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|. INTRODUCTION

A patentee enjoys the right to exclude others from making, using,
offering for sale, selling or importing patented articlé. This right
can be shared or transferred through an assigrfiminé patentee can
also exempt persons from the exclusionary powt the patent
through a patent license. Among various patent enforcement
manners, licensing is one of several strategies for exploiting and
commercializing the patentsPatent licensing allows the owner to
increasethe reward from the invention in ananner consistent with
prior reasonable expectatiohsEconomic theory views licensing as
beneficial because the practice permits the patent owner to transfer the
right to the most productive userand use the market to help
determine the most efficiemeans of commercializing the inventibn.

Hi-tech companies are accordingly conducting various licensing
activities to increase tire rewards. Microsoft Corporation
(OMicrosoftO) is an example. It has enforced a licensing program with
respect to Androidpatents since 2011. The licensees are the
producers of various Android devices, including mobile phones,
notebooks and other electronic devi€esn the notebook (ONBO)

! See3s5u.S.C.o 271(a) (2006) (OExcept as otherwise provided in this title,
whoever without authority makes, uses, offers to sell, or sells any patented invention,
within the United States, or imports into the United States any patented invention
during the érm of the patent therefore, infringes the patentO).

% See HERBERT F. SCHWARTZ & ROBERT J. GOLDMAN, PATENT LAW AND
PRACTICE 12 (6th ed. 2008).See alsa35U.S.C.a 261 (2006) (OApplications for
patent, patents, or any interest therein, shall be assigimalale by an instrument in
writingO).

% SeeSCHWARTZ & GOLDMAN, supranote 2, at 12.See als@35U.S.C.o 261
(2006) (OThe applicant, patentee, or his assigns or legal representatives may in like
manner grant and convey an exclusive right under his cgtigih for patent, or
patents, to the whole or any specified part of the United StatesO).

* ROBERTC. MEGANTZ, HOW TOLICENSETECHNOLOGY 1 (1996).

® Rudolph J. R. PeritzZCompetition Policy and its Implications for Intellectual
Property Rights in the Unite Statesin THE INTERFACE BETWEEN INTELLECTUAL
PROPERTY RIGHTS AND COMPETITION PoLICY 125,203 (Steven D. Anderman ed.,
2007).

®1d.

" Androidis a Linuxbased operating system designed primarily for touch screen
mobile devices such as smartphones and tablet computers, developed by Google in
conjunction with the Open Handset Allianc&eeJon Brodkin,Microsoft Collects
License Fees on 50% ofndroid Devices, Tells Google to OWake Uprs
TECHNICA (Oct. 23, 2011, 5:30 PM), http://arstechnica.com/information
technology/2011/10/microsefollectslicensefeeson-50-of-androiddevicestells-
googleto-wakeup.

® Those Android device producers aré@and Samsungld.
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supply chain, the licensees include bolB original design
manufactures (OODMO)and thebrand? Microsoft greatly benefits
from swch Android licensing activity. It is estimated that Microsoft
earned US $800 million from Android royalties in the second quarter
of 2012:°

The patentee may collect more royalties if more licensees are
granted licenses. The patentee expects to grant licenses to more
licensees to increaskis rewards. A common practice is that the
patentee licenses the patents to all participants in a seppin to
ensure that the end products of this supply chain will be fully covered
by the licenses. For example, if a patentee holds the patents involving
a technology of a componepart the patentee may graatpatent
license directly to the component mdacturer, to the ODM who
purchases and incorporates the componetashe end products, and
to the distributor who sells the end products under its own brand.
Those participants ithe supply chain may respectively take licemise
from the patentee sddt their manufacturing and selling activities
would be immune from patent infringemént.

The patents are commonly licensed by means of license
agreement$? OLicenses are contractual arrangements between a

°The NB ODMs who obtain théndroid licenses include Quanta, Compal,
Witron, and Pegatron, while the NB brands are Asustek, Acer and ViewSmgc.
Brad Smith and Horacio GutierreiicrosoftOs New Patent Agreement with Compal:
A New Milestone for Our Android Licensing PrograffeCHNET (Oct. 23, 2011,
7:00 AM), http://blogs.technet.com/b/microsoft_on_the_issues/archive/2011/10/23/
microsofts-new-patentagreementvith-compata-newmilestonefor-our-android
licensingprogram.aspxHeater Leonard,The Microsoft Investor: Microsoft Racks
up Another Android LicenseBUSINESS INSIDER (Apr. 26, 2012, 11:37 AM),
http://articles.businessinsider.com/280£26/tech/31403338_1_windowshone
zunemicrosoft.

Y previous estimas said that Microsti would make US $444 million from
Android royaltiegperyear, but they were later updated to show the royalty iname
a much higher amount. J. Angelo RaconMigcrosoft Earned $800 Million from
Android Royalties in Q2 2012ANDROID AUTHORITY (Aug. 7, 2A2 7:00AM),
http://www.androidauthority.com/microsedarned800-million-from-android
royaltiesin-q2-2012106017/.

" The patent infringement concerns behavior. An individual need only perform
one of these acts to be liable as an infringROGER E. SCHECHTER & JOHN R.
THOMAS, PRINCIPLES OFPATENT LAW 275 (2d ed. 2004).

2The patents would also be licensed by compulsory license under applicable
laws as identified in Art. 31 of the Agreement on Tr&ddated Aspects of
Intellectual PropertyRights (TRIPS Agreement). It permits that Othe law of a
Member allows for other use of the subject matter of a patent without the
authorization of the right holder, including use by the government or third parties
authorized by the government.0 TRIPSre&gent on TradRelated Aspects of
Intellectual Property Rights, Apr. 15, 1994, Marrakesh Agreement Establishing the
World Trade Organization, Annex 1C, 1869 U.N.T.S. 299, 333 [hereinafter TRIPS

continued. . .
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patentee and one who is granted a right to made, or sell under the
patent.& License agreements may be conducted between the patentee
and the intended license¥sThe terms and conditions of the license
agreements are drafted on the basis of the licensor and licenseeOs
mutual consent. Despite tle fact that license agreements are made
based on freedom of contract, certain legal issues arise when the
patentee signa license agreement with each of the participants in a
supply chain. The main issue relates to the patent exhaustion doctrine.
This dctrine, also known as the first sale doctrine, Ooperates to
Oexhaust,0 or extinguish, the exclusive rights of sale and use as to
patented articles sold with the patent ownerOs authorizafion.O
Accordingly, subject to the license agreement between thentpat
and the component manufacturer, components should be deemed
OlicensedO patented articldatent rights exhaust after the licensed
components are sold to the customers. Downstream purchasers like
the ODM and thebrand are actually buying licensedomponents.
Given that downstream purchasers purchase the patented articles from
other licensees and also take the same patent license from the
licensor'’ several questions subsequently arise: (i) How to appraise
the licenses directly granted to downstregorchasers under the
patent exhaustiodoctring?; (i) Whetherpatent exhaustion would be
applied to the downstream purchaserOs license agregnaent®)
How to enforce respective license agreements under the exhaustion
doctrine?

From Bloomer® to Quantd® the Supreme Court has established

Agreement] available at http://www.wto.org/english/docs egfél_e/27trips.pdf In

such case, the patent license is made by government order instead of license
agreement. Nevertheless, the commentary states that the United States takes a dim
view of compulsory licenses that other countries prefer to emflege.g, Jerome

H. Reichman Compulsory Licensing of Patented Inventions: Comparing United
States Law and Practice with Optiodader the TRIPS Agreemetitlay 14, 2006),
available at
http://www.aals.org/documents/2006intprop/JeromeReichmanOutline.pdf.

B WILLIAM H. FRANCIS ET AL, CASES AND MATERIALS ON PATENT LAW
INCLUDING TRADE SECRETSCOPYRIGHTS TRADEMARKS 835 (6th ed 2007).

1 Arthur Alan Leff, Contract as Thingin FOUNDATIONS OF CONTRACT LAW
329,329 (Richard Craswell & Alan Schwartz eds., 1994) (O[T]keBtract was
developed as a method of segregating, for a particular and predictable treatment,
contemplated trading transaction between-fudked persons in an assumedly free
enterprise, free market economic syst@jn

> The ontract is the product ofjaint creative effortSeeid. at 330.

6 Amelia Smith RinehartContracting Patents: A Modern Patent Exhaustion
Doctring, 23HARV. J.L.& TECH. 483, 484 (2010).

"See infraPart 1l (explainingthatthe reason that the downstream purchasers
would directlytake the licenses from the patentee involves various business models).

18 Bloomer v. McQuewan, 55 U.S. 539, 549 (1852).
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that the patent exhaustion doctrine operates as an affirmative defense
in a patent infringement actidf. The doctrine introduces the concept
that the legitimate sale of a patented product extinguishes the patent
holderOs exclusive rights over the article sold, and the purchaser takes
the title without further restraint or obligation under the patent faws.
Althoughthis doctrine acts as a defense to the infringement claim and
a restriction to the patenteeOs rigrer the patented article afteale

its status as a contract rule to be applied in the licensing relationship
remains unclear. There is no case confirming the status of the patent
exhaustion doctrine as a contract rule. Justice Thom@siamtadid

not address whether the patent exhaustion doctrine operates as an
immutable rule or a default rule that may be contracted arGund.
Consequently, we observe the need tde®ne the role of the patent
exhaustion doctrine to resolve the issues above wNWealsoprovide

a balanced approadh later sections to consummageveral signed
license agreements under patent exhaustion.

This article has five sections. The first sectiprovides an
introduction to this article.The secondectionbriefly overviewsthe
patent exhaustion doctrine and defines its legal staflise third
section introduces the licensing arrangements and business models in
current practice, and further reviews and targets the key legal issues
that arisein current practice. The fourtBection suggests several
practical approaches to resolve the licensing issues under patent
exhaustion. The final section is a summarized conclusion to the
article.

Il. THE OVERVIEW OF THE PATENT EXHAUSTION DOCTRINE

A. The Origin and Concept of Patent Exhaustion

The patent exhaustion doctrine, also known as the first sale
doctrine, evolved in the United States during the late nineteenth
century to accommodate the free movement of patented goods in
commerce?®* The patent exhaustion doctrine dates back to the
Suprene CourtOs 1852 decisionBloomer v. McQuewaft Later, in
Adams v. Burkethe Supreme Court first announced the exhaustion of

19 Quanta Computer, Inc. v. LG Elecs., Inc., 128 S.Ct. 2109, 2122 (2008).

20 Andrew T. DufresneThe Exhaustion Doctrine Revived? Assesshe Scope
and Possible Effects of the Supreme CourtOs Quanta De@4iBERKELEY TECH.
L.J.11, 12 (2009).

g,

2 Rinehartsupranote 16, at 486.

21d. at 484.

% pufresne supranote 20, at 12.
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monopoly doctring® that Owhen the patentee, or the person having his
rights, sells a machine or instrument whose sole valireiis use, he
receives the consideration for its use and he parts with the right to
restrict that use. The article, in the language of the Court, passes
without the limit of the monopoly’® In these cases, the Supreme
Court basically recognizthat tre authorized transfer or sale of the
patented article triggers patent exhaustion.

In United States v. Univis Lens Gthe Supreme Courgave
another substantial requirement, known as the essential feature test, to
apply the patent exhaustion doctrinetlie patented article soldl'his
was a case where the Supreme Court extended the patent exhaustion
doctrine to the sale of a partially completed patented article, so long as
the article exhibits the essential features of the claimed invefition.
The Court stated #éfollowing:

The full extent of the monopoly is the patentee's
exclusive right to make use, and vend the invention or
discovery. The patentee may surrender his monopoly
in whole by the sale of his patent or in part by the sale
of an aticle embodying the inventionHis monopoly
remains so long as he retains the ownership of the
patented article.But sale of it exhausts the monopoly
in that article and the patentee may not thereafter, by
virtue of his patent, control the use or digpos of the
article?®. . . [W]here one has sold an uncompleted
article which, because it embodies essential features of
his patented invention, is within the protection of his
patent, and has destined the article to be finished by the
purchaser in confonity to the patent, he has sold his
invention so far as it is or may be embodied in that
particular article®

Thus, he essential feature testpsr sea condition to apply the patent
exhaustion doctrine to the patented articles sold. One acatiesiic
further commented thatnivis is the controlling authority on patent
exhaustior’!

% ALAN S.GUTTERMAN, INNOVATION AND COMPETITION POLICY 217 (1997).

26 Adams v. Burke, 84 U.S. 453, 456 (1873).

2" United States v. Univis Lens Co., 316 U.S. 241 (1942).

2 John W. Osborned Coherent View of Patent Exhaustion: A Standard Based
on Patentable Distinctivenes80 SANTA CLARA COMPUTER& HIGH TECH. L.J. 643,
649 (2004).

2 Univis LensCo,, 316 U.S. at 250.

%01d. at 25051.

3 Osbornesupranote 28, at 650.
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In several cases, the Supreme Court highlighted the Oroyalty or
considerationO to be paid for exchanging the patenteeOs monopoly to
the patented articl€d. It seems that theoyalty or consideration to be
paid is a OmustO to trigger the patent exhaustion, echoing the
patenteeOs desire to increase the rewards arising from the patent
invention. However, the U.S. Constitution only grants the exclusive
right to the inventors byeguringprotectionfor a limited time, instead
of directly ensuring the patenteeOs compensdtiorthe purpose of
promoting the progress of the sciefit@ne commentator has noted
that the proper goal of intellectual property law is to give as little
protection as possible consistent with encouraging innovatioks a
result, the Supreme Court created the fair reward conceghited
States v. Masonite Corphighlighting the balance of interests at stake
in the patent systefl. The Court stressed thahe form of the
transaction does not govern, and addressed O[w]hether or not there has
been such a disposition of the article that it may fairly be said that the
patentee has received his reward for use of the aditl@he Court
did not elaborate on hownd to what extent the reward would be
considered fair.

On the other hand, however, the Court made it clear that the
patenteeOs reward is secondary and merely a means to *nltend.
echoed the same constitutional purpose of the patent system as
addressedn Motion Picture that Othe primary purpose of our patent
laws is not the creation of private fortunes for the owners of patents,
but is Oto promote the progress of science and the usefuf®afsodO

32 Adams v. Burke, 84 U.S. 453, 456 (1873) (OThat is to say, the patentee or his
assignee having in the act of sale received all the royalty ordsyatbn which he
claims for the use of his invention in that particular machine or instrument, it is open
to the use of the purchaser without further restriction on account of the monopoly of
the patentee®); Keeler v. Standard Foldigd Co., 157 U.S659, 66667 (1895)
(O[N]o article can be unfettered from the claim of his monopoly without paying its
tribute O); Univis LensCo. 316 U.S.at 251 (O[T]he purpose of the patent law is
fulfilled with respect to any particular article when the patentee desived his
reward for the use of his invention by the sale of the ax@le

#U.S.ConsT. art. 1,28, cl. 8.

3 Mark A. Lemley,Property, Intellectual Property, and Free Ridi88 TEX. L.

REV. 1031, 1031 (2005).

% Dufresne supranote 20, at 14.

% United States v. Masonite Corp., 316 U.S. 265, 278 (1942).

371d. (O[T]he promotion of the progress of science and the useful arts is the
Omain objectd; reward of inventors is secondary and merely a means toQhat end

3 SeeMotion Picture Patents Co. v. Universal Film Mfg. Co., 243 U.S. 502, 511
(1917) (referring to Pennock v. Dialogue, 27 U.S. 1, 19 (1829) (O[W]hile one great
object was, by holding out a reasonable reward to inventors, and giving them an
exclusive right totheir inventions for a limited period, to stimulate the efforts of
genius; the main object was Oto promote the progress of science and ug@f)) arts
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the CourtOs opinion, it is clear that if the reward has not been fairly
received by the patentee, the patent monopoly would not be exhausted.
But it remains unclear whether the patent exhaustion should always be
conditioned upon certain compensati@r whetherany consideration

to be paid is a OmustO to trigger the patent exhaustion. The judgment
may be made on a cabg-case basi& The scholar hereby indicates
another viewing anglsuggestinghat the Odouble royaltyO is #iee

gua nonof paent exhaustion through extending and interpreting the
CourtOs opinions ldnivis.*® This approach has never appeared in the
court cases but may be practical as a supplementary rule when judging
patent exhaustion.

Other than the Ofirst salectringO the €3sential feature test,O and
Ofair rewaraoncepiO the Supreme Colrasnot identifed any other
substantial requirements to apply the patent exhaustion doctrine. One
academic criticizes that aft®loomerthe patent exhaustion doctrine
became fixed ifJ.S. patent jurisprudence as a kind of axiomatic truth,
but the Otheoretical underpinnings remain somewhat flaAn6ther
author further comments that the Oapplication of this seemingly
straightforward doctrine has not been simple, straightforward or
corsistent.&

B. The Status of the Patent Exhaustion Doctrine

The legal status of the patent exhaustion doctrine is traditionally
defined by both substantive and procedural perspectives. The patent
exhaustion doctrine procedurally acts as an affirmative deféms
infringement claims concerning the use or sale of a patented article
after the patentee authorizes its $aldts application substantively
exhausts the patent holderOs rights to exclude Bthedsterminates
all patent rights to the patented asidlfter initial authorized safe.

%1t may be easier to consider that the patentee has received fair reward when
the patentee directly k& the patented articles, or concludes a roybégring
licensing agreement with the licensee. However, when the licensing agreement is
royalty-free, how to judge the fair reward might be an issue.

“0Osborne supranote 28, at 668 (O[P]recluding a doutgeovery for practice
of a patent claim will thus obviate the applicability of the patent exhaustion
doctrineO).

“! Dufresne supranote 2Q at 13.

2 Osbornesupranote 28, at 646.

“*3Rinehart,supranote 16, at 491. Rinehart further comments that theeSup
Court entwined the patent exhaustion doctrine with other defensespatent
misuse and restrictions in restraint of trade, which made the doctrine more difficult
to ascertain the boundary between patent law and antitrustidaat 485.

**1d. at491.

> Quanta Computer, Inc. v. LG Elecs., Inc., 128 S.Ct. 2109, 2115 (2008) (OThe

continued. . .
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Other than purely being an affirmative defense in the procedure of
the infringement claim and acting as the substantive rule on patent
rights, one scholar directly gives the patent exhaustion dodtime
status ofa Oplidility rule.3® The pliability rules are amalgamated
rules in numerous combinations of property rules and liability fles.
The property rules involve a collective decision as to who is to be
given an initial entittement, while the liability rules involven
additional stage of state intervention to protect the entitlement and
permit the value of the transfer or destruction of such entitleffient.
This approach basically stands on the premise that the nature of the
patent is the patenteeOs Oproperty rightO to exclude others from
making, using, offering to sell, selling or importing any patented
invention?® Its entitlement is protected by a prajgerule and the
destruction of such entitlement is protected by the liability ule.
With such a dynamic attitude towards the legal remetli¢ise
pliability rules focus on the point that the decisioaker in a patent
infringement dispute must consideotb property rights (offering
injunctive relief) and liability rules (offering damages) when assigning
a remedy? When the authorized sale of the patented articles triggers
patent exhaustion, the patentee has waived the rights to exclude others
under proprty rules and obtains no damage compensation under
liability rules. The patent exhaustion doctrine that simultaneously
applies the property rules and liability rules to the entitlements is
accordingly considered as a pliability rule.

longstanding doctrine of patent exhaustion provides that the initial authorized sale of
a patented item terminates all patent rights to that item.O).

“6 Rinehartsupranote16, at 511.

*” Abraham Bell & Gideon Parchomovskyliability Rules 101 MicH. L. REv.
1, 26 (2002).

“8 Guido Calabresi & A. Douglas Melame®toperty Rules, Liability Rules, and
Inalienability: One View of the Cathedrd@5 HarRv. L. REv. 1089, 109293 (192).

“9SeeF. Scott Kieff, Property Rights and Property Rules for Commercializing
Inventions 85 MINN. L. Rev. 697, 703 (2001) (stating that treating patents as
property rights facilitates investment and that property rights and property rules are
OesserdlO to achieve the Ocore goalsO of the patent system).

0 Calabresi & Melamedsupra note 48, at 1092. Calabresi and Melamed
actually consider three types of entitlements, Oentitlements protected by property
rules, entitlements protected by liability rulesd inalienable entitlements . . . to the
extent that its transfer is not permitted between a willing buyer and a willing seller.O
Id.

®1 SeeRinehartsupranote 16, at 489 OPliability rules allow decision makers to
avoid the aHor-nothing decisiorof creating property rule or liability rule protection.
Instead, decision makers may build flexibility into the rule . ).. S2e alsdBell &
Parchomovskysupranote 47, at 7.

*2Rinehart,supranote 16, at 503See generall35 U.S.C. oo 28284 (2006
(providing remedies for patent infringement).
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C. The PatentExhaustion Doctrine as a Contract Rule

The Supreme Court has long permitted the patent exhaustion
doctrine to be applied in contractual relationshipsihe Court
reiteratel in Quantathat the doctrine of patent exhaustion limits the
patent rights that suive the initial authorized sale of a patented
item.>* The patent exhaustion doctrineushapplied to IntelOs
manufacture and sale of microprocessors and chipsets using LGE
patentsaccording to the agreement (OLicense Agreem&ht&)ch
exhaustion evenpplied to a separate agreement (OMaster AgreementO)
requiring Intel to give its customewritten notice that the license does
not extend to a product made by combining an Intel product with a
nontintel product® so that LGEwas prevented from further asserting
its patent rights against downstream purchasers like Qtfarfteom
this viewpoint, the Supreme Couras imposed the patent exhaustion
doctrine as a strong mandatory rule that defines how patent contracting
canspe done aa matter of courtreated policy for federal patent
law.

On the other hand, the Supreme Court has offered the contracting
parties certain flexibility to avoid the application of the patent
exhaustion doctrine. The Court haspermited by contractual
arrangement thata sale and license should be subject to certain
restrictions so that the violation of those restrictions would not trigger
patent exhaustionln General Talking Picturegshe Courtheld that the
patentee may grant licenses upon conditionsgnumnsistent with the
scope of the monopoly by limiting the license in a defined fi¢ld.
Since the sale of the products was outside the scope of the license, the
licensed seller and its customers were held liable for infringing the
patents by violating uh fieldof-use restrictiom? The Federal
Circuit, in Mallinckrodt, Inc.v. Medipart, Inc. alsouphelda license
agreement with a Osingle use onlyO restriction as enforceable under
applicable laws of sales and licenses, tmad that violation of the
restrictioncould be remedied byan action for patent infringemef.

3 Quanta Computer, Inc. v. LG Elecs., Inc., 128 S.Ct. 2109, 2109 (2008).

*|d. at 2110. (O[L]GE licensed the patents to Intel Corporation (Intel), in an
agreement (License Agreement) that authorizes Intemsmufacture and sell
microprocessors and chipsets using the LGE Patents (Intel Prodicts)

1d. at 2111.

*°|d. at 2114.

°"F. Scott Kieff, Quanta v. LG ElectronicBrustrating Patent Deals by Taking
Contracting Options off the Tabl&@®08CATO Sup. CT. Rev. 315, 316, 321.

8 Gen. Talking Pictures Corp. v. W. Elec. Co., 304 U.S. 175, 181 (1938).

*|d. at 18182.

%0 Mallinckrodt, Inc. v. Medipart, Inc., 976 F.2d 700 (Fed. Cir. 1992).
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Afterwards,the court inB. Braun Med., Inc. v. Abbott Labsxplicitly
stated that the patent exhaustion doctrine does not apply to an
expressly conditional sale or dinse®® In these cases, the patent
exhaustion doctrine is regarded as a default rule that the patentee can
contract around to retain specified rights over the products beyond the
first sale®

Given the courtrulings aforementioned, defining the accurate
status of the patent exhaustion doctrine from the contract rule
perspective is questionable. The argument arises from a point that the
patent exhaustion doctrine should be defined as either an immutable
rule or a default rul&® The patent exhaustion doctei seems to be the
immutable rule that must be applied without hesitation when it is
triggered after the authorized s&teHowever, itseemseasonable to
assume that it is the default rule, which the patentee may contract
around®® Dufresne directly indiates that the Federal Circuit framed
the patent exhaustion doctrine as a mere defaulftu@n the other
hand, theAmicus Curiaecommentsn Quantaregarding this issue are
quite controversial. Someommentsare in favor of the default rule
position,while someargue against ' It is the default rule when the
contracting parties negotiate the licensing terms and the sales
conditions under thé¢heory of freedom of contrac® It is also the
immutable rule after the authorized sale triggers its emjpin. There
IS no room at this point in time to disclaim the application of the patent

®1B. Braun Med., Inc. v. Abbott Labs., 124 F.3d 1419, 1426 (Fed. Cir. 1997)

%2 Dufresne supranote 20, at 22.

%3 Rinehart explains that the immutable rule would prohibit patent owners from
restricting licenses or sales in ways that prevent exhaustion from occurring, while the
default rule would allow patent owners to restricefises or sales in ways that
prevent exhaustion from occurringAs a consequence, when the patent exhaustion
doctrine is defined as the immutable rule, the patentee would not have remedies in
patent law against violating such restrictioris.contrast, ifthe patent exhaustion is
classified as the default rule, the patentee may seek remedies in patent law for
violations of such restrictionsSeeRinehart,supranote 16, at 486 n.13.

% Kieff, supranote 57, at 321ekplaining that by treating the pateright as
having been used up, the term OexhaustionO suggests an immutable state of affairs
leaving no opbut possible).

%51d. at 326(explaining that the type of contractual restrictions that implement a
limited patent license are not foreign to propeotycontract law generally, are
commonly used throughout consumer society, and are even more common in
transactions among large commercial parties).

% Dufresne supranote 20, at 22.

%" Rinehart supranote 16, at 486.

%8 Kieff, supranote 57, at 325 (Olt alis fashionable to see cases eantaas
highlighting the tension between somewhat conflicting legal principles: one
generally in favor of freedom of contract, and one generally in favor of freedom
from unknown servitudes running with chattels.O).
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exhaustion doctrine upon it factooccurrencé® As for the period

upon the contract effectiveness prior to the authorized sale, the patent
exhaustion doctrine wdédi be more appropriately defined as the
default rule than the immutable rule, because it can be contracted
around before its occurrence. Notwithstanding, the patent exhaustion
doctrine may also lose its status of being the contract rule in the event
thatthe contracting parties mutually consent to certain sales or license
restrictions that permanently preclude the triggeringhefdoctrine.

Since there is no authorized sale by such restrictions, the patent
exhaustiordoctrinewould never be applied onggered.

Figure 1shows the status of the patent exhaustion doctrine in the
given time. During the negotiation period, the patent exhaustion
doctrine is the default ruldout the contracting parties may contract
aroundit. After the authorized sale, tlpatent exhaustion doctrine is
the immutable rule since such authorized sale triggers its occurrence.
During the period of the contractOs effectiveness and prior to the
authorized sale, the patent exhaustion doctrine is either the default rule
or beyond tk contract rule subject to the agreed sales or license
restrictions. Such sales or license restrictions preclude the authorized
sales so that the pateeihaustion doctrinevould no longerbe
applied. It consequently loses the status of being the comtriac
Without such sales or license restrictions, the patent exhaustion
doctrine remains the default rule in the contractual relationship.

Contract Authorized
Default Rule Effectiveness Sales Immutable Rule

Contract Negetiating Period Prior to Authorized Sales After Authorized Sales

Default Rule

The Sale/License Restrictions
No Confract Rule Status

Figure 1. The Status of the Patent Exhaustion Doctrine

69 Osborne,supranote 28, at 662 (OSales can be restricted but exhaustion cannot
be disclaimed.O).
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Ill. THE REVIEW OF LICENSING ARRANGEMENTS UNDER PATENT
EXHAUSTION

A. The Licensing Arrangements and the Businedglodels

The patent licensing arrangement and the business model deeply
affect each other in a supply chain. Thiticle elaborates othis
relationship throughhe lense ofa component business in which a
certain patent license is requirfdThe componet supplier supplies
the component to the downstream customacduding the ODM and
the brand for incorporaion into the final products. The ODM
manufactures the final products for the brand. The component
supplier needs the license for its manufanwand selling activities:

Once the sale of the component constitutes an Oauthorized sale,O the
components are considered as the licensed products. The component
supplier sells the patented articles to its downstream customers. Under
the patent exhau®n doctring those customers have no need to
acquire subject patent license by themselves.

However, the business arrangement is not always so simple. When
the component supplier takes the license and pays the royalty to the
licensor, the royalty becoméise component supplierOs manufacturing
cost and is subsequently quoted to the downstream purchaséngi.e.
ODM.”* The ODM may not feel comfortable about the royaiogts
transferred through the component price, but it has difficulty in
challenging the number because it has no way to detect the royalties
that the component supplier actually pays to the liceishe ODM
then considers taking the license directly from plagentee so that it

01t is assumed that the components would employ the essential feature of the
patents according tdnivisLens Co

" The license herein is quite general and ownly does not contain any sale
and license restrictionsFor example, the licensing terms might be given as Othe
licensor hereby agrees to grant the licensee a worldwide, personal, nonexclusive,
nontransferable and nonsublicensable license under theecopatents to make,
have made (solely for distribution by licensee), use, sell, offer for safeort,
export, rent, lease, transfer and otherwise deliver or distribute covered products
during the term of the license agreement.O

2 Jonathan E. Kemmerer &iaqging Lu,Profitability and Royalty Rates Across
Industries: Some Preliminary Evidence at 2, available at
http://www.kpmg.com/Global/en/IssuesAndinsights/ArticlesPublications/Documents
Igvi-profitability-v6.pdf (ORoyalty payments can be interpreted @soéit sharing
mechanisnO).

3The terms and conditions of the license agreement between the licensor and
licensee are commonly kept in secret by the confidentiality provisions, which
prohibit the contracting partiesO disclosure of the contract detaisacrBof such
confidentiality obligation may lead to material breach of the agreement.
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may bargain for a better royalty and control the ctstShe same
situation would be repeated when the ODM shifts to the brand the
royalty with the product price. The brand may contemplate the
feasibility of taking the license undés own namée? Accordingly,

the inference under the patent exhaustion doctrine that not all of the
participants have to take the license is legally true, but from the
business perspectivé is risky for the individual participant to not
have its own lienses because the participant may supply products to
other customers that do not have such licenses. As a consequence, the
participants in a supply chain may simultaneously be licensed for the
same patents because of various and respective business
consicerations.

When the participants in a supply chain are all licensed for the
same patents, the business models for such components could be
arranged in several ways. Those models are subject to the partiesO
determinations about whose license to apply toartak components
Olicensed.O The time that the authorized sale takes to exhaust patent
rights would vary in different business models as well. The first
model is to make the components licensed under the license obtained
by the component supplier. Theithorized sale occurs when the
components are sold by the component supffliein the second
model, the components are covered by the ODMOs litenEee
authorized sale happens when the components (that have been
incorporated into final products) areldgao the brand. The last
business model covers the components by the brandOs ffcase.

"“The ODM may have better bargaining power than the component supplier to
negotiate the licensing terms with the licensor because of the product volumes. If
the componets would be supplied by several component suppliers, the licensor may
intend to form one licensing agreement with the ODM to cover all of the
components from various sources instead of forming individual licensing agreements
with various component suppti&e some of which may be missed during the course
of enforcing such licensing program.

> The brand may also have better bargaining power than the ODM to negotiate
the licensing terms with the licensor based on the same aforemenritgited

®The componets are licensed because the component supplier is granted the
right to make and sell components.

""Since the ODM is not the one who actually manufactures the components, the
ODM has to outsource the components from the component supplier. Such
componentsire licensed under the ODMOs rightGifave mad®

8The brand has the same situation with the ODM because the brand is not the
actual manufacturer of the components. However, it is not workable that the brand
directly outsources the ODM for componebicause (i) the ODM is not the one
who actually manufactures the componemtsd (i) the brand has no sublicensing
right to further grant the ODM right to Ohave made.O The ODM indeed has the right
to Ohave madeO based on its own license with the licensor, but not on the basis of the
right conveyed from the brand. Given this sitoati the appropriate business

continued. . .
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authorized sale occurs when the final products that incorporate subject
components are sold by the brdid.

Figure 2shows three basic business models and thresmonding
licensing arrangements. The participants in a supply chain, including
the component supplier, the ODM and the brand, respectively obtain
the patent license as L1, lahd L3 from the licensor. Business model
#1 is arranged under L1. The salé the components by the
component supplier constitutes an authorized sale that triggers patent
exhaustion. Business model #2 is based on L2. The ODM in this
model needs to outsource to the component supplier for such
components because the ODM is not #dtual manufacturer of the
components. The sale of the components (that have been incorporated
into final products for the brand) by the ODM constitutes an
authorized sale, which triggers patent exhaustion. Business model #3
is the most complicated amsl executed on the basis of L3. Like the
ODM, the brand needs to outsource the components to the component
supplier and then consign such components to the ODM for
incorporation into final products. The sale of the components (that
have been incorporatedto final producs for the brand) by the brand
constitutes an authorized sale, which triggers patent exhaustion.

arrangement is to have components directly shipped from the component supplier to
the brand so that the components would be licensed under the brandOs right of Ohave
made.O

"The brand needs to outsource the ODM to incorpdteecomponents with
other materials for forming the final products. When the components are delivered
from the component supplier to the brand, the brand has to ship them to the ODM
for manufacturing. There are two kinds of arrangements here. Therfess the
so-called OconsignmentO arrangement. The brand ships the components to the ODM
without additional charge as the consigned materials. The other one is the Obuy and
saleO arrangement, in which the brand sells the components to the ODM. Under
Oluy and saleO arrangen®the royalty that the brand has to pay may be shifted to
the ODM with the component price as the ODMOs manufacturing costs. For a
convenience purchase, this Article refers to OconsignmentsO to express the situation
where the ODMG& components come from the brand, which includes both
arrangements aforementioned.
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__ Model #1: Licensed by L1.
i — Authorized Sale #1
Patent Exhaustion

Component

Supplier

The Licensor

Figure 2. The Licensing Arrangements and Business Models

B. The Review of Licensing Issues under Patent Exhaustion

Those business models look to be operating well indepégde
without conflicts under respective licenses obtained by each
participant in a supply chain. The license agreements are also
respectively applied to corresponding business models as deemed fit.
However, we observe that several fundamental issues dam the
fact that those license agreements are valid simultaneously, regardless
of which business model the participants are adopting in any
individual transaction. For example, when the participants intend to
apply L1 and operate business model #1ah#d L3 are still effective
and executed. The ODM and the brand remain liable to perform the
obligations respectively stipulated in L2 and L3. Once the patent
exhaustion doctrine is triggered pursuant to the authorized sale in L1,
two questions arise:)(How to appraise the licenses in L2 and?L3
and (i) Whether the ODM and the brand have royalty payment
obligations under L2 and 23 Similar questions would appear again
when the participants operate business models #2 and #3.

Since the patenéxhaustion doctrine is given the status of the
contract rule and also recognized as the immutable rule after being
triggered by the authorized sale, it should be directly applied to the
contractual relationship once triggered. Referring to the case
aforenentioned, the patent exhaustion doctrine is accordingly applied
to L2 and L3 after the authorized sale through L1. Consequently, the
licenses granted in L2 and L3 shall no longer exist in the individual
transaction because the patent rights over subuponents have
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been exhausted by the authorized sale ifi°Llt.is undoubted that the
entire license agreements of L2 and L3 remain valid and effective
between the contracting parties, but, subject to licensing provisions in

L2 and L3, they should no longr be applied to the individual
transaction of the components where patent exhaustion has been
triggered according to L1.

Given the licensing provisions in L2 and L3 no longer exist Or
apply to the individual transaction of the components, it is quite clea
that the ODM and the brand have no obligation to pay the royalties for
such components because there is no consideration between the
license and the royalty in the individual transaction. The component
supplier is obligated to pay the royalty accordind.1 when operating
business model #%. This inference is theoretically true, but too
uncertain to consider various royalty calculation manners.

There are two common royalty calculation manners. The first one
is a way of calculating the royalties byet agreedroyalty rate.
ORoyalty rates in a majority of license agreements are defined as a
percentage of sales or a payment per ffiff@e second manner is to
fix the royalties to an aggregate amount covering the terms of the
agreementthat the license pays in advanc®. The concern of
Oduplicate royaltyO in several executed license agreements appears
when the royalty is collected on the royalty rate ba&s/en the fact
that the royalties would be calculated based on the volumes of the
licensed components sold, the component supplier, the ODM and the
brand are all obligated to submit respective royalty reports to the
licensor. The licensor then invoiceshdse licensees for royalty
payment. Absentappropriate design and mechanism in those license
agreements and royalty reports to exclude the licensed components
under patent exhaustion, there is always a possibilityrdlgalties on
the same licensed components are doublpaid by different licenseés.

Such duplicate royalty concerns also occur with a fully paid-up license

8 Rinehart mentioned that patents confer only the negative right to exclude
others, not affirmative rights to use and sefke Rinehart,supra note 16, at 484.
Accordingly, under patent exhaustion, the patenteeOs right to exclude others from
manufacturing, selling, usingnd importing the patent articles are exhausted after
the authorized sale.Since the patentee enjoys no right to exclude others against
subject patent réicles, the licensing provisions should no long®dst in the
individual transaction.

8n the event that the parties operate business model #2, the royalty payment
should be made by the ODM. Also, under business model #3, the brand has the
royalty paynent obligation.

82 Kemmerer & Lu,supra note 72, at 2.

8 The license herein is consideredbeOfully paidup.O

8 Osbornesupra note 28, at 674stating thatji] f there is no attempt to collect
double royalties . .the issue of patent exhaustion nelegitimately arise®).
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where the royalty is fixed to an aggregate amousihce all of the
licensees prpay the aggregate amount for future shipments, they
would always be exposed to a risk of “double dipping”® where the
licensor is rewardethorethan what he should receive in anindividual
transaction under patent exhaustion.?® On the other hand, subject to
confidentiality obligatios in the agreements, thentracing parties

are prohibitedfrom disclosng to any third party the terms and
conditions of the licensing arrangemendoreover, disclosure of the

fact of obtaining the license and the existence of the license
agreements may be prohibited as well. Insufficient information and
transparency among the licensees increases the possibility of duplicate
royalties, and also raises the difficulty of making appropriate business
arrangements. This article hereby suggests in the following section
several possible approaches to reduce such congend risks, so that
various interests would be more balanced under patent exhaustion.

IV. THE BALANCED APPROACHES

Under patent exhaustion, the Oduplicate royaltyO is considered an
issue whee several license agreements for the same patents are
simultaneously executed in a supply chaifihe perfect situation is
that only one of the licensees in the supply chain pays the royalties for
the authorized sale, while the licensor is entitled to vecehe
royalties according to either one of the license agreemeiitse
market forces should generally minimize double recofenAs a
consequence, two questions regarding the royalties are highlighted: (i)
How to avoid duplicate royalties imposed on tha@me patented
componenty and(ii) What royalties should be finally received by the
licensor from such licensed componénihis article proposes several
manners to avoid duplicate royalties as the answer to the first question.

8 Dufresne elaborates on the Qualcorstyle license model that negotiating
separate license agreements for manufacturers and purchasers indotalse
transaction costsDufresne supranote 20, at 38.Such arrangementalsocreate a
risk of Odouble dippingd where the patentees might extract unwarranted
compensation in the aggregatdd. Notwithstanding, it is hereby specifically
highlighted that the Qualcomsstyle license is a separate licensing model in which
Qualcomm expresg reserves certain patent rights in the agreeme@tsntrary to
the Qualcomnstyle license, licensing agreements like L1, L2, and L3 generally
grant exactly the same licenses to all licensees without any reservaticnarticle
borrows the concept @double dippingO for explanation purgose

8 We have to admit that the concern is theoretically, toueis very difficult to
verify. In this fully paidup license, all licenss prepay royalties covering all
shipments in the futureTherefore, the aatl royalty corresponding to the individual
transaction or even per unit is unknown.

8 Dufresne supranote 20at38-39.
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As for the second, it considers the possibility of applying the “best rate”
among those license agreements as a solution.

A. The Mechanism of Avoiding Duplicate Royalties

There are several ways to avoid duplicate royalties. The first

manner is, from the transparency perspective, to require the licensor to
publicly disclose the licensee list. All of the participants in the supply
chain would know the parties who obtain the subject license and have
a royalty payment obligation.  This approach mitigates the
consequences of the confidentiality provision in the license agreement
to some extent. The transparency of licensee information helps the
arrangement of the business model as well.*® The licensor is given
more expectations because the licensor is the only one who is capable
of controlling and managing the licensee list. Besides disclosing the
licensees at the time when they procure the license, the better approach
is for the licensor to diligently update and maintain the licensee list.*
Other than the licensee list, it is definitely inappropriate to disclose the
executed terms and conditions of the license agreements due to the
confidentiality obligation. However, the licensor should be
encouraged to disclose the standard terms and conditions it proposes
for license negotiation.”

The second way is to properly design the license agreement.”’ The
license agreement is suggested to include an OexemptionO provision to
be applied to the case where the patented articles are supplied by
another licensed source that triggers patent exhaustion. When the
royalty is collected on the basis of the agreed royalty rate, the patented
articles from another licensed source are considered as Oexempt unitsO
that are not subject to royalty payment. Such exempt units should be
explicitly identified in the royalty report. Under the common practice,

% The participants may conduct business based on the confirmed fact to reduce
potential risk. For example, when the participants know that the ODM has no
license, the parties may preclude business model #2 to avoid infringement concern
against the products.

¥ See, e.g. SISVEL, http://www.sisvel.com/index.php/mpeg-audio/list-of-
licensees (last visited Jan. 16, 2014), and INTERDIGITAL,
http://www.interdigital.com/patent-licensing (last visited Jan. 16, 2014) (displaying
licensors who disclose a complete licensee list).

% See, e.g.SISVEL, http://www.sisvel.com/index.php/mpeg-audio/license-terms
(last visited Jan. 16, 2014) (displaying licensing terms and conditions).

! Kieff, supranote 57, at 315-16 (criticizing that the Quantadecision has a
serious negative effect on the patent licensing agreement and also frustrates the
ability of commercial parties to strike deals over patents due to the Court’s
interpretation of the “just badly written” contract. He further comments that maybe
a better-written contract would have been respected by the Court.).



TH$Y68, (1%, +)(-1%./+.011 21 9:9
3(,.4,1.56(78,+14& !

the licensingparties would set up the format of the royalty refoyrt
identifying the information that a licensee is required to report.
Submitting the royalty report with required information is one of the
licenseeOs main obligations. If the licensee intends ¢otlséagxempt
units in the royalty report, the volumes of the patented articles and the
licensed source should be the information requifedWhen the
license agreement contains an exemption provision, together with a
corresponding statement in the royakyort, the concern of duplicate
royalties may be reduced to some extent.

Separate (or restricted) licensing is another approach used to avoid
duplicate royalties. Since the concern of duplicate royalties arises
from the patent exhaustion doctrii¢he stong default rule applied
by courtd the best way to eliminate such concern is to contract
around the ruleOs application. Having separate license arrangements,
like those used by Qualcomm, is an example of patent exhaustion
avoidanc€® Qualcomm uses a twiiered licensing arrangement in
which it licenses to chymanufacturers the right to only make and sell
patented chipsets to authorized purchasers who are then separately
licensed by Qualcomrf. The conditions and restrictions imposed by
Qualcomm effectiviy contract around the patent exhaustion doctrine.

A Qualcommstyle arrangement Omakes senseO in light of patent
exhaustior’” It successfully reduces the concern of duplicate royalties
by setting up permitted licensing restrictions. However, such liogns
arrangements continue to run the risk @fouble dipping.OAN
additional concernis that Qualcomnstyle licensing arrangements
may not reflect the licensing partiesO expectations. The licensee may
prefer to bear the risk of duplicate royalties in lexage for the
flexibility of selecting different business models for individual
transactions through unrestricted licenses. The licensor may prefer
granting unrestricted licenses in order to avoid the transaction costs
associated with separate licensingangement§® Compared to the
manner of the transparency arrangement and perfect design of the
license agreement, the separate licensing approach appears more
complicated and controversial.

®2The name otthe licensed source should be required because it determines
whether the sale constitutes authorized sale that triggers the patent exhaustion
doctrine The volumes should be consistent with ibigalty report submitted by the
licensed source because the licensed source pays the royalties for such volumes.

% Dufresne,supranote 20, at 3®7. A Qualcomnmstyle license is a vertical
licensing arrangement in the supply chain.

%Id. at 37.

%1d. at38.

%1d. (explaining thatQualcomm executes licensing agreements by identifying
authorized buyers for its licensed chipmakers in advance).
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B. The Best Rate Applied

The last question when reviewing the lisenarrangements in a
supply chain under the patent exhaustion doctrine is how to determine
the royalties eventually received by the licensor for such licensed
components. This issue is especially prominent when the royalties are
calculated on an agreed ymity rate basis’ Each participant
calculates its royalties to be paid by agreed royalty rates multiplied by
the sale prices of the products. Since the royalty rates may be different
in respective license agreements and the sale prices may change from
time to time, the royalties to be paid by different participants may vary
with the individual transaction.

Under patent exhaustion, the licensor should receive royalties
according to only one of the license agreements. The licensor would
be happy to recee the highest royalty rate among those license
agreements. On the other hand, licensees prefer to pay the lowest
royalty rate to reduce costs. What is the royalty to be received by the
licensor and to be paid by the licensee? Tigle suggests that
licensees should have the right to select the best royalty rate among
those license agreements. The best rate means the best business model
operated with the lowest royalties in the individual transaction instead
of the numerically lowest rate specified the license agreements.
Contrary to the licensee, the licensor would have no right to determine
which license agreement would govern the royalty rate unless agreed
to otherwise. This conclusion comes from the fact that the participants
in the supply bain are in the best position to determine the appropriate
business model to be applied in the individual transaction. By
simulating the royalties in each business model, the participants would
know which model results in the best royalty rate and theptagiich
model to the individual transaction.

V. CONCLUSION

The Supreme Court has established the patent exhaustion doctrine
sinceBloomer identifying the Ofirst salgoctringO Oessential feature
test,0 and Ofair rewardncep® as the substantial requiesits that
trigger the doctrine. The traditional status of the patent exhaustion
doctrine is as an affirmative defense to an infringement claim and also
as a substantive restriction on patent rights. Some scholars describe
the status of the patent exhaoistdoctrine as Opliability rule® from a
property rights perspective. Thadicle admitsthe contract rule status

" This issue would not occur in a fully paigh license agreement or in the
license arrangement where the roya#tteris the fixed amount per unit.
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of the patent exhaustion doctriaad further considers its statas
both a default rule anc&animmutable rule subject to the occurrence of
the authorized sale.

The patenteeunder the common practickcenses the patents to
all participants in a supply chain to ensure that the end products of the
supply chain are fully covered by the licens&sere are several basic
business models corresponding to such licensing arrangements. When
the sale authorized by one license agreement triggers the patent
exhaustion doctrine, it has become a default rule that the licensing
provisions in other license agments should no longer be applied to
the individual transaction. However, given the fact that those license
agreements remain simultaneously valid and effective, duplicate
royalties are the most critical concern in common practice. Two
further questionsarise, including how to avoid duplicate royalties
being imposed on the same patented components and the manner in
which royalties from such licensed componeats ultimately to be
received by the licensor.

This article proposes several manners to adaoiolicate royalties.
The first manner is from the perspective of greater transparency, which
would require the licensor to publicly disclose its licensee list. The
second is to properly draft the licensing agreement by including an
OexemptionO provisiam the license agreement. The final way is to
use separate or restricted licenses to contract around the patent
exhaustion doctrine. As for the royalties eventually received by the
licensor, this article suggests that the royalties be determined by the
(pest rateO among the partiesO business models and license agreements.



