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U.S. SUPREME COURT UNANIMOUSLY REVERSESFEDERAL CIRCUIT IN
LG ELECTRONICSCASE AND LIMITSA PATENT HOLDER'SABILITY TO
DEMAND DOWNSTREAM ROYALTIESON THE USE OF A PRODUCT

On June 9, 2008, the United States Supreme Court reversed a decision by the U.S. Court of
Appeds for the Federal Circuit in the closely watched, long-running battle between LG
Electronics, Inc. (“LGE") and Quanta Computer, Inc. The decision restricts LGE’s ability to
demand royalties from Quanta, who had purchased chipsets and microprocessors from LGE’'s
licensee, Intel Corporation, and used them to manufacture computers.*

The Supreme Court ruled that the doctrine of patent exhaustion applies to method patents and
that patent holders are restricted from demanding royaties from downstream authorized
purchasers of components that substantially embody the patents in question.

Background

The doctrine of patent exhaustion was developed over 150 years ago to prevent patent rights
from extending beyond the first authorized sale of a patented instrument. First set forth by the
Supreme Court in Adams v. Burke, the rationale behind patent exhaustion is that “where a person
ha[s] purchased a patented machine of the patentee or his assigneg, this purchase carriefs] with it
the right to the use of that machine so long as it [is] capable of use.”? After a patent holder has
already received consideration from the sale of a patented device, the doctrine prevents the
patent holder from demanding subsequent royalties or restricting the use of the device.

LGE and Intel entered into a license agreement in 2000 that authorizes Intel to “make, use, sell
(directly or indirectly), offer to sell, import or otherwise dispose of” products that practice LGE
patents.® The license agreement states that it does not “in any way limit or alter the effect of
patent exhaustion that would otherwise apply when a party hereto sells any of its Licensed
Products”* LGE and Intel entered into a separate master agreement requiring Intel to give
written notice to its customers that, although Intel had a license to manufacture and sell the
patented technology, the license “does not extend, expressly or by implication, to any product
that [the purchaser] make[s] by combining an Intel product with any non-Intel product.”>

Intel manufactured licensed chipsets and microprocessors and sold them to computer
manufacturers. Quanta purchased chipsets and microprocessors from Intel and, despite receiving
the notice provided by Intel, Quanta manufactured computers using the Intel products in
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combination with non-Intel products in a way that practiced the LGE patents. LGE accused
Quanta of patent infringement. Because Intel provided the required notice to Quanta, LGE did
not contend that Intel had breached the license or master agreement.

The U.S. Disgtrict Court for the Northern District of California granted summary judgment in
favor of Quanta and held that Intel’s sales exhausted LGE’s patent rights in its system claims.
The district court held, however, that patent exhaustion did not apply to LGE’s method patent
clams.

The Federal Circuit reversed the district court’s decision on the license issue. The Federal
Circuit found that because “[tlhe LGE-Intel license expressly disclams granting a license
allowing computer system manufacturers to combine Intel’s licensed parts with other non-Intel
components . . . [the] sales were conditional, and Intel’s customers were expressly prohibited
from infringing LGE’s combination patents.”® Because the sales were conditional, they did not
trigger patent exhaustion. Additionally, the Federal Circuit agreed with the district court that
“the sale of a device does not exhaust a patentee’ srightsin its method claims.””

U.S. Supreme Court Decision

The Supreme Court reversed the Federal Circuit, holding that (1) the doctrine of patent
exhaustion applies to method claims, (2) patent rights can be exhausted by the sale of an
incomplete item that substantially embodies the patents, and (3) patent exhaustion is triggered
only by an authorized sale by the patent holder. The Court held that, because L GE licensed Intel
to practice its patents and to sell products embodying those patents, LGE’s patent rights were
exhausted and L GE was prohibited from asserting those rights against downstream purchasers of
the products.

The Court relied heavily on its 1942 decision in United Sates v. Univis Lens Company.? Univis
Lens Company owned patents on eyeglass lenses and issued a chain of licenses to
(1) manufacturers of the lens blanks, (2) wholesalers who ground the blanks into the patented
finished lenses, and (3) prescription retailers who sold the finished lenses to consumers. Univis
fixed the price rate at each level of the chain. The United States sued Univis under the Sherman
Act for unlawful restraints on trade, and Univis claimed a defense under its patent rights. The
Court held that Univis' patent rights did not survive the sale of the lens blanks because although
the lens blanks did not completely practice the patent, the lens blanks “embodie[d] essential
features of the patented device and [were] without utility until . .. ground and polished as the
finished lens of the patent.”®

® LG Elec., Inc. v. Quanta Computer, Inc., 453 F.3d 1364, 1370 (Fed. Cir. 2006).
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The Court applied the logic of Univis to hold that patented methods are subject to patent
exhaustion if they are “embodied” in a product.’® The Court explained that carving method
claims out of the doctrine would permit an “end-run” around patent exhaustion, by allowing
patentees to craft their claims as methods and then assert their patent rights against downstream
users of the patented methods.™

In considering the extent to which a product must embody a patent in order to trigger exhaustion,
the Court again relied on Univis and found that, ssmilar to the case of the lens blanks, there is
only one reasonable and intended use for the Intel products, which is to practice the LGE patents
by incorporating the products into computer systems. The Intel products “al but completely
practice’” LGE’s patents, lacking only “the application of common processes or the addition of
standard parts.”** The Court found that, as in Univis, “the final step to practice the patent is
common and noninventive” because the products “carry out al the inventive processes when
combined, according to their design, with standard components.”*® The Intel chipsets and
microprocessors thus embody the L GE patents to a sufficient extent to trigger exhaustion.

Finally, under Univis, “[e]xhaustion is triggered only by a sale authorized by the patent
holder.”** The LGE-Intel license agreement did not condition Intel’s authority to sell “on the
notice or on Quanta's decision to abide by LGE’s directions in that notice”'® The Court
accordingly found that Intel’s sales to Quanta were authorized by the license agreement and
triggered patent exhaustion.

In conclusion, the Court held that the “authorized sale of an article that substantially embodies a
patent exhausts the patent holder’s rights and prevents the patent holder from invoking patent
law to control postsale use of the article.”*®

Implications Of The Supreme Court’s Decision
The Quanta decision has at least two important implications.

First, the Quanta decision continues a string of recent cases in which the Supreme Court has
overruled the Federal Circuit and restricted patent rights. In eBay Inc. v. MercExchange, L.L.C.,
the Court held that the decision to grant or deny injunctive relief in patent cases must be
“exercised consistent with traditional principles of equity” rather than a patent-specific rule
developed by the Federal Circuit that made permanent injunctions automatic.*” In Medimmune,
Inc. v. Genentech, Inc., the Court ruled that a licensee in good standing can seek a declaratory
judgment that the licensed patent is invalid, unenforceable, or not infringed and overruled the
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Federal Circuit’s “reasonable apprehension of suit” test for declaratory judgment jurisdiction.™®
In KR Int'l Co. v. Teleflex Inc., the Court made it easier to attack patents on obviousness
grounds by rejecting the Federal Circuit’ srigid application of the teaching-suggestion-motivation
test.” In Microsoft Corp. v. AT&T Corp., the Court limited the ability of patent holders to bring
infringement claims against companies who export patented software, copy the software abroad,
and install the software on foreign-manufactured computers.®

Second, it appears that LGE could have avoided this result by negotiating a more specific license
agreement. The Court distinguished this case from prior Supreme Court decisions that allow
patent holders to impose field-of-use restrictions.? LGE, for example, could have negotiated a
provision that limited Intel’s license to sell products only to companies that L GE had licensed to
make and use computers under LGE’s patents. An Intel sale to an unlicensed customer in that
situation would not have been an “authorized sale,” which is a predicate for patent exhaustion.
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For further information regarding this memorandum or intellectual property issues generally,
please contact Kelsey I. Nix (212-728-8256, knix@willkie.com) or the attorney with whom you
regularly work.

Willkie Farr & Gallagher LLP is headquartered at 787 Seventh Avenue, New York, NY 10019-
6099. Our telephone number is (212) 728-8000 and our facsimile number is (212) 728-8111.
Our website is located at www.willkie.com.
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