precludes 
the owner from trying to project his secret from republication. 
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EMPLOYEE ARBITRATION AND JUDICIAL PROTECTION OF TRADE SECRETS: CAN THE EMPLOYER HAVE IT BOTH 
WAYS?
By Dale C. Campbell

Employers include arbitration clauses in employment agreements because arbitration often avoids the delay and 
expense of litigation, the results can remain confidential, the parties maintain control over the process, and overall 
the outcome usually ends in a mutually beneficial manner.  Employers also understandably wish to protect their 
trade secrets in the most efficient and effective manner as possible and that often involves the need to obtain 
immediate extraordinary judicial intervention by way of a temporary restraining order or preliminary injunction and 
therefore have tried to “carve out” those claims from the mandatory arbitration provision of employment contracts.  
Employers concerned about preserving trade secrets or other intellectual property may no longer be able to include 
a trade secret carve out provision as part of its arbitration clause.

Last month the California 6
th 

District Court of Appeal, in the case of Abramson v. Juniper Networks (2004) 115 Cal.
App.4

th

 638, ruled that an employer cannot enforce an arbitration clause in an employment contract if the employer 
reserves for itself the right to dispute trade secret claims in court. Such a “carve out” provision was held to be 
unconscionable due to the lack of mutuality, thus rendering even the arbitration provision unenforceable. Juniper 
Networks filed a petition for review to the California Supreme Court that is still pending. 

In Abramson, the plaintiff was hired by defendant Juniper Networks as its director of corporate communications. 
Prior to starting with Juniper, plaintiff signed an offer letter and an employment agreement, both of which contained 
an arbitration provision.  Both provisions required the parties to arbitrate all claims except those related to trade 
secrets, confidential information, and other intellectual property. In less than a year Juniper terminated plaintiff’s 
employment and plaintiff sued Juniper for breach of contract, further claiming in his complaint that the agreement 
to arbitrate was unconscionable.  Juniper moved to compel arbitration based upon the express terms of the 
employment agreement.  Plaintiff argued that the arbitration agreement was unconscionable because there had 
been no negotiation concerning arbitration. The trial court disagreed.  Juniper’s motion to compel arbitration was 
granted and the trial judge dismissed plaintiff’s complaint.  Plaintiff appealed the judgment. 

The plaintiff challenged the arbitration provision as both illegal public policy grounds and unconscionable on 
ordinary contractual grounds. The court found the arbitration clause to be illegal on public policy grounds because 
it failed to satisfy the minimum requirements set forth in Armendariz v. Foundation Health Psychcare Services, 
Inc. (2000) 24 Cal.4

th
 83 and Little vs. Auto Steigler, Inc. (2003) 29 Cal.App.4

th

 1064. The Court of Appeal found the 
arbitration clause to be illegal because it expressly provided that the employer and the employee would split all 
costs of arbitration, a burden on the employee that has been found to violate public policy. (Id.) 

The Abramson court also found the trade secret carve out provision to be unconscionable under standard contract 
analysis. The analysis of substantive unconscionability focuses on the terms of the agreement and whether those 
terms are so one-sided so as to “shock the conscience.” The Abramson court determined that the trade secret 
carve out provision was unconscionable for lack of mutuality. 

Having found the agreement both illegal on public policy grounds and unconscionable on ordinary contractual 
grounds, the court had to consider whether the objectionable terms were capable of being severed. One aspect the 
court considers in determining whether severance is appropriate is if the court could strike any single provision to 
remove the unconscionable taint from the agreement. The court recognized the unlawful arbitration cost sharing 
provision could not be striken because it left intact the substantive unconscionable unilateral trade secret carve out 
provision.  Moreover, if the unconscionable arbitration forum provision was also striken; there was nothing left of 
the agreement to arbitrate.  The court found that because there was no contractual relationship to preserve (plaintiff 
was no longer under the employ of Juniper), severing only the unilateral aspects of the arbitration agreement would 
produce an undeserved benefit upon the employer and an undeserved detriment upon the employee.  Severance 
would have subjected all claims to arbitration – both the employee’s claims, which were already subject to arbitration 
under the contract, and the employer’s trade secret claims,  which were subject to litigation at its option.  The court 
held the contract could not be severed because severance is only available if fair, and in this case, to sever would 
not have been fair because it would have subjected all claims to arbitration, awarding an undeserved benefit to 
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employer and an undue burden on the employee. 

In light of the court’s recent ruling in Abramson, the question remains: can an employer include an arbitration 
clause in employment contracts and still preserve its right to timely prevent the misappropriation of its trade 
secrets?  If the Supreme Court allows the Abramson decision to stand, an employer wishing to have employment 
claims arbitrated must arbitrate all claims arising out of the employment relationship, including claims regarding 
an employee’s misappropriation of trade secrets.  But that does not mean the employer has no right to promptly 
enjoin any misappropriation pending the resolution of the arbitration. Code of Civil Procedure section 1281.8(b) 
provides that a party to an arbitration agreement may file an application for a provisional remedy in connection with 
an arbitrable controversy, “but only upon the ground that the award to which the applicant may be entitled may be 
rendered ineffectual without provisional relief.” The improper disclosure of trade secrets is one area where the 
Courts have recognized the need for provisional relief. 

To preserve the right to arbitrate any other employee claims the employer must diligently demand arbitration, or it 
will be deemed waived. In essence, seeking such provisional remedy does not waive the right to arbitration if at the 
same time the party applies for an order staying all other proceedings pending arbitration. CCP section 1281.8(d) 
does not expressly provide that failure to demand arbitration at the time of seeking provisional relief automatically 
waives the right to demand it later, but it is a factor.  In Simms v. NPCK Enterprises, Inc. (2003) 109 Cal.App.4

th

 233, 
the court held that a plaintiffs’ failure to include a request for stay of litigation together with the application for 
provisional relief was a factor for determining waiver, but was not dispositive. 

An employer who wants to insist that employee claims against the employer are arbitrated should be counseled not 
to include a trade secret carve out provision pending final resolution of the Abramson appeal. 

•Mr. Campbell wants to recognize the contributions of Jessica Cuellar in writing this article. 
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CCP 2019(D): THE MOST POWERFUL LITTLE SECTION IN TRADE SECRET LITIGATION 
By Joshua I. Deutsch 

Nestled innocuously within California Code of Civil Procedure section 2019, which generally concerns the methods 
and frequency of discovery, is subdivision (d), one of the most powerful tools that a trade secret misappropriation 
defendant has at its disposal. Subdivision (d) provides that “[i]n any action alleging the misappropriation of a trade 
secret under the Uniform Trade Secrets Act [citation], before commencing discovery relating to the trade secret, 
the party alleging the misappropriation shall identify the trade secret with reasonable particularity….” (emphasis 
added). 

In other words, unless a plaintiff alleging trade secret misappropriation identifies its purportedly misappropriated 
trade secret with reasonable particularity, the plaintiff may not conduct any discovery relating to the trade secret. 

The rationale underpinning 2019(d) is four-fold: (1) it allows a defendant reasonable notice of the issues which must 
be met at the time of trial; (2) it offers a defendant reasonable guidance in ascertaining the scope of appropriate 
discovery; (3) it promotes well-investigated claims and dissuades against the filing of meritless trade secret 
complaints; and (4) it prevents plaintiffs from using the discovery process as a means to obtain the defendant’s 
trade secrets. 

It is this fourth pillar that was of particular concern to the Legislature in enacting the statute. The legislative 
history reveals that “[t]he statute was enacted to curb unsupported trade secret lawsuits routinely commenced to 
harass competitors and former employees.”  Otherwise, a plaintiff will be entitled to “virtually unlimited discovery, 
enhancing its settlement leverage and allowing it to conform misappropriation claims to the evidence produced 
by the defendant in discovery.” By forcing a plaintiff to carry the burden of proving that a trade secret exists, a 
misappropriation defendant is protected from these potential abuses. 

Although seemingly straightforward, 2019(d) can be one of the most contentious battle grounds in trade secret 
misappropriation litigation. Disputes over the application of 2019(d) typically arise over what it means to describe a 
trade secret with “reasonable particularity.” 

Generally, describing a trade secret with “reasonable particularity” means that “the complainant should describe 
the subject matter of the trade secret with sufficient particularity to separate it from matters of general knowledge 
in the trade or of special knowledge of those persons … skilled in the trade.”  However, this standard does little 
more than recite the definition for a trade secret. 

California Civil Code section 3426 defines a “trade secret” as “information, including a formula, pattern, compilation, 
program, device, method, technique, or process, that: (1) Derives independent economic value, actual or potential, 
from not being generally known to the public or to other persons who can obtain economic value from its disclosure 
or use; and (2) Is the subject of efforts that are reasonable under the circumstances to maintain its secrecy.” 
(emphasis added). 

Thus, the Courts have attempted to further delineate 2019(d).  For instance, in Imax Corp. v. Cinema Technologies, 
Inc. (9

th

 Cir. 1998) 152 F.3d 1161, the Court granted summary judgment against a manufacturer-plaintiff on its trade 
secret misappropriation claim because the manufacturer failed to indicate precisely the dimensions and tolerances 
in describing its trade secrets.  In reaching its holding, the Court specially rejected Imax’s contention that the use 
of the catch-all phrase “including every dimension and tolerance that defines or reflects that design” achieved the 
level of specificity necessary to identify the trade secrets. 

Similarly, in AMP, Inc. v. Fleishhacker (7
th

 Cir. 1987) 823 F.2d 1199, the Court held that six single-spaced, typewritten 
pages listing by general item and category hundreds of pieces of purported trade secret information did not satisfy 
the necessary level of particularity required to maintain a trade secret misappropriation claim. 

In Whyte v. Schlage Lock Co. (2002) 101 Cal.App.4
th

 1443, the Court found that a trade secret misappropriation 
plaintiff sufficiently identified information constituting trade secrets to warrant injunctive relief. The court explained 
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that the plaintiff’s trade secrets were “drafted with sufficient detail to permit [defendants] to identify and understand 
the protected information,” and that defendants “had no difficulty in understanding the scope of the putative trade 
secret information,” as evidenced by the deposition of defendant’s president, at which he was testified as to the 
scope and meaning of each category of trade secret.  Nevertheless, one category of plaintiff’s asserted trade 
secrets, “new product information” was deemed “too broad to enforce because it does not differentiate between 
truly secret information (such as formulas and product design) and new product information which has been publicly 
disclosed.” 

Although outside of the purview of 2019(d), other jurisdictions have struggled with the issue of describing a trade 
secret.  For example, the Northern District of Illinois found that a plaintiff satisfied its obligation to describe its 
trade secrets with reasonable particularity by identifying each of its nontechnical trade secrets by reference to 
appropriate documents. 

The Minnesota Supreme Court rejected certain of a plaintiff’s purported trade secrets, explaining that they were 
not defined with enough specificity. In so holding, the Court noted that “[plaintiff] did not specify its trade secrets 
at trial.  Nor did [plaintiff] even introduce the dimensions, tolerances, etc. of the brushless motor into evidence” 
and therefore, “[plaintiff] did not meet its burden of showing that certain features of the brushless motor were 
protectable trade secrets which might be misappropriated in the future.” However, the Court did find that the 
plaintiff’s “manufacturing process” could be considered a trade secret because plaintiff identified the dimensions, 
tolerances, adhesives, and manufacturing processes of its trade secret, and thus adequately identified it. 

The District Court of Massachusetts found that a plaintiff sufficiently described its trade secrets following a nine-
week jury trial involving extensive testimony concerning the trade secret, including explicit testimony as to the 
design, function, and use of the alleged trade secrets that showed, that the trade secret was unique, effective, and 
conferred a competitive advantage to plaintiff. 

Seemingly incongruously, the Eastern District of Pennsylvania rejected a defendant’s contention that the plaintiff 
had insufficiently identified which aspects of a business constituted trade secrets, and held that a plaintiff’s “entire 
methodology for conducting a tanning studio” constituted a trade secret. 

Although what it means to describe a trade secret with “reasonable particularity” remains open to debate, 2019(d) 
and the burden-shifting it requires nevertheless provides a defendant with a powerful tool in defending against a 
trade secret misappropriation claim. 
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CONFIDENTIAL INFORMATION A CHALLENGE WHEN IN CONTRACT WITH A GOVERNMENT AGENCY OR A  
REPORTING COMPANY
By Julie Garcia

The protection of confidential information, particularly trade secrets, may prove to be a challenge when a company 
enters into a contract with a government agency or a reporting company. Protecting trade secrets can be a daunting 
task and requires the company to spend a significant amount of time and money developing strategies, policies and 
procedures to protect its valuable intellectual property. When a company enters into a contract with another party 
to provide services, products or a combination thereof, there is generally a confidentiality provision which prohibits 
the parties from disclosing the terms of the agreement. Such a provision will generally provide adequate protection 
and remedies when both parties are private entities. If one of the parties is a government agency, usually the party 
receiving the products and services, a number of other factors may need to be taken into consideration to protect 
the confidentiality of information. In addition, if one of the entities is a reporting company and is required to disclose 
the agreement, the parties should carefully consider the necessary steps to provide protection of the confidential 
information. 

The Freedom of Information Act allows individuals to request copies of contracts entered into by a government 
agencies and allows individuals to request copies of documents submitted to governmental agencies, usually 
submitted in connection with an approval process. Federal agencies and many state and local government entities 
have adopted various statutes that enact the Freedom of Information Act which set forth the procedures for requesting 
information as well as the procedures for protecting confidential information. In the event that a third party is able 
to review contracts, a substantial amount of information may be garnered from such documents, particularly by 
competitors of one of the parties. In addition, the protection of trade secret information may be jeopardized in 
certain situations if the agreements are released and reviewed by third parties. Generally, each statute, whether it 
is the federal enactment, state, local or administrative agency enactment, will allow for confidentiality requests for 
various portions of the agreements. In many instances, the statute or regulation will allow the party providing the 
services or products to the government agency to request confidential treatment of information in the agreement 
that the company believes is confidential. Although the ability to request confidential treatment is widespread, 
the process and timing of the request varies from entity to entity. It is important to note the specific requirements 
prior to entering into the agreement to avoid inadvertent noncompliance and subsequent release of confidential 
information. 

In many instances, requests for confidential treatment must be submitted at the time the entities enter into the 
agreement. Generally, a separate letter or memo is required to specify the reasons for the confidentiality request 
and in some instances, the requests must be very specific, citing case law that sets out definitions of protected 
information and permitted reasons for exclusion from disclosure, while other requests may be general in nature. 
In either case, the company should be prepared to defend its reasons for requesting confidential treatment of 
information contained in the agreement. 

Generally, the most common request for confidentiality is for trade secrets and more specifically pricing information. 
The most common argument for protecting pricing information is that the release of pricing information will diminish 
the competitive advantage of the company. The argument generally set forth is that if competitors are granted access 
to information regarding the pricing provided under the contract, competitors will be able to use that information 
to gain an advantage and outbid the company in the future. In addition, companies will argue that the information 
for which they are seeking confidential treatment is information that is not generally released to the public but 
is information that is protected under confidentiality and nondisclosure agreements and such information would 
lose substantial value if it was released to the public. Since the protection of trade secrets is very important to all 
companies that rely heavily on their intellectual property and trade secrets, the inadvertent release of information 
may prove to be detrimental to the business of the company supplying the products or services. 

In situations where one of the companies is a reporting company and required to disclose the agreement under 
regulations promulgated by the Securities and Exchange Commission, the agreement will generally be available 
for review by the public without the need for individuals to submit specific requests to review the documents. If 
the agreement is subject to disclosure, the parties should be prepared to request confidential treatment of the 
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information they believe to be confidential and for which confidential treatment is available. The exclusion of 
confidential information is very important since the filed documents are readily accessible through the Internet. 
Competitors can initially search for information contained in agreements without doing a formal request. Therefore, 
requesting confidential treatment should be a priority when entering into an agreement with a reporting company. 

Safeguarding intellectual property and confidential information can be a daunting task that may increase in importance 
when a company enters into an agreement with a government agency or a reporting company. The ability of third 
parties to obtain information and the inadvertent release of information may be detrimental to a company that has 
taken measures to protect its trade secrets, therefore, reviewing and following confidential treatment requirements 
when entering into an agreement with a governmental agency or reporting company should be a priority. 
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INTELLECTUAL PROPERTY OWNERSHIP AND EMPLOYEES
By Julie A. Garcia 

Protecting the valuable intellectual property that is the backbone of any high tech or biotech business can prove to 
be overwhelming if protection is not considered from day one. As the business grows and the employee total climbs, 
protecting corporate intellectual property gains in importance. In the event venture capital is needed or the exit 
strategy requires selling the business, one of the first areas of due diligence generally surrounds the ownership 
of the intellectual property. If any questions exist regarding the ownership of the intellectual property, potential 
investments or purchases may be delayed, or in the worst case, withdrawn, until the intellectual property ownership 
is firmly established. 

Generally, the first area examined, and often the most overlooked by employers, is the intellectual property rights of 
the company relative to its employees. Many companies begin strong by completing the assignment of the founder’s 
intellectual property rights to the corporation during the formation process, however, once the number of employees 
begins to grow and employer focus moves to other issues, employee related intellectual property matters tends to 
go unnoticed. Companies may avoid hassles and delays in financing by requiring all employees to sign employee 
invention assignment and proprietary information agreements at the commencement of employment. One of the 
worst nightmares realized by a company during the due diligence process is finding out that an employee that 
made a key contribution to the company’s main product is no longer employed by the company and did not sign an 
invention assignment agreement. Although there may still be a mechanism by which the company may claim the 
intellectual property, the process may be costly, disruptive to daily operations and require the time of employees 
that may be better spent in other areas. 

Different mechanisms exist by which employers may claim intellectual property rights in the event a formal assignment 
has not been completed. However, relying on those mechanisms is not always prudent as the determination often 
rests on the facts of each individual case or the mechanism may be severely limited. For example, under copyright 
law, a work may be determined to be a “work made for hire” only in certain enumerated situations under the 
Copyright Act (“Act”). The Act defines a “work made for hire” as: “(1) a work created by an employee prepared within 
the scope of his or her employment; or (2) a work specially ordered or commissioned for use as a contribution to a 
collective work, as a part of a motion picture or other audiovisual work, as a sound recording, as a translation, as a 
supplementary work, as a compilation, as an instructional text, as a test, as answer material for a test, as an atlas, 
if the parties expressly agree in a written instrument signed by them that the work shall be considered a work made 
for hire.” Although an employer may be able to set forth and support a strong case for ownership of a copyrighted 
work created by an employee, the situation is less clear in the case of an independent contractor. 

Independent contractors create a different set of problems relating to intellectual property ownership and generally 
the statutes and case law do not provide clear guidance. Generally, locating independent contractors who performed 
work on initial phases of a product is difficult and once found; the independent contractor may not always cooperate 
or be willing to complete the needed assignments. If a contractual obligation has not been established which 
requires the independent contractor to complete required assignments, the recourse available to the company 
may be limited and costly. Prior to working with independent contractors, the company and independent contractor 
should enter into a contract that sets forth the specific tasks to be performed and provides for the assignment of all 
inventions or intellectual property created by the independent contractor on behalf of the company. 

An additional source of headache for companies in relation to their intellectual property ownership and a complicating 
issue in the event an invention assignment has not been completed and reviewed arises when an employee uses an 
invention created by the employee prior to such employee’s employment with the company. If the company has not 
requested disclosure of prior inventions that relate to the company’s business, the company may be under the false 
impression that the company owns the intellectual property allegedly created during the course of employment 
by the employee. A good practice employed by many companies includes reviewing all invention assignment 
agreements for intellectual property created by employees prior to their employment with the company that may 
be needed or may be useful in the company’s intellectual property. Dealing with the issue at the outset may avoid 
hassles and problems down the road. 
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Many employee issues related to the ownership of intellectual property may be avoided by establishing a process 
early in the company’s development that require the execution of employee invention assignment agreements upon 
commencement of employment. Diligence in ensuring that the invention assignments are completed and executed 
upon commencement of employment will generally reduce problems down the road and allow for a smoother due 
diligence process. 
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PRIOR OWNERSHIP OF INVENTIONS AND INTELLECTUAL PROPERTY
By Julie Garciia

Employees and independent contractors owning prior inventions and intellectual property can be both a help and 
a hindrance to companies wishing to obtain their services. In the current economic climate, employees move from 
company to company at a much greater rate than in the past and often take with them a vast amount of intellectual 
property knowledge. With the mobility come added concerns for employer, employees and independent contractors. 
The need for constant advancement in the areas of intellectual property and the availability of talented individuals 
can provide a benefit for many small companies looking to grow, however, if proper attention is not paid to the origin 
of intellectual property, a small company may inadvertently find itself in the middle of a lawsuit over ownership 
of the intellectual property in question. If an employee or independent contractor uses prior knowledge, which is 
often inevitable, the company should take precautions against the employee or independent contractor from using 
the information without infringing on the rights of another company or third party. When a company hires a new 
employee or independent contractor with prior experience and knowledge, part of the agreement between the 
parties should include provisions to help protect the company from a claim alleging use of information provided 
by an employee or independent contractor that is in fact owned by a third party. Such provisions include, but are 
not limited to: (i) a representation that the employee or independent contractor either does or does not possess 
ownership of prior inventions or intellectual property that pertain to the work or research of the company; (ii) a 
disclosure of the prior inventions that pertain to work or research conducted by the company; (iii) the promise by 
the employee or independent contractor to license to the company any intellectual property owned by the individual 
if used for the benefit of the company; and (iv) a warranty that the individual will not infringe the rights of another 
party’s intellectual property and will not use intellectual property to which the individual does not have rights. 

An important component of the agreement between the company and an individual includes the representation 
regarding prior inventions. Generally, an individual will be hired by the company because of past experience or 
knowledge that will help the company in its current endeavors. When an individual enters into an agreement to 
complete work or research for the company, there should be a willingness to represent in the agreement that 
the individual does or does not possess intellectual property that relates to the work done by the company. If the 
individual does not possess intellectual property or prior inventions that relate to the company’s work, the company 
will generally be less concerned about claims from prior employers with regard to the intellectual property developed 
by the individual under the agreement. If the individual does possess intellectual property or prior inventions that 
relate to the work or research done by the company, the representation will alert the company to take additional 
steps regarding the development of intellectual property by the individual to protect itself against potential issues 
or claims arising in the future from prior employers or partners of the individual.
 
In addition to representation regarding the ownership of prior inventions or intellectual property, the agreement 
between the company and the individua l should provide disclosure by the individual of the intellectual property or 
prior inventions that relate to work done by the company. The disclosure will assist the company to determine whether 
or not the individual developed any new intellectual property with or without the prior inventions or intellectual 
property and whether or not the company will need to seek licenses to use the existing intellectual property. 

In the event the individual incorporates intellectual property or prior inventions in the intellectual property developed 
by the individual under the agreement, the company should obtain assurances that the individual will license the 
intellectual property to the company. The terms of the license may be negotiated in the future to conform to the type 
of intellectual property used and the intended use by the company. 

The company should also obtain a warranty from the individual that the use of any existing intellectual property 
by the individual will not infringe on the rights of another company or third party. Particularly, the individual will 
not violate any agreements with prior employers or companies by using intellectual property that belongs to that 
party. Although individuals may use knowledge they possess, there are instances in which former employers will 
contractually forbid the use of certain intellectual property, and in some cases, there is case law or statutes that 
prevent the use of certain types of information by former employees or independent contractors. In addition, the 
company should obtain a warranty from the individual that the use of any prior inventions or intellectual property 
will be properly and timely disclosed to the company so that the company may perform any additional analysis or 
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licenses that it feels necessary to protect its intellectual property and itself from attacks by third parties claiming 
infringement of intellectual property. 

In order to move forward with important research and development of new products and systems, companies 
often look to hire or use the services of individuals with experience in certain fields. With that experience and 
expertise comes the increased chance that the company may be subjected to infringement suits by third parties 
that claim improper use of their intellectual property. Although, the risks may outweigh the advances in technology, 
companies should take appropriate precautions in an attempt to minimize the time, money and resources that 
may ultimately be spent on the defense of an infringement claim arising from work completed by employees or 
independent contractors. 
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A MONOPOLY ON “OPOLY”?
By Joshua I. Deutsch

“You got yo whole neighborhood addicted to crack.  Collect $50 from each playa.” “You are a little short on loot, so 
you decided to stick up a bank. Collect $75.”

These are a few of the unique playing cards featured in the new board game, “Ghettopoly.”  The game is the creation 
of David Chang, and is an urban update of the classic “Monopoly.” Instead of game pieces such as a car or top-hat, 
Ghettopoly features a machine gun and marijuana leaf.  In place of the bank is the “Loan Shark Tray.”  Green houses 
and red hotels are replaced by “Crack Houses” and “Projects.”  And of course Boardwalk and Park Place are no 
where to be found; properties such as “Westside Liquor” and “Chico’s Bodega” substituted in their place.

As would be expected, Black leaders are outraged, branding the game racist for denigrating their communities, 
and calling for a ban on its sale.  Chang defends himself, explaining that “[i]t draws on stereotypes not as a means 
to degrade, but as a medium to bring together in laughter.”  Chang further notes that the game is “not so different 
from what’s already out there in the entertainment media in America. So if this game should be banned than there 
are tons of other forms of entertainments [sic] that also need to be banned.  Just because you don’t’ find this game 
funny and original, it does not give you the right to call me a racist or worst yet, try to ban it. However you do have 
every right not to buy it.”

Legally speaking, is Chang incorrect?  Is there a right to ban Ghettopoly? 

The Justice Department thinks so. On December 17, 2004, the government sought judicial permission to destroy 
approximately 63,000 copies of the game on the basis that they violate the trademark “Monopoly,” a federally 
registered mark owned by Hasbro, Inc.  This latest set-back for Chang comes on the heels of a suit filed against 
him by Hasbro in October 2003 for copyright and trademark infringement.  That case is pending in the U.S. District 
Court in Providence, Rhode Island. 

However, the outcome of that lawsuit and the Justice Department’s action remain uncertain. 

To prevail on its copyright infringement claim, Hasbro will have to demonstrate “substantial similarity” between its 
copyrighted work, Monopoly, and the allegedly infringing work, Ghettopoly.  “Substantial similarity” refers to the 
similarity of expression, not merely the similarity of ideas or concepts. 

Chang’s best defense to this claim is to label his game a “parody,” which excuses the taking of any copyrighted 
expression as “fair use.” The essence of this defense is that Chang is not just using Monopoly as the basis for his 
game but is making a social commentary based upon the essence of the game. 

Mattel, a rival toy-maker, has fought similar battles over its best-selling toy, “Barbie,” without success. Courts have 
allowed Barbie to be photographed nude while being attacked by vintage household appliances, to be the subject of 
the pop-song “Barbie Girl,” and to be dressed in a “Bavarian bondage” outfit. 

As for Chang, the primary inquiry will be whether the allegedly infringing work merely supersedes the original 
or whether it is a new “transformative” work that adds to the original.  More specifically, parody exists where the 
copyrighted work is the target of its social commentary.  It is not fair use, however, if the copyrighted work is merely 
the vehicle through which the author pokes fun at another target without the burden of coming up with original 
expression.  An original work need not be the sole subject of a parody; a parody may loosely target an original so 
long as it is reasonably perceived as commenting on the original or criticizing it to some degree.  That a parody is in 
bad taste is irrelevant to the fair use analysis. 

Much like with the Barbie photographs, Chang may argue that Monopoly promotes the values associated with the 
accumulation of wealth and power, and that his game turns those associations on their head by offering an entirely 
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different set of reality-based values. 

As for Hasbro’s trademark infringement claim, Hasbro’s success will depend upon its ability to demonstrate a 
likelihood of confusion between “Monopoly” and “Ghettopoly.”  The Trademark Act allows trademark owners to 
prevent others from duping consumers into buying a product they mistakenly believe is sponsored by the trademark 
owner or gives the false perception that the trademark owner is associated with or endorses the product. 

However, trademark law has its own “fair use” analysis. When marks transcend their identifying purpose and 
become part of the public discourse, such that they are an integral part of our vocabulary, they “assume a role 
outside the bounds of trademark law.” In other words, such mark have a meaning beyond their source identifying 
function. In such situations, First Amendment protections come into play and trademark protection will apply only 
where the public interest in avoiding consumer confusion outweighs the public interest in free expression. 

Chang will likely argue that the public will not be misled into believing that Mattel endorses Chang’s game because 
of its controversial subject matter. Chang may also argue that Hasbro does not have the exclusive right to the “opoly” 
portion of its trademark because it is generic or has been abandoned. There are several registered trademarks for 
board games that include “opoly,” such as “Brooklynopoly,” Dog-opoly,” and even, “Make Your Own Opoly.”.  If 
Hasbro objects to “Ghettopoly,” then why not “Dog-opoly”?  Finally, Chang may argue that his use of “opoly” is 
necessary to his social commentary and satirical treatment of Monopoly, such that it constitutes fair use. 

If Chang is successful, he promises that we will soon see his other creations, Hoodopoly, Thugopoly, Hiphopopoly, 
and Redneckopoly. 
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WHO “FIRED” FIRST 
By Joshua I. Deutsch 

More competitive than the thirteen week job interview that comprised the hit reality television show, “The Apprentice,” 
and more arduous than facing show host Donald Trump in his now famous boardroom, is the current struggle 
between one contestant, Trump and the show’s creator over two little words – “you’re fired.”
 
The catchphrase has become almost as popular as the show itself, in which contestants competed to win a high-
profile job with Trump’s organization.  The words were delivered each week to a losing contestant by Trump along 
with his characteristic hand movement, reminiscent of a striking cobra.  During the sixth week of the program, 
Trump used the words to dismiss Jessie Conners, a 22 year old Wisconsin resident who runs chiropractic clinics 
and is a realtor. Conners has since applied to register the trademarks “The Apprentice” and “You’re Fired,” in an 
effort to capitalize on her involvement with the show. Conners is only one of many who are seeking to register the 
catchphrase, including Trump and the production company of the show’s creator, Mark Burnett. 

But how can anyone own the words “you’re fired”? Does this mean that employers around the nation will have 
to find alternative ways of releasing employees, such as the less potent “you’re dismissed” or the ambiguous 
“go home”?  The answer is that the catchphrase is not being registered in its descriptive capacity, but rather in 
connection with clothing. 

Trademarks exhibit a spectrum of strength and accordingly, are classified into four broad categories: arbitrary; 
suggestive; descriptive; and generic.  Arbitrary marks are the strongest marks and include those words that have 
no intrinsic meaning, or words which, although they might exist in the English language, have no conceivable 
connection to a product.  The next category is suggestive marks, which includes words that evoke some benefit 
or property of the product.  Descriptive marks are those that describe the product or service which they identify. 
Finally, at the bottom of the spectrum, are words that have become the generic word for the product itself. 

As a rule, arbitrary and suggestive marks are placed on the Principal Trademark Register. Descriptive marks are 
usually relegated to the less-protective Supplemental Trademark Register, but may be elevated to the Principal 
Register after five years, upon a satisfactory showing of acquired distinctiveness also known as “secondary meaning.” 
Generic marks are not registrable. 

If the competitors were seeking to register “you’re fired” in connection with the dismissal of employees, the mark 
likely would be rejected as generic. However, by registering the mark in connection with clothing, to which the 
mark has no rational connection, the catchphrase may be deemed arbitrary, and garner protection.
 
To determine a winner in this reality contest of a different sort, the United States Patent and Trademark Office 
will apply a “first in time” approach.  It is a fundamental tent of trademark law that ownership of an inherently 
distinctive mark is governed by priority of use.  The first to use a mark is deemed the “senior” user and has the 
right to enjoin “junior” users from using confusingly similar marks in the same industry and market or within the 
senior user’s natural zone of expansion. 

The registration of a mark on the Principal Register in the Patent and Trademark Office constitutes prima facie 
evidence of the validity of the registered mark and the exclusive right to use the mark on the goods and services 
specified in the registration.  Nevertheless, this presumption may be rebutted by showing that another used the 
mark in commerce first.  Where a federal registrant is in fact the junior user, neither application for nor registration 
of a mark will destroy the senior, non-registered user’s common law rights.  The rights of a holder of a federally 
registered trademark are always subject to any superior common law rights acquired by another party through 
actual use prior to the registration.  However, such rights are limited to the geographic areas in which the mark is 
actually being used. Therefore, the current competition depends entirely on who “fired” first. 

Even if Conners loses her battle to register the mark, “The Apprentice,” in connection with clothing, she may still be 
able to use the mark as a personal identifier.  The defense to infringement of “nominative fair use” applies where 
a defendant uses a trademark to describe a plaintiff’s product, rather than defendant’s own, or where a plaintiff’s 
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trademark is also a defendant’s title.  The nominative fair use defense recognizes that it is often impossible to refer 
to a particular product for purposes of comparison, criticism, or point of reference without another’s mark.  Here, 
for example, Conners may argue that she is entitled to describe herself as “The Apprentice’s Conners,” or “Conners 
of the Apprentice,” for instance. 

However, the nominative fair use defense is available only if the use of the trademark does not attempt to capitalize 
on consumer confusion or to appropriate the cachet of one product for a different one.  To this end, there are 
three requirements for the nominative fair use defense: First, the product or service in question must be one not 
readily identifiable without use of the trademark; second, only so much of the mark may be used as is reasonably 
necessary to identify the product or service; and third, the user must do nothing that would in conjunction with the 
mark, suggest sponsorship or endorsement by the trademark holder. While Conners arguably meets the first two 
requirements, since her fame is contingent upon her participation in the show and she likely is using no more of the 
mark than is reasonably necessary, it will be more difficult for her to satisfy the third requirement.  For example, 
one court held that a former member of the BEACH BOYS¨ could not use that mark as part of his commercial 
activities because it suggested sponsorship by the band. 

To avoid the suggestion of endorsement, perhaps Conners should identify herself as “The Fired Apprentice.” But 
then again, this may cause her to end up back in the boardroom.  
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TRYING TO PUT THE GENIE BACK IN THE BOTTLE: CORRECTIVE ADVERTISING AWARDS FOR TRADEMARK 
INFRINGEMENT
By Julie L. Harlan 

Courts clearly have the power to order an infringer to undertake a corrective advertising campaign to undo the 
confusion or deception caused by its illegal actions.  It is less clear, however, whether damages may be awarded to 
the injured party to recover from the infringer the actual or estimated costs of corrective advertising.
 
Courts who have addressed the issues have distinguished between two types of corrective advertising: (1) corrective 
advertising costs actually expended by the plaintiff; and (2) prospective corrective advertising costs, i.e., advertising 
costs, that have not yet been incurred. In general, courts have been generous in awarded recovery for the costs 
actually incurred in corrective advertising, but have been more circumspect in awarding damages for future 
corrective advertising.

A. Actual Corrective Advertising 
The Ninth Circuit has held that corrective advertising expenditures incurred before trial may be awarded as part of 
the plaintiff=s damages for trademark infringement under the Lanham Act, reasoning that the purpose of corrective 
advertising award is to make the plaintiff whole. Adray v. Adray-Mart, Inc., 76 F.3d 984, 988 (9th Cir. 1996) (citing with 
approval U-Haul International, Inc. v. Jartran, 793 F.2d 1034, 1041(9th Cir. 1986). In other words, the Ninth Circuit 
held that corrective advertising Aallows the plaintiff to recover the cost of advertising undertaken to restore the 
value of the plaintiff=s trademark has lost due to the defendant=s infringement.@ Adray, 76 F.3d at 988 (citing with 
approval Zazu Designs v. Loreal, 979 F.2d 499, 506, (7

th

 Cir. 1992).) 

For an award for actual corrective advertising, most courts have held that the plaintiff must prove that its Adamage 
control@ expenses were caused by the violation of the Lanham Act (such as false advertising or trademark 
infringement), and that the plaintiff=s expenses were reasonable under the circumstances and proportionate to 
the damage that was likely to occur. Balance Dynamics Corp. v. Schmidt Industries, Inc., 204 F.3d 683, 690-692 (6

th

 
Cir. 2000). In JTH Tax, Inc. v. H & R Block Eastern Tax Services, Inc., 178 F. Supp.2d 926, 946-947 (E.D Va. 2001), 
affirmed in part, reversed in part, and remanded on other grounds, JTH Tax Inc. v. H&R Block Eastern Tax Services, 
Inc., 28 Fed. App. 207 (4

th

 Cir. 2002), the district court denied corrective advertising damages because there was 
no indication that the advertising was in fact corrective.  The plaintiff in JTH Tax had committed to the advertising 
before the defendant began the false advertising campaign. Moreover, the court held that the plaintiff failed to 
establish that the cost of responsive advertising was a loss.  Id.

Likewise, the court in PBM Products, Inc. v. Meade Johnson & Co., 174 F. Supp. 2d 417, 420-21 (E.D.Va. 2001) held that 
in order to obtain compensation for corrective advertising efforts actually undertaken, the plaintiff must show that 
the advertising actually and reasonably responded to the injury. In Cuisinart v. Robot-Coupe International Corp., 580 
F. Supp. 634, 640 (S.D.N.Y 1984) the court stated that the plaintiff would be permitted to obtain corrective advertising 
damages actually incurred because the corrective advertising measures A were prompted by and specifically 
addressed the misleading . . . ads.@ And in Mobius Management Systems Inc. v. Fourth Dimension Software, Inc., 
880 F. Supp. 1005, 1023 (S.D.N.Y. 1994), the court awarded the costs of completed corrective advertising, which 
consisted of (1) the preparation of several memorandum to address the defendant=s statements point-by-point; (2) 
the assignment of personnel that normally would not have participated in the sales effort; and 
(3) the devotion of follow-up resources to consumers that would not have occurred had not been for the 
misrepresentations. Id. 

B. Prospective Corrective Advertising Awards 
In some instances, courts actually award damages for the cost of prospective corrective advertising, i.e., corrective 
advertising that has not actually occurred. The seminal case is Big O Tire Dealers, Inc. v. Goodyear Tire & Rubber 
Company, 561 F.2d 1365 (10

th

 Cir. 1977), which held that in the instances where the plaintiff could not afford engage 
in actual corrective advertising before the trial, the plaintiff might be able to obtain an award for future corrective 
advertising from the defendant. The Tenth Circuit in Big O held that the purpose of prospective corrective advertising 
awards is to permit the plaintiffs to inform Atheir customers, potential customers, and the public as a whole about 
the true facts in the dispute and anything else to eliminate the confusion.@ Big O, 561 F.2d at 1374. To determine 
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the amount of prospective corrective advertising award, the Tenth Circuit held that it was appropriate to look at the 
actual advertising expenditures spent by the defendant on the infringing ads, to then apportion those expenditures, if 
the plaintiff has a smaller market and then to award 25% of the apportioned amount. Id. at 1375, 1376. For instance, 
in Big O, the defendant had engaged in a national advertising campaign, whereas the plaintiff only had a market in 
approximately 14 states. Consequently, the court took 28% of the defendant=s advertising campaign expenditures 
(presumably to represent Big O=s market share) and then took 25% of that figure to arrive at maximum amount that 
could be awarded by the jury for prospective corrective advertising. 

Although Big O was limited to instances in which the plaintiff could not afford to actually engage in corrective 
advertising, the Ninth Circuit held in Adray that prospective advertising measures are not limited to cases in which 
the plaintiff could not afford to do corrective advertising. Adray, 76 F.3d at 988-89.  The Ninth Circuit did not rule 
on what the proper method would be to arrive at prospective corrective advertising award but noted the method to 
arrive at corrective advertising expenditures used by Big O. Id. The Ninth Circuit also acknowledged that there was 
a danger of overcompensating the plaintiff in awarding prospective corrective advertising damages, but held that 
such danger can be limited by instructing the jury that perspective corrective damages should be awarded Aonly to 
the extent that the amount of money needed for corrective advertising does not exceed the damage to the value of 
the plaintiff=s mark.@ Adray, 76 F.3d at 989. 
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CALIFORNIA’S WINE LABELING LAW – IS IT JUST A CASE OF SOUR GRAPES
By Scott Hervey

In Romeo and Juliet, William Shakespeare writes “What’s in a name? A rose by any other name would still smell as 
sweet.” The Napa Valley Vintners Association probably would disagree; especially if the name was “Napa” or any of 
the other federally recognized sub-appellations located within Napa county. The California Supreme Court will have 
an opportunity to determine what is in name, more particularly, what is in the name “Napa”, when it decides the 
current wine labeling dispute between the Napa Valley Vintners Association, backed by the California Department 
of Alcoholic Beverage Control and Bronco Wine Company, best known for its $1.99 Charles Shaw brand, commonly 
called “Two Buck Chuck.”  

There has been a long running dispute between the Vintners Association and Bronco stemming from Bronco’s use 
of the brand names Napa Ridge, Napa Creek Winery, and Rutherford Vintners to sell wine made from grapes grown 
in Stanislaus County.  The Vintners Association claims that the wine labels are misleading to consumers who may 
believe that the wine they are drinking comes from Napa county.  The Vintners Association claims that this would 
diminish the value of the Napa name. 

In 2000, the Vintners Association backed the proposal and passage of Business and Professions Code Section 25241. 
This section requires that wine sold for interstate or foreign commerce can not use the name “Napa” or the names 
of other federally recognized sub-appellation located within Napa County (such as Rutherford, Stags Leap District, 
Oakville, Saint Helena and Yountville) on a wine label or other advertising for the wine unless the wine meets the 
“appellation of origin” criteria under federal law. Under federal law, in order to use a geographic name as an 
appellation of origin where that name has been recognized as an American Viticultural Area (AVA) (such as Napa), 
at least eighty-five percent (85%) of the wine must be derived from grapes grown in the area indicated by the 
appellation.  

Section 25241 was enacted to protect the reputation of Napa Valley Wines and eliminate consumer deception 
resulting from the misleading use of brand names of viticultural significance in the labeling and advertising of 
bottled wine.  Section 25241 was enacted to close a perceived loophole in the existing federal regulatory scheme 
which allow producers like Bronco to sell wines produced with grapes from areas other than Napa all using brand 
names suggesting the wine is sourced with Napa grapes. This loophole comes from a grandfather clause in the 
Federal Alcohol Administration Act which allows the geographical names of Napa and other regions to be used on 
wine brands that were approved and in use prior to July 7, 1986 so long as the true growing areas of the grapes are 
featured prominently on the label. Because Bronco acquired the three wine brands at issue from parties that had 
used them prior to 1986, under federal law Bronco’s use of Napa Ridge, Napa Creek Winery and Rutherford Vintners 
Wines as wine brands was acceptable. 

The Vintners Association sued Bronco to enforce Section 25241. In December, 2002, Bronco was able to get the 
Third District Court of Appeal to block the enforcement of Section 25241 on the grounds that the Federal Alcohol 
Administration preempted state regulation of wine labels. The Federal Alcohol Administration Act empowered the 
Department of Treasury through the Bureau of Alcohol, Tobacco and Firearms to promulgate regulations establishing 
a program governing the procedure for the approval of wine labels. This act includes the grandfather clause which 
allowed the geographical names of Napa and other regions to continue to be used on wine brands if they were used 
before 1986 so long as the true growing areas of the grapes were featured prominently on the label. The Napa Valley 
Vintners Association appealed to the California Supreme Court and oral argument was heard on May 26,2004. 

In oral argument, the Court appeared to be somewhat sour on Bronco’s position.  Chief Justice Ronald George asked 
Bronco’s counsel “Why don’t they call it Lodi Ridge or Lodi Creek?” “Why [does Bronco] keep [the Napa Ridge] label 
if not for any other reason than to deceive?”  Justice George and Justice Joyce Kennard pointed out that California 
has regulated the wine industry as early as 1866; long before the federal government passed the Federal Alcohol 
Administration Act in 1935. While Bronco’s counsel pushed its position that the Federal Act pre-empts California’s 
law, the court did not seem inclined to accept it. 

Until the court uncorks its ruling, Bronco can continue to sell its Napa Ridge, Napa Creek Winery and Rutherford Vintners branded wines.
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FOREIGN TRADEMARK FILING STRATEGIES THE EUROPEAN UNION
By Scott M. Hervey

Last weeks article covered the implementation of the Madrid Protocol in the United States and discussed how the 
ability to file International Applications will assist U.S. attorneys in developing a foreign trademark filing strategy for 
their clients. However, as noted in the article, the European Union is not a member of the Madrid Protocol. Despite 
the benefits of the International Registration system, if a domestic company does significant business in Europe, a 
Community Trademark (“CMT”) registration may be the more efficient way of obtaining trademark protection in that 
area of the world. 

A CMT registration provides the trademark owner with protection in each country that is a member of the European 
Union.  Currently there are 15 member countries: Austria, Benelux, Belgium, Netherlands, Luxembourg, Denmark, 
Finland, France, Germany, Greece, Ireland, Italy, Portugal, Spain, Sweden and the UK.  The EU is set to expand to 
include ten new countries by May of 2004 – Cyprus, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, 
Poland, Slovak Republic, and Slovenia. A CMT application is subject to only one registration procedure and when 
granted is valid in the EU as a whole. This will include the new member countries as well. 

The CMT is examined and registered by one office; the Office for Harmonization in the Internal Market (OHIM). An 
examination of a CMT application is limited to a review of the identification of the goods and services and whether 
the application should be refused on grounds such as the mark being merely descriptive, etc. OHIM will not examine 
CMT applications for confusion with other registered or pending marks. By contrast, an International Application 
is examined separately by each national trademark office according to that office’s ordinary practice. Most of the 
national offices of the European Union countries examine applications for confusion. 

The fact that the OHIM conducts no priority examination and is an “opposition” system means that mark owners 
have to be vigilant in watching for CMT applications that conflict with their registered or pending marks.  This may 
result in higher fees for watch services and legal fees associated with filing oppositions. 

The centralized process of registration also cuts down on other duplications. An International Application may 
be subject to multiple office actions from the various domestic trademark offices, while a CMT application is only 
issued office actions from OHIM.  There is only one opposition period for a CMT application and all of the oppositions 
must proceed before the OHIM.  An International Application is subject to different opposition periods based on the 
protocols of each national office. 

While there are benefits to the centralized registration process for a CMT application, there are pitfalls as well. 
Unlike an International Registration which can be divided geographically, a CMT is one single asset and can only be 
transferred for the EU as a whole.  This unitary characteristic also provides little flexibility when a CMT is refused 
registration or invalidated.  A refusal to register, expiration or invalidation for a CMT application applies to the 
entire EU. However, an International Application, if refused in one of the designated countries, will continue forward 
without incident in the other countries. 

There are other differences between a CMT and an International Application. Unlike an International Application, 
a CMT is not based on another application or registration. As pointed out last week, an International Application is 
vulnerable during the first five years to a “central attack” -an attack on the validity of the application or registration 
on which the International Application is based.  If the rights in this basic application or registration are lost, so goes 
the International Application. By contrast, a CMT is not dependant on any other application and, once registered, can 
not be invalidated during the first five years except under very limited circumstances. 

Also, because an International Application is based on another application or registration, the goods and services 
reflected in the International Application can only be as broad as those in the basic application or registration.  A 
CMT registration does not depend on any other application or registration, and as such the scope of the goods and 
services may be broader.

It is also important to remember that the national trademark systems of EU member states are intact. Thus, if a 
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CMT registration is not available, and for some reason an International Application is not practical, an applicant can 
always pursue a national application. In fact, it appears that some nations are “competing” for national registrations. 
Apparently, national applications are registering faster than either a CMT or an International Application. 

The International Registration systems will allow U.S. practitioners to take on more of a hands-on roll in the 
international filing strategy of its clients and possibly reduce the expenses normally associated with obtaining 
foreign trademark registrations. However, practitioners should consider all of the options available when plotting 
a foreign filing strategy. 
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FOREIGN TRADEMARK FILING STRATEGIES PART ONE – THE MADRID PROTOCOL
By Scott Hervey

Chances are, most domestic trademark applicants also have corresponding foreign trademark needs.  Today’s 
trademark attorney must be conversant not only in domestic trademark law, but should also have a good 
understanding of how to implement a foreign trademark filing strategy for their client.  

In November of this year, the United States Patent and Trademark Office (USPTO) is set to establish a process for 
implementing the Madrid Protocol for the International Registration of Trademarks.  Once the USPTO establishes 
the rules that will govern the International Registration procedures, United States trademark owners will be able 
to use the International Registration system to obtain protection for their marks in any of the 56 Madrid Protocol 
member countries. 

A domestic applicant seeking registration under the Madrid Protocol would first file an international application with 
the USPTO. Once the USPTO certifies that the international application conforms to a corresponding U.S. application 
or registration, the application is forwarded to the World Intellectual Property Organization (WIPO). As long as the 
international application meets the required formalities, it is sent along to the various nations designated by the 
applicant.  There the application is examined by the nation’s local trademark office according to national law. In 
some places, this may involve only a cursory review, while in nations like the U.S. the review will include both a 
formal and substantive (likelihood of confusion) examination.  In the event registration is refused in one or more of 
the designated nations, the international application will still move forward in the other designated nations. 

In order to file an international application an applicant is only required to have either a pending or registered mark 
in a member country (which the U.S. will be very soon). To extend protection to certain foreign nations, the applicant 
need only designate those nations in its application.  The applicant does not have to have used the mark in the 
designated nations or even have an intent to use its mark in the nations.  Further, as new nations implement the 
Madrid Protocol, an applicant or owner of an international application is entitled to make additional designations to 
add these new nations without having to file a new registration. 

The initial term of protection for an international registration is ten years, with unlimited renewal periods of ten 
years. To renew, the owner of an international registration must file the renewal request, along with the necessary 
fee, within six months prior to the expiration of each term of protection.  If for some reason the owner misses this 
six month filing period, it can file for renewal during the six months following the date on which the renewal was 
due, but it must pay a surcharge for doing so. 

An international application can be canceled within the first five years of initial registration through an attack on 
the basic domestic mark on which the international application is based. The Madrid Protocol rules state that if the 
basic mark ceases to have effect within five years from the date of its international registration, the international 
registration will be cancelled.  The same applies if a proceeding is instituted against the basic mark within the five 
year period which results in a ceasing effect outside the five year period. The above is referred to as a “central 
attack” when the action is brought by a third party. 

Where an international registration is cancelled due to a ceasing effect, the registrant is entitled to “transform” 
the international application by filing “transformation applications” in each of the designated nations. The 
transformation applications must be filed within three months of cancellation of the international application. When 
done successfully, the registrant preserves the filing date of its international application. 

Changes in ownership of an international application are achieved by recording the change of ownership with WIPO. 
Because the change of ownership can be recorded in all or some of the originally designated nations, a registrant 
can geographically divide an international application and sell off individual nations.  
In some nations, a transferee’s ability to enforce its rights depends on recording the transfer.  Because the ability 
to record a new owner depends on the treaty (either the Madrid Protocol or the Madrid Treaty) enacted by the 
transferee’s nation, transferring an international mark may require some strategy. The following example may be 
helpful. 
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An international mark based on a French basic mark is to be transferred to a United Kingdom company. The parties 
wish to record the transfer in the following designated nations: Viet Nam, Germany, Egypt and Denmark. France and 
Germany have enacted both the Agreement and the Protocol, Viet Nam and Egypt have enacted only the Agreement, 
while Denmark and the UK have enacted only the Protocol. The parties will be able to record the transfer in Germany 
and Denmark because these nations have enacted the Protocol.  However, because the UK has not enacted the 
Agreement, the transfer can not be recorded in Viet Nam and Egypt, and as a result the UK Company will not be able 
to enforce its rights as the new mark owner in those nations. 

The proposed processing fee to be charged by the USPTO for certifying an international application based on a single 
U.S. application or registration is $100 per class, while the fee for certifying an international application based 
on multiple U.S. applications or registration is $150 per class. On top of the USPTO processing fee, an applicant 
must pay fees for the actual international filing.  These fees will vary depending on the nations designated by the 
applicant. Some nations are as little as $50 while others are more expensive. And since the fees are based on the 
Swiss franc, the amount paid for each particular designation will fluctuate with the exchange rate. 

For domestic applicants, the Madrid Protocol offers a cost effective mechanism for obtaining foreign protection. 
While domestic mark owners were always able to seek international protection, they had to obtain foreign counsel 
to prosecute the applications. Because an international application filing will be done through the USPTO, there may 
be no need for foreign counsel which can substantially reduce the overall cost with obtaining foreign registration. 

Presently, the European Union is not a signatory to the Madrid Protocol, although talks are underway.  While a 
number of the Union nations have implemented the Madrid Protocol, the EU maintains its own system of registering 
trademarks.  Madrid is not a substitute for registering a mark with the EU and counsel should give careful 
consideration whether or not file with the EU. This will be the subject of next week’s column. 
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ONE HUNDRED THIRTY FIVE MILLION REASONS TO PERFORM A TRADEMARK SEARCH
By Scott M. Hervey

A complete trademark search should always be the starting point anytime a company proposes to make use of a new 
mark. Some mistakenly hold the belief that a trademark search is only necessary prior to filing of a federal trademark 
registration application. This is not the case. Beginning use of mark without having surveyed the landscape for third 
parties with superior rights is a risky proposition and one which may have severe consequences.

Presently, it is unresolved whether a party has a duty to conduct a full trademark search before beginning to use a 
mark. However, there is a line of cases holding that the failure to conduct a trademark search can have a negative 
effect when assessing whether the party adopted an infringing mark innocently or with bad faith intent. In Sands, 
Taylor and Wood v. Quaker Oats Company, the defendant’s failure to conduct a trademark search prior to launching 
a national advertising campaign utilizing the words THIRST AID in its popular slogan “Gatorade is Thirst Aid” was 
at issue. The plaintiff owned the incontestable trademark THIRST AID for nonalcoholic beverages and other types 
of soft drinks.  In assessing the defendant’s intent in adopting the infringing mark, the district court noted that 
“it is difficult to avoid a finding of bad faith when the overwhelming evidence shows that the defendant knew of 
the plaintiff’s right in the THIRST AID mark and yet proceeded to air its advertising campaign in the face of that 
knowledge. The district court stated the “defendant had a duty to ensure, through a proper and timely trademark 
search that its campaign would not imitate an existing registered mark. As a highly sophisticated national marketer, 
defendant had access to every imaginable resource to avoid the slightest possibility of confusion.” 

Although the defendant’s “duty” to conduct a trademark search prior to adopting its mark was not imposed on 
appeal, other courts have weighed a party’s failure to conduct a trademark search when determining bad faith. 
Although a finding of bad faith is not essential to prove infringement where likelihood of confusion already exists, a 
finding of bad faith can be a substantial factor supporting a finding of likelihood of confusion. In addition, the finding 
of bad faith can increase the damages awarded to successful plaintiff. 

In International Star Class Yacht Racing Association v. Tommy Hilfiger, USA Inc., the Second Circuit intimated that 
a finding of bad faith would subject the infringer to liability for the plaintiff’s attorney’s fees. In that case the district 
court found that Hilfiger had infringed the Yacht Racing’s Association’s STAR CROSS trademark by placing that 
mark on its “nautical” clothing. In finding bad faith, the district court noted that Hilfiger’s trademark attorneys had 
suggested Hilfiger conduct a full trademark search but that Hilfiger had only engaged in a limited search of the 
United States Patent and Trademark Office records. On appeal, the Second Circuit vacated district court’s denial of 
attorneys fees and remanded the question of whether Hilfiger acted in bad faith, specifically noting that Hilfiger’s 
“willful ignorance” in not conducting a full search should be considered in determining whether or not it acted in 
bad faith. On second remand to the district court it again held that Hilfiger had not acted in bad faith. The court 
noted that at the relevant time (1994) case law did not impose an obligation upon Hilfiger to do a more extensive 
trademark search. The court left open whether a party who intended to use and register a trademark after 1994 has 
a duty to conduct a full trademark search prior to use.  

While current case law is unsettled as to whether or not a party seeking to register and/or use a trademark has 
a duty to conduct a full trademark search, a search and reliance on an opinion of counsel in clearing a mark may 
prevent an award of profits or attorneys fees.  This is because under the Lanham Act, a plaintiff is entitled to 
recover an accounting of the infringer’s profits and possibly attorney’s fees where the plaintiff is able to prove willful 
infringement. 

In Trovan Ltd. v. Pfizer, Inc., the Central District of California set aside a jury verdict in a case where the jury had 
awarded the highest damage award in any U.S. trademark case awarding $135,000,000 in punitive damages and 
$8,000,000 in compensatory damages.  In reversing the punitive damage award, the court found that the evidence 
on the record failed as a matter of law to establish bad faith. In making its finding, the court pointed to a number of 
factors establishing good faith, including evidence that the defendants had conducted a full trademark search and 
relied on a thorough report of its counsel before adopting and using the mark. 
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The reliance on the advice of counsel is an element which can prevent the finding of bad faith. However, reliance 
on the advice of counsel has to be reasonable and for the good faith purpose of avoiding infringement. In Chevron 
Chemical v. Voluntary Purchasing Groups, Inc., where the defendants consulted an attorney for advice on how to 
imitate the plaintiff’s trade dress without being liable for infringement, the court determined that the consultation 
with their lawyer would not negate the defendants’ bad faith intent. In addition, superficial opinion letters or an 
opinion letter from a lawyer who does not regularly practice in the area can undermine a defendant’s claim of good 
faith. 
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Banks Muscle Through Their Own Trademark/Advertising Law
By Scott Hervey 

Are you tired of all of the letters inviting you to refinance your home mortgage?  Have you ever been shocked and a 
little angry when you receive such a letter and see the name of your lending institution, your account number and 
the amount owed on your mortgage? You are not the only one that was upset. The financial institutions carrying 
consumer mortgages grew increasingly upset as a number of customers refinanced.  They also grew tired of 
explaining to irate customers who believed the bank had disclosed private financial information that the information 
was publicly available. So, in an attempt to deal with the situation, the banking industry in California, literally, wrote 
its own law. 

SB 1150, which was passed by the California Legislature in 2004 and became effective January 1, 2005, places 
significant restrictions on the use of names, trade names, logos and taglines of lending intuitions as well as 
consumer loan information. The bill adds to California Business and Professions Code sections 14700 through 
14704. 

The new statutes prohibit the use of the name, trade name, logo, or tagline of a lender in a direct mail advertisement 
for financial services that is sent to a consumer who has obtained a loan from the lender without the consent of the 
lender, unless the advertisement clearly and conspicuously states that the party is not sponsored by or affiliated 
with the lender and that the advertisement is not authorized by the lender, which must then identify by name. 
This statement must be made in close proximity to, and in the same or larger font size as, the first and the most 
prominent use or uses of the name, trade name, logo, or tagline in the solicitation, including on an envelope or 
through an envelope window containing the advertisement. 

The new statutes also prohibit the use of a consumer’s loan number or loan amount, whether or not publicly available, 
in a solicitation for services or products without the consent of the consumer, unless the solicitation clearly and 
conspicuously states, when applicable, that the party is not sponsored by or affiliated with the lender and that the 
solicitation is not authorized by the lender, and states that the consumer’s loan information was not provided by that 
lender. This statement shall be made in close proximity to, and in the same or larger font as, the first and the most 
prominent use or uses of the consumer’s loan information in the solicitation, including on an envelope or through 
an envelope window containing the solicitation. 

In addition to the above, the new statutes prohibit the use of use the name of a lender or a name that is similar to 
that of a lender in a solicitation for financial services if that use could cause a reasonable person to be confused, 
mistaken, or deceived initially or otherwise as to either (a) the lender’s sponsorship, affiliation, connection, or 
association with the sender; or (b) the lender’s approval or endorsement of the sender.  The above “could cause” 
confusion standard differs from the traditional “likelihood of confusion” standard under both the Lanham Act and 
California’s chapter of the Business and Professions Code that addresses Trademark Law. 

This statute poses a number of problems. First, it proposes a new standard for judging consumer confusion 
without giving the court guidance. The courts have a well developed test for determining whether there is a 
likelihood of confusion in a trademark case; here they have nothing to guide them.  In addition, the new statute 
does not provide a mechanism for dealing with marks that lack distinctiveness and thus otherwise would not 
be entitled to a great deal of trademark protection. For example, a financial institution could rename itself “The 
Bank” and then use B&P Code § 14700 et al to prevent other financial institutions from using the words “The 
Bank” because it could cause confusion. 

The new statute makes it rather easy for a financial institution that believes another lender is using a mark 
that could cause confusion to obtain an injunction.  The aggrieved bank is not required to show actual damages 
in order to obtain an injunction as irreparable harm and interim harm are presumed.  In addition to injunctive 
relief, an aggrieved bank would be entitled to recover actual damages, if any, as well as reasonable attorney’s 
fees. 
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Although the new law lessens the burden for bringing what otherwise could be considered a trademark action, it 
does attempt to preserve some fair use elements. The new statutes provide that it is not a violation to use the name, 
trade name, logo, or tagline of a lender without the disclaimer statement described above in comparison advertising 
or in a manner that otherwise constitutes nominative fair use. 

There have not yet been any lawsuits brought under this new law.  However, given the competitive nature of the 
home mortgage industry, it is only a matter of time. 
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