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Lexmark May Fundamentally Change Patent Licensing
By Michael Lee, Mark Fox Evens and Krishan Thakker, Sterne Kessler Goldstein & Fox PLLC

Law360, New York (December 13, 2016, 12:45 PM EST) -- Once again, the U.S.
Supreme Court revisits the issue of patent exhaustion in reviewing the Federal
Circuit’s en banc decision in Lexmark[1] and may provide additional guidance
since its 2008 Quanta[2] decision. Quanta, although finding patent exhaustion
based on the facts presented, confirmed the long-standing practice that allowed
patent owners to obtain royalty-revenue from downstream points in the supply
chain by continuing to allow patentees to subject sales of patented products to
post-sale restrictions in appropriate circumstances. In Quanta, the court found
that LG had exhausted its patent rights when its component licensee, Intel, sold
microprocessors to Quanta. LG had granted Intel an unrestricted license to its
patents,[3] and, thus, LG had exhausted its patent rights. Accordingly, the Michael Lee
Supreme Court concluded that LG could not obtain royalties from downstream
system manufacturers (e.g., Quanta) that produced computers using the
licensed microprocessors purchased from Intel. Quanta has been widely
understood to follow the Supreme Court’s earlier 1938 General Talking
Pictures[4] decision, where the court held that product sales by a licensee —
subject to a restrictive field-of-use license — avoided patent exhaustion outside
that restricted field.

On Dec. 2, 2016, the Supreme Court granted Impression Products’ petition for
writ of certiorari appealing the Federal Circuit’s Lexmark decision. In its Lexmark
decision, the Federal Circuit held that: (1) the sale of an article under clearly
communicated and lawful post-sale restrictions on use and resale/reuse avoids
patent exhaustion and preserves the patentee’s infringement rights against Mark Fox Evens
both licensees and downstream buyers with knowledge of the restrictions; and
(2) a patentee’s or licensee’s overseas sales of a patented article do not exhaust
the U.S. patent rights in the article sold, even if no reservation of those rights
accompanies the sale. Lexmark follows Quanta, as well as General Talking
Pictures, and stands for the long-standing proposition that patent owners can
avoid patent exhaustion and obtain license revenue from downstream points in
the supply chain through use of post-sale restrictions on product sales.

This case will raise serious concerns for patent owners seeking to obtain fair
value for their intellectual property through licensing or contracting restrictions
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on future use, should the Supreme Court overrule Lexmark and follow the approach advocated by
Impression Products, as well as several amici, including the United States government. Then, not only
may patent licensing in the United States fundamentally change, but patent owners may not be able to
obtain fair value for their patents.

Federal Circuit’s Lexmark Case
Critical Facts

Lexmark sold printer-cartridges covered by multiple patents in the U.S. and foreign markets under two
programs: a “regular cartridge” program, where cartridges were sold at full price without restrictions on
resale or reuse; and a “return program cartridge” program, where cartridges were sold at a discount,
but subject to no-resale and no-reuse restrictions. The parties stipulated that “Lexmark ha[d] an express
and enforceable contractual agreement with each of its end-user customers,” and it was undisputed
that end-users and resellers of “return program cartridges” received notice that cartridges could only be
used once.[5]

Impression Products acquired expended Lexmark cartridges from third parties for refilling/sale in the
U.S. These cartridges included the restricted-use contract language “return program cartridges” that
Lexmark originally sold subject to no-resale and no-reuse restrictions. Thus, Impression obtained the
used cartridges with notice of such restriction. Lexmark sued Impression for patent infringement over
Impression’s refurbishment and sale of the same. Lexmark also alleged that Impression’s importation of
foreign-sold cartridges — both under the “regular” and “return” programs — constituted infringement.

Impression argued Quanta (where an authorized, unrestricted sale exhausted patent rights) overruled
the Federal Circuit’s Mallinckrodt[6] decision, which held that a sale that is “validly conditioned under
the applicable law such as the law governing sales and licenses” avoids exhaustion “if the restriction on
reuse was within the scope of the patent grant or otherwise justified,” which “may be remedied by
action for patent infringement.”[7] Trying to fit within the Quanta and General Talking Pictures factual
framework, Impression argued that the result is different when the patent owner — as opposed to a
licensee — sells the patented articles. According to Impression, post-sale restrictions in a

patentee’s own sales cannot avoid patent exhaustion as such sales are “authorized,” whereas post-sale
restrictions in a licensee’s sales are only valid if clearly communicated and not otherwise unlawful, hence
non-exhaustive as to patented items sold by licensees but used outside such restrictions, i.e. an
“unauthorized” sale.[8]

On a motion to dismiss, the district court agreed with Impression that the resale of cartridges originally
sold in the U.S. was permissible despite Lexmark’s no-reuse and no-resale restrictions. The district court
accepted that both the first purchaser of the cartridges and Impression had notice of the no-resale and
no-reuse restrictions before they made their purchases, but relied on Quanta to hold that exhaustion
applied because the initial sales were authorized.

Majority’s En Banc Decision

The Federal Circuit concluded that exhaustion had not occurred, disagreeing with Impression and
reversing the district court’s holding which would have permitted resale of the originally sold domestic
products. The court reaffirmed Mallinckrodt based on two premises: (1) exhaustion as a conferral of
“authority” under § 271(a) of the Patent Act; and (2) the distinction without a difference between a
patentee’s own sales and a licensee’s sales for purposes of exhaustive effect.



Judge Richard Taranto wrote the 10-2 decision, finding that no reason existed to treat patentees and
licensees differently: “We conclude that a patentee may preserve its § 271 rights when itself selling a
patented article, through clearly communicated, otherwise-lawful restrictions, as it may do when
contracting out the manufacturing and sale,” as long as downstream users have adequate notice.[9] The
court explained that the “exhaustion doctrine ... must be understood as an interpretation of § 271(a)’s
‘without authority’ language.” It further explained that because “authority” refers to a grant of
permission by the patentee, the patentee may limit its grant by imposing conditions or restrictions.[10]
The court saw no reason why a patentee-seller should have less of an ability to restrict downstream uses
of its own products than a patentee-licensor who licenses the right to make and sell the product to
others.

Contrasting Lexmark with General Talking Pictures reflects the significance of the patentee-/licensee-
seller’s awareness. In General Talking Pictures, a buyer purchased a patented sound amplifier from a
non-exclusive licensee that had a restricted license to sell/manufacture the patented article within a
particular field of use (i.e., private, non-commercial use). The licensee, however, knowingly sold the
amplifiers to a commercial theater, which also knew that the sale was outside the license-scope and that
the licensee lacked authority to make such sale. Since both licensee and buyer knew that the licensee
had no license to convey the right to use the article in this particular field, the court held that the
licensee infringed the patent by selling the article outside the particular “field of use,” and that the
buyer had no exhaustion defense based on an unauthorized sale.[11]

As discussed in Section 11.C.3, the court also rejected Impression’s other defense, namely that Lexmark’s
foreign sales exhausted Lexmark’s U.S. patent rights (affirming Jazz Photo Corp. v. International Trade
Commission, 264 F.3d 1094 (Fed. Cir. 2001)). The court found that Impression infringed the Lexmark
patents and remanded the case to the trial court.[12]

U.S. Government’s Position of Reversing Lexmark

The U.S. government has joined Impression and urged the Supreme Court to overturn the Federal
Circuit’s holdings in Lexmark as to: (i) the viability of post-sale use restrictions after an initial authorized
sale; as well as (ii) foreign-sale exhaustion. On Dec. 2, 2016, the Supreme Court granted certiorari.[13]

"Authorized" Sales: Lexmark’s First Elephant in the Room

First, in the solicitor general’s amicus brief[14], the government contends that “[u]lnder the exhaustion
doctrine, also known as the 'first sale' doctrine, 'the initial authorized sale of a patented item terminates
all patent rights to that item."” Quanta, 553 U.S. 617, 625 (2008).[15] It goes on to argue that the
Supremes have long held that when a patentee sells, or authorizes the sale by a licensee of, a patented
product in the U.S., patent law does not restrict subsequent sales of the product, regardless of whether
the patentee puts limitations on the post-sale use or resale of the product as part of the transaction.[16]
Thus, a patentee that authorizes a sale of a patented article cannot enforce ongoing restrictions on the
use/resale of that item against downstream purchasers.

Instead, according to the government, enforceability of downstream restrictions after an authorized sale
only arises “as a question of contract, and not as one under the inherent meaning and effect of the
patent laws.” Keeler v. Standard Folding Bed Co., 157 U.S. 659, 666 (1895); Quanta, 553 U.S. at 637
n.7.[17] Anything to the contrary “would substantially erode the exhaustion doctrine.”[18] Further,
according to the government, it does not matter who makes the sale — whether patentee or licensee —



as long as it was “authorized.” See, e.g., Quanta, 553 U.S. at 636-637 (finding exhaustion where licensee
sold product with restrictions mandated by the patentee); Univis, 316 U.S. at 249 (observing that a sale
“by the patentee or by his licensee” constitutes “a complete transfer of ownership” that exhausts the
patentee’s patent rights, notwithstanding use restrictions).

The government reconciled General Talking Pictures with its position by noting that, in that case, the
licensee knowingly sold patented products to the seller in violation of the “non-commercial use only”
requirement in the license agreement. Such sales were not authorized and, thus, the patents were not
exhausted.

The government raised several other arguments based on the decision in General Talking Pictures. First,
the government argues that General Talking Pictures would be on point in Lexmark if the patentee had
instructed the licensee to impose a contractual single-use/no-resale restriction with buyers, and the
licensee instead knowingly violated that requirement and sold the cartridges under agreements that
allowed resale or multiple uses.[19] In that case, the licensee’s sales would not exhaust the patentee’s
patents; the licensee would be liable under 271(a) for sales “without authority,” and the buyer could
also be liable for infringement if it resold/reused the cartridges.[20]

Second, the government argues that General Talking Pictures does not suggest that, if a licensee obeys
the patentee’s directive and places the single-use/no-resale restriction in its sales contracts, a
downstream buyer (or subsequent repurchaser) that knowingly violates that restriction could be liable
for patent infringement.[21] To the contrary, the government contends that precedent establishes that
the patentee’s rights here would be exhausted as this latter scenario involves an “initial authorized sale”
between the patentee and licensee.[22]

Finally, the government raises a public policy argument — whether patentees should be able to avoid
exhaustion by agreement or notice.[23] It reminds the Supreme Court that the court has long recognized
that “[t]he inconvenience and annoyance to the public” if patent rights are not exhausted by the first
authorized sale are “too obvious to require illustration.”[24] Yet under the Federal Circuit’s reasoning in
Lexmark, a patentee could demand royalties for the use or resale of articles embodying its invention at
multiple downstream points in the channels of commerce, long after the first authorized sale in the
U.S.[25] That result would threaten the viability of aftermarket sales of patented goods at a substantial
cost to the public interest, without regard to the purposes of the Patent Clause.[26] Indeed, this
argument echoes Judge Timothy Dyk’s dissenting concern from Lexmark, namely that “impos[ing]
conditions on the sale of a patented item would” not “promote free competition in the resale market
and certainty in commercial transactions ... largely eviscerat[ing] the exhaustion doctrine”.[27]

Colossal Potential Impact of SCOTUS’ Decision

The positions taken by the government, as well as by the dissent in Lexmark, challenge the
fundamentals of patent licensing and commercializing patents in the United States.[28] According to the
government, any initial sale authorized by the patentee — either through a direct sale by the patentee
or a sale made by a licensee subject to a restrictive field-of-use license — to a buyer results in
exhaustion. According to the government, a patentee’s relief from violations of post-sale restrictions lies
under breach of contract, not patent infringement.

If the Supreme Court moves in the direction urged by the government (and the Lexmark dissenters),
then the licensing of U.S. patents could fundamentally alter, and the effectiveness of thousands of
existing license agreements placed in doubt.[29] The viability of seeking remedies via breach of contract



is also unclear. First, to sue for damages resulting from a breach of contract may be cost prohibitive,
whereas in an infringement suit, patentees have the potential to obtain injunctive relief. Second, the
available relief in a contract action may raise anti-trust issues (such as patent misuse).[30] Third,
contractual options may not be viable because the patentee may not have standing to sue downstream
buyers because of lack of priority.[31] What’s more, the government’s view seems to shift the focus
from the buyer’s actions to the seller’s intent when assessing whether or not a sale is authorized. And
the government’s approach has severe practical implications. Should the justices adopt the
government’s approach, parties and courts would be compelled to seek fact-intensive discovery into
challenging and subjective evidentiary issues, particularly where, for instance, patentees raise
allegations of collusion between licensee and buyer as a counter-defense to exhaustion.

Importation: Lexmark’s Second Elephant in the Room

Lexmark also raises the question of whether extraterritorial sales of Lexmark’s cartridges exhausted
Lexmark’s patent rights. In the solicitor general’s amicus brief, the government asserts that the Federal
Circuit was wrong to hold that an overseas sale never exhausts U.S. patent rights in the patented
product.[32] But, the government also contends that Impression’s argument that an authorized
overseas sale always exhausts U.S. patent rights is equally erroneous.[33] According to the government,
the correct rule should be that U.S. patent rights are presumptively exhausted unless the terms of the
foreign sale specifically provide otherwise.[34]

In the district court, Impression argued that Lexmark’s patent rights had been exhausted by Lexmark’s
first sale of certain cartridges abroad and later imported. Impression argued the Federal Circuit’s ruling
in Jazz Photo[35] was wrong, which held that U.S. patent rights are exhausted only by a first sale in the
U.S. The district court, on a motion to dismiss, rejected Impression’s argument that Lexmark’s patent
rights had been exhausted given the Supreme Court’s Kirtsaeng[36] decision. Under Kirtsaeng, the
copyright owner’s right to restrict the sale or distribution of a particular copy of a copyrighted work in
the U.S. is exhausted if the copy was lawfully made, whether in the U.S. or overseas. The district court
determined Kirtsaeng to be rooted in a statutory provision of the Copyright Act that does not exist in the
Patent Act. Following Jazz Photo, the district court held that foreign sales do not exhaust U.S. patent
rights.

The en banc Federal Circuit, in addressing the issue of foreign-sold printer cartridges, affirmed and held
that the foreign sales did not exhaust Lexmark’s right to prevent subsequent resales, imports or use in
the U.S. The court stated that the domestic exhaustion principle “does not preclude an accused infringer
from establishing that the U.S. patentee actually gave it a license, expressly or by implication,” to make
or sell the patented invention abroad.[37] The majority however found that Impression did not preserve
this argument because it did not advance an implied-license defense.

The U.S. government in its brief advanced a midway position between the Federal Circuit’s Lexmark
holding and Impression’s position: it argued that though the Federal Circuit was partially correct given
that "Kirtsaeng’s reasoning does not carry over to the patent context,"[38] since the two areas are
governed by different statutes, the Federal Circuit still wrongly held that such extraterritorial sales never
exhaust U.S. rights in the patented product.[39]

The government’s position echoes the Kirtsaeng dissent, arguing that Mallinckrodt was wrong when
decided and is irreconcilable with Quanta, positing that an unrestricted “foreign sale [should] result in
exhaustion,” but that an authorized seller could avoid such exhaustion by explicitly reserving its U.S.
patent rights.[40] It reasoned that “[b]ecause a foreign sale by a U.S. patentee does not implicate or



require any authority under the U.S. patent, such a sale should not automatically exhaust U.S. patent
rights in that article ... [i]nstead, a rule of presumptive exhaustion should apply, permitting a patentee to
reserve his U.S. rights as part of a foreign sale if he does so expressly.”[41] Although Lexmark asserts
that it "did reserve those rights,"[42] the en banc decision rested on “the premise that Lexmark made
the foreign sales without communicating a reservation of U.S. patent rights.”[43]

Concluding Remarks

Lexmark marks the fourth patent case the Supreme Court has taken up on its docket this term. Currently
as the law stands, patentees can avoid patent exhaustion by imposing post-sale restrictions on the sales
of patent products. Accordingly, by thoughtfully tailoring grant and covenant-not-to-sue provisions in
license agreements, patentees can establish a licensing program where license royalties are obtained
from multiple points in the stream of commerce. This approach enables patentees to better obtain fair
value for their patents while not unduly burdening any single licensee. Post-Lexmark, to achieve this
result, it appears necessary (or at least prudent) to inform downstream purchasers of the limited nature
of their purchases in order to avoid patent exhaustion.

Under the Lexmark decision, businesses are better able to reap the rewards of both their investment in
technological research and development, as well as monetization of their intellectual property. They
have the flexibility to develop business strategies that involve multiple points in the stream of
commerce, rather than having to rely on just the players in the next tier over.

On the other hand, as the district court and en banc Federal Circuit dissenters cautioned, the Federal
Circuit’s Lexmark holding has the potential to “create significant uncertainty for downstream purchasers
and end users who may continue to be liable for infringement even after an authorized sale to the
consumer has occurred.”[44] These would include businesses that regularly purchase patented products
or components in the global marketplace. But this concern is not new, and is already routinely
addressed using indemnification provisions vis-a-vis patentee-sellers, licensees and end-users. And this
concern might be further addressed by imposing a notice requirement on patent owners as a condition
to avoid patent exhaustion, as was the case in the Lexmark holding. In fact, this is exactly the approach
advanced by the U.S. government, albeit for foreign sales.
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