Overview of possible ways to get
out of license; where termination
doesn’t get desired results

BY DONALD F. SIM*

The contents of this paper is divided into two parts:

1. Possible ways to get out of a license in respect of
which one may be entertaining second thoughts
{(loopholes).

2, Situations where, upon termination, the effect may
well not be that contemplated by the express terms or the
intention of the contracting parties (noosesj.

TERMINATION LOOPHOLES

I shall ignore the obvious and last-ditch methods of

. ‘avoiding one’s regponsibilities under a license agreement
| including suicide, homicide, declaring bankruptcy and, if

all else fails, renegotiation. Any of these or combinations
thereof may well commend themselves to a particular
situation.

I should also make it clear that my remarks throughout

~ this paper are written from a Canadian perspective bas-
. ed on Canadian law and Canadian precedent where it ex-
. ists. For these and other reasons, this brief overview
. should be considered as suggestions to be approached, if

at all, only with caution and having due regard to the lex

" fori.

Public Policy

It is axiomatic in Canada, in Great Britain and, I
believe, in other courts with common-law traditions, that
acontract that is illegal or in restraint of trade, is not en-
forceable whatever its express and unambiguous terms
may be. Thus, a contract amounting to a wager, may be
unilaterally terminated or dishonored without penalty as
may a contract which requires the performance of anil-
legal act, e.g. alicense to produce heroin for street sale us-
ing the licensor’s technology.

Such situations are rare. Not so rare, however, are con-
tracts or licenses in restraint of trade or otherwise con-
trary to public or commercial policy. In Canada, our Com-
bines Investigation Act is but a pale imitation of, and far
less sophisticated then, U.S. antitrust laws, A license con-
trary to the provisions of that act, however, would not be
enforceable by either party and thus would be cancellable
by either without liability to the other. The Canadian
Combines Investigation Act contains provisions design-
ed to prevent monopolies or activities whichunduly lessen
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competion.
Any contract in furtherance of such activities would fall
into the prohibited category. Conventional examples

* would include tied selling (an attempt to control all ac-

tivities of a licensee beyond the legitimate monopoly),
refusal to deal with some buyer on reasonable terms in
order to drive him out of business, agreements between
“competitors” to divide the market to avoid further com-
petition, etc. Inthe licensing context, where use has been
made of the exclusive rights and privileges conferred by
patents or trademarks to unduly limit trade or commerce
in an article or commodity, the state may ask the Federal
Court to declare any agreement void, to grant an injunc-
tion or a compulsory license, or to revoke a patent or ex-
punge atrademark.!

Quite apart from the Combines Investigation Act, the
most usual contractual provisions struck down as being
inrestraint of trade are those dealing with therights of the
parties to carry on business following termination. Nor-
mally, a party should be allowed to earn his livelihood in
a reasonable way. Thus, a clause preventing one party
from carrying on a particular business following termina-
tion must be limited to a reasonable length of time,
geographical area, and range of business activities, Nor-
mally, an offending restrictive covenant is simply severed
from the contract so that the rest of the agreement re-
mains binding.?

Cancellation for Breach by the Other Party

There are two problems here, First of all, acontractinits
entirety may be terminated by reason of a breach by the
opposing party only if the breach is in respect of a fun-
damental term or condition of the agreement and this
may well be sonotwithstanding a ‘“boiler-plate” clausein
the agreement that each and every provision of the agree-
ment is to be deemed fundarmental.

Thus, whatever the contract may say, a provision such
as that requiring notice of a change of address by a con-
tracting party to be given within 30 days of its taking
place would never be considered a fundamental breach. A
sustained failure to pay royalties or a complete refusal to
allow inspection of books to verify royalty payments in
contravention of the agreement almost certainly would be
considered fundamental breaches. There is a host of mat-
ters falling in the grey area which could go either way. In
each case, the question is to be decided bearing in mind
the express terms of the agreement, the reasonable expec-
tations of the parties, and the surrounding circumstances
that might excuse even a serious breach. A fundamental
breach gives the injured party the right to terminate
andfor to seek damages. A minor breach will entitle him to
damages only.®

An interesting question arises with respect to the not
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uncommon “best-efforts” covenant on the part of a
licensee. For many years, such provisions were considered
formalities and unenforceable. It may well be, however,
that the jurisprudence in Great Britain and in Canada is
changing and that an obligation to devote best efforts, if
not complied with, could constitute a fundamental
breach.

Such a clause may also prevent a licensee from relying
on his lack of performance should the contract be condi-

tionalupon events at least party under his control. Clear-

Iy, a best-efforts covenant would be breached if the
licensee took on a competing line, or designed around the
licensed article by producing a similar product {see below),
or spent the winter on a beach in Hawaii instead of at-
tempting to meet his minimum sales requirements. The
party charged with not making his best efforts must have
failed to do something that he could reasonably have been
expected to do.*

There is a second major problem with respect to a
breach: thelaw is quite clear that breach of contract may
be waived by conduct of the opposite party. A breach may
also be waived expressly depending on the circumstances.
For example, a parly may decide to let bygones be
bygones and continue the relationship since it is worth
more to him alive than dead. If aninjured party elects to
take no action on a breach, after a reasonable length of
time he will be held to have forfeited his right of action.

Fraudor Negligent Misrepresentation

Ifaparty hasbeeninduced to enter into a license agree-
ment or other contract by outright fraud of the other
party, the contract is clearly terminable, provided of
course the defrauded party acts promptly as soon as the
fraud is discovered. One could envision a license situation
where the licensor guaranteed the efficacy of his tech-
nology knowing that it did not work and would never
work.

Negligent misrepresentation falling short of outright
fraud can also be grounds of annulment of a license, if fun-
damental, or for damages. For example, a Canadian licen-
sor or licensee who grossly and recklessly overestimates
the market for a product or the efficiency of his process
may be guilty of negligent misrepresentation.’

Designing Around ‘

Most license agreements provide for royalty payments
related to the extent of use of the licensed technology,
patents or other property. Subject to a “best-efforts” pro-
vision, as referred to above, there are other opportunities
in any license to produce an acceptable substitute without
the use of the licensed technology or property, i.e. design-
ing around the license obligations. This is fair game and
will depend on the precise terms of the royalty obligation,
having due regard to the fact that a Court of Equity would
probably require more changes from a licensee than from
a third party. In this regard, it should be noted that one
loophole clearly available in Canada, is the right to
dispute the validity of the patent. Unlike the situation
whichpertains in the U.S, a licensee in Canada, whether
he expressly states soin his license agreement or not, is
estopped from disputing either the validity of the pro-
tected right or the titleof hislicensor to the licensed prop-
erty. If the licensee admits use of the patent under the
agreement, unless thereis an express or implied warran-
ty of patent validity, or unless fraud is alleged, the validity

of the patent is wholly immaterial to such an action; the
licensor merely relies upon the contractual promise to pay.

Covenant

Where the licensee has covenanted not to dispute or
contest the validity of the patent, in an action by the
patentee for an accounting and payment of royalties, the
licensee is almost certainly precluded from raising the
defense of invalidity in the absence of an express warran-
ty of validity by the patentee. The mere facts that a
patenteeis purporting to sell a “property right” or that he
agrees todefend the patent against infringement, donot
constitute such warranties of validity by the licensor.®

The normal rule is that where the license has been ter-
minated and the patentee later sues the ex-licensee for in-
fringement instead of for royalties under the license, the
defendant may contest the validity of the patent. Ap-
parently, he is not estopped from alleging invalidity mere-
ly because he was a licensee at one time.

Ontheother hand, if the licensee has agreed not to con-
test the validity of the patent during the term of the
license or thereafter, he may well be bound by that provi-
sion. The high water mark of estoppel in Canada is the
case of Coyle v. Sproule.” In that case, there was no express
covenant not to contest patent validity. The agreement
provided, however, that nothing therein contained should
“relieve the licensee in any way from the position of an in-
fringer, if he continues thereafter to use the invention
without a new license” to be granted at the option of the
licensor. It was held that since only a valid patent could
be infringed, the licensee had admitted by that provision
that continued production would place him in the position
of an infringer of a valid patent. Thus, he was estopped
from raising invalidity as a defense even after
termination.

Normally, however, an implied warranty of validity is
not sufficient; it must be express. A court will not readi-
ly extend the meaning of doubtful words to convert them
into an express warranty of validity.?

TERMINATION NOOSES

There are many situations in which a party may, pur-
suant to the terms of alicense, terminate that license, but
discover that the effect of such terminationis not as pro-
vided in the agreement or in accordance with his under-
standing or intention.

Termination as Provided in the Agreement

Most agreements provide for a fixed term and/or for ter-
mination on a stated period of advance notice following
the fixed term or throughout an indeterminable length of
the agreement. A court might well decide, however, hav-
ingregard to the nature of the license, the relationship of
the parties and the history of the license, that a longer
notice period is required than that provided in the agree-
ment. This potential is particularly acute in the case of ex-
clusive license agreement such as distributorship
agreements, etc., where the parties have had alongstand-
ing relationship and do not consider the written agree-
ment to govern their daily affairs. Where a special rela-
tionship exists apart from the contract, the court may set
a termination period which appears to be reasonable in
the industry and in the particular circumstances.®
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Termination for Bankruptcy or Insolvency of the
Other Party

Most license agreements provide that upon the licensee
committing an act of insolvency or going bankrupt, the
license is terminated and the licensed property reverts to
the licensor. It may well be that such an agreement is
unenforceable; this question has yet to be tested in the
Canadian courts. There are two main competing prin-
ciplesin issue.

First, there is the right of any party to enter into virtual-
ly any contractual term which he wishes, subject to there-
quirements of legality. Second, there is the public policy
that the assets of thebankrupt be secured by the trustee
for the benefit of the creditors and not artificially disposed
of prior to an impending bankruptcy. It is possible that
different results might be reached depending upon the
drafting of the ‘‘revert-back” clause.

Of course, in any agreement that does no¢ have an ex-
press provision providing for termination upon the bank-
ruptcy or insolvency of the licensee, there is no doubt as
tothe situation. The license is not terminated. Therights
under the license are an asset of the bankrupt that become
vested in the trustee. The trustee can dispose of therights
under that license for the benefit of the creditors just like
all other assets of the bankrupt party.

Penalty Clauses

More so in the past than at present, license agreements
have occasionally contained provisions providing for a
penalty as well as the right to terminate in respect of the
default of the licensee. In general, a court of equity will
refuse to enforce a penalty clause that provides some
Draconian relief to the “injured” party, such as immediate
payment of a huge and unreasonable sum of money. On
the other hand, if a clause is carefully drafted and pur-
portstoset areasonable amount asliquidated damages,
the provision may be enforced as areasonable allocation
of risk and damages*®

Exculpatory Clauses

Clauses of this sort fall between Type A Loopholes and
Type B Nooses. They are the kind of clauses not uncom-
mon in license agreements where, after providing for the

license, the transfer of property rights and aloophole-free
obligation to pay royalties, thereis a further provision ex-
empting the licensor from any liability, whether caused by
negligence or otherwise arising through the exercise by
thelicensee of hisrights under the agreement. These are
somewhat analogous to the “ticket cases” where the park-
ing garage disclaims all liability for a car left in its care, ex-
cept that in the commercial licensing context such clauses
are deemed to be negotiated and agreed uponrather than
merely foisted without notice on an unsuspecting in-
dividual. Such exculpatory clauses may well not be en-
forceable if not properly drafted.

The most recent word from the House of Lords in Bri-
tain, as followed by certain Canadian courts, however, is
that even a party in breach of a fundamental term of the
agreement may rely upon a clear exculpatory clause to
limit liability for damages. Such a clause would not nor-
mally affect the right of a party to terminate an ex-
ecutoryexecutory contract (where further performance by
either party is necessary to complete the agreement) on
grounds of fundamental breach although it might well
limit liability for damages™
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