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Like it or not, the United States is moving towafuhternational” patent exhaustion. The U.S.
has long operated under a national patent exhausystem, where a domestic sale of a patented
item authorized by the patent holder or their pexyrausts or ends U.S. patent rights. The U.S.
Supreme Court has never held that a sale abroagatiented item exhausts U.S. patent rights
and the Federal Circuit has repeatedly rejected atguments since 2001.

This legal framework could soon change. On April 2815, the Federal Circuit granted en banc
rehearing, on its own accord, liexmark International Inc. v. Impression Prods..Ingheen
banccourt will address whether it should overrule @8rig precedentXazz Photo Corp. v.
International Trade Commissifnand find the sale of a patented item abroad esthaul.S.

patent rights.

By choosing to hedrexmark en banahe Federal Circuit clearly signaled the holdimgazz
Photois in serious jeopardy. No matter how the Fed@naluit decided.exmark the parties are
likely to seek review by the U.S. Supreme Courticlwhs not bound byazz Photo

To address the impact of this potential shift ia ldw, patent owners should understand these
important issues and consider proactive stepsdie@trtheir businesses.

Legal Framework of Patent Exhaustion

Patent exhaustion has a long history in U.S. comlamnUnder this non-statutory doctrine, the
first authorized sale of a patented item ends t& patent monopoly over that item. More than
160 years ago, the Supreme Court explaine&laomer v. McQuewdrthat after patented
technology “passes to the hands of the purchagemo longer within the limits of the [patent]
monopoly.” This is consistent with the more general commanganciple disfavoring
restraints on the alienation of personal property.

Patent exhaustion limits patent holders to a singherd for their U.S. patent monopdlfhe
patentee has bargained for and received the fllkwvaf the patented item and therefore the
patentee’s right to control the purchaser’s usténaf item end$.

Patent exhaustion has become more complicatece ioathtext of international commerce. When
a product is made and assembled abroad, courtddegvemindful of the legal presumption
against extraterritorial reach of U.S. patentsth&tsame time, not applying patent exhaustion
could allow patent holders to receive excessivebtdorecoveries for their patent rights and
reduce access to valuable technology. Some leadis®s addressing patent exhaustion when
commercial activity occurs at least partially odésthe U.S. are discussed below.

The Supreme Court -Boesch v. Graff1890)

The U.S. Supreme Court long ago recognized it shfmdus on the sales transaction itself, and
not its location, when deciding whether U.S. pategitts were exhausted. If the U.S. patent
owner authorized an unrestricted sale of a patdateed(either directly by the patent owner or
by an authorized privy), then that item is freghs patent monopoly, is in the public domain,
and can be bought, sold, imported, or used withontern for the U.S. patent rights. However,



patent exhaustion does not apply to an unauthosaksd These general principles apply no
matter where the sale occurs.

For example, iBoesch v. Graff the Supreme Court considered whether sale ofenteat item

in Germany had exhausted U.S. patent rights. Tier $®1r. Hecht) did not hold the U.S. patent
right and was only authorized to make the patehteders within GermanyThe Court
explained the seller could not convey U.S. patighits that he did not have:

“The right which Hecht had to make and sell thenleus in Germany was allowed him under the
laws of that country, and purchasers from him cawtibe thereby authorized to sell the articles
in the United States in defiance of the rights ateptees under a United States patént.”

Boeschstands for the proposition that a sale not autledrby the U.S. patent holder does not
exhaust U.S. patent rights. Boesch does not addrieseign sales authorized by the U.S. patent
holder.

Early Second Circuit Court Rulings Bickerson(1893),Daimler (1909) andCurtiss Aeroplane
(1920).

Three early Second Circuit decisions a@eeschcontinued to focus on the sales transaction,
rather than its location, when deciding whetheatgpt had been exhausted.

For example, overseas sales did not exhaust UténtpanDickerson v. Mathesdhand
Daimler Mfg. Co. v. Conklif* In Dickerson the seller held both the U.S. and foreign patent
rights, but the overseas purchaser accepted conslitif sale that specifically prohibited
importation into the U.S. Because those conditexduded use in the U.S., the sale did not
exhaust the U.S. patelftin Daimler, the overseas seller did not hold any U.S. patghts and
therefore could not exhaust those rights by sefliegpatented itert

However, an overseas sale did exhaust U.S. patgns$ inCurtiss Aeroplane & Motor Corp. v.
United Aircraft Engineering Corp* In Curtiss the U.S. patent holder sold the patented item
(airplanes) in Canada. The sale was unrestrictddrepurchaser was free to use the airplanes
in the U.S. Therefore, the U.S. patent rights vesdeausted by the first Canadian sale.

These Second Circuit decisions generally estaliiahan authorized and unrestricted sale of a
patented item by the U.S. patent holder exhaustethghts, regardless of the geographic
location of the sale.

Jazz Photo Corp. v. International Trade Commisgeed. Cir. 2001)

The Federal Circuit drew a bright line limiting theographic scope of patent exhaustiodanz
Photo Corp. v. International Trade Commissidime Federal Circuit asserted, “United States
patent rights are not exhausted by products ofgorprovenance® According to the court,
Boesch established that patent exhaustion reqaiiréauthorized first sale ... under the United
States patent,” and a foreign sale is not undettBe patent’



Kirtsaeng v. John Wiley & Sons, I2013)

The Supreme Court’s recefiirtsaend?® decision interprets the statutory copyright extians
doctrine (17 U.S.C. § 109(a)). LilBoeschand the trilogy of Second Circuit patent decisjahe
Kirtsaengmajority focuses on whether the U.S. copyrightieolauthorized an unrestricted sale
of intellectual property (IP), rather than the geqguic location of the sale.

John Wiley & Sons, Inc. (“Wiley”) published Englidganguage textbooks for distribution abroad
through a wholly owned subsidiary. Kirtsaeng olediin Thailand authorized copies of those
textbooks at significantly lower prices and theippbd them into the U.S. for resale. Wiley filed
suit claiming Kirtsaeng’s actions violated its UcBpyrights.

Kirtsaeng countered that Wiley’s copyrights hadrbeghausted by the first sale, even though it
occurred abroad. Specifically, Section 109(a) grédifte owner of a particular copy ... lawfully
made under this title “the right to “dispose” o&tltopy without the copyright owner’s
permission. Wiley countered that the language afi&e 109, “lawfully made under this title,”
requires that the textbooks be made within the'®.S.

In a 6-3 decision, the Supreme Court found thati®@ed09(a) allowed Kirtsaeng to import and
resell textbooks that had been lawfully made and Isp the copyright holder abro&@iSection
109(a) contains no express geographic limitatfdithe Court presumed Congress intended to
retain the substance of the common law, which lalsked any express geographic limitatfon.
The common law embraces the general policy ageesstaints on the alienation of personal
property?®

Justices Ginsburg, Kennedy, and Scalia “dissenffedj the Court’s embrace of ‘international
exhaustion.®*

Although Kirtsaeng relates to statutory copyrigki@ustion, its reasoning is at least relevant to
the analysis of common law patent exhaustfon.

Planning Ahead

Patent owners should consider adapting their baseseto address the potential ramifications if
the Federal Circuit or the Supreme Court overrdéez Phot@r otherwise adopts a doctrine of
international patent exhaustion. Sale of a patei®d domestically already exhausts the U.S.
patent rights. That is unlikely to change. Howevlee, overruling oflazz Photgotentially

would allow importation into the U.S. of “gray matk goods that were originally sold by the
patent owner abroad.

First, make your overseas sales and licensing actstconditional upon the purchaser accepting
conditions that exclude importation into the U&. discussed in the Second Circuliskerson
decision. The Federal Circuit has upheld similardittons on reuse or resale, even if patent
exhaustion would otherwise appf.



However, the Federal Circuit’'s recent en banc grahexmark also extends to the whether
contractual conditions can negate patent exhaudiiegpite that uncertainty, patent holders
should consider this approach.

Second, patent owners should carefully structugeitthts held by the entity selling the patented
goods. “A sale authorized by the patent holdetligt triggers patent exhaustionThis

includes sales not just by patent owners, butlaysiacensees and even recipients of covenants
not totzsgue":.8 Even sales by a subsidiary have been found touskhiae IP rights of its corporate
parent:

Make sure that entities selling abroad (and thaiept companies) do not hold the U.S. patent
rights. At least one district court has endorsesldpproach. liGriffin v. Keystone Mushroom
Farm, Inc,* the patent owner exclusively licensed one comphoggwood Manufacturing
Corporation) under the U.S. patent and it liceremgather company (Celeste Carminati) under
the corresponding Italian patefitCritically, Carminati was not authorized to séktarticles in
the U.S., and lacked any U.S. patent rights. Tloegethe court rejected the accused infringer’s
argument that the U.S. patent rights had been exbaby its purchase from Carminati (the
ltalian licensee? This is consistent with the Supreme Court’s Boetmtision and the Second
Circuit's Daimler decision, which suggest that Up&tent rights will not be exhausted if the
selling entity does not hold or control U.S. pategibts.

Third, patent owners should consider modifying ipgcstrategies to reduce reselling
opportunities. IrKirtsaengandJazz Photpresellers took advantage of significant price
differences inside and outside the U.S. The pritkimnvthe U.S. was significantly higher than
the price for the same goods sold abroad. TextbwoKstsaengcould be purchased for
relatively small amounts in Thailand, shipped t thS., and then sold for a large profit.
Reducing geographic price differences will minimike incentive for reselling.

Fourth, given that some foreign countries alreaalyehnternational patent exhaustion, begin
now to draft your sales and licensing contrac@void unintended exhaustion in those countries.
Countries that already have international patehtastion include China, Japan, and Brazil. An
unconditional sale of your patented item in the.Wn8y exhaust your foreign patent rights in
those countries. A purchaser of your goods in tt# thay then resell those goods (perhaps after
repairing or refurbishing them) in those foreigmutrsies. Consider adding provisions in any

U.S. sales or license agreements to prohibit expdhose foreign countries. This may protect
against your foreign patent rights from being exdted by U.S.-based transactions.

Conclusion

The Federal Circuit’s recent decision to releaxmark en bancould significantly alter
international commerce in patented goods. The é@arcuit or Supreme Court could soon
determine that authorized overseas sales of patgoieds exhaust U.S. patent rights. Given that
very real possibility, patent holders should take time now to understand international patent
exhaustion and conduct their affairs to minimizg adverse impact.

* Article first appeared in June 2015 on httpsil/bna.com/after-lexmark-is-international-patenha&ustion-on-
the-horizon
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