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In January 1997, the United States Court of Appeals for the Federal Circuit ruled that the presence of a most​favored‑licensee clause in a patent licensing agreement shielded a licensee from liability for patent infringement. The case, Studiengesellschaft Kohle, m.b.H. v. Hercules, Inc., et al, 1 was commenced when StudiengeselIschaft Kohle, M.B.H. ("SGK”)2 sued Hercules, Inc. for patent infringement. Hercules counterclaimed, alleging that SGK had breached the most‑favored‑licensee provision of their license agreement by failing to offer Hercules a license with the same terms it offered other licensees. Hercules argued that because of the most‑favored licensee clause in its license, it should have been licensed under the patents at issue during the period in question, thereby insulating it from liability for infringement. The district court agreed, effectively absolving six years of alleged infringe​ment via a retroactive license, and the Federal Circuit affirmed the ruling. This article reviews the current state of the law regarding most‑favored‑licensee clauses and examines SGK in order to determine what steps may be taken by practitioners to.make such clauses less suscep​tible to litigation.

In general, a most‑favored‑licensee clause is one in which a licensor agrees to give a non‑exclusive licensee the benefit of more favorable terms contained in similar non‑exclusive licenses that the licensor may grant to other licensees in the future.3 Such a clause is designed to pro​tect the non‑exclusive licensee against future competitive disadvantage in the event that a competitor negotiates a more favorable license for similar intellectual property rights.4 Courts routinely uphold most‑favored‑licensee clauses, relying mainly on general principles of contract interpretation.5
In the early 1950s, SGK invented a process that could be used to make certain types of plastics. In 1954, SGK and Hercules entered into a license agreement pursuant to which SGK granted to Hercules a non‑exclusive license under certain patents held by SGK. The contract con​tained a most‑favored‑licensee provision which read, in pertinent part, as follows:

If a license shall hereafter be granted by [SGK] to any other licensee in the United States or Canada to practice the Process or to use and sell the products of the Process under [SGK's] inventions, Patent Applications or Patents or any of them, then [SGK] shall notify Hercules promptly of the terms of such other license and if so requested by Hercules, shall make available to Hercules a copy of such other license and Hercules shall be entitled, upon demand if made three (3) months after receiving the aforemen​tioned notice, to the benefit of any lower royalty rate or rates for its operations hereunder in the country or countries (US and Canada) in which such rates are effective, as of and after the date such more favorable rate or rates became effective under such other license but only for so long as and to the same extent and subject to the same condi​tions that such . . . lower royalty rate or rates shall be available to such other licensee; provided, however, that Hercules shall not be entitled to such more favorable rate or rates without accepting any less favorable terms that may have accompanied such more favor​able rate or rates.6
The contract was amended in 1972, with Hercules being granted a "fully paid‑up" license under SGK's patents until December 3, 1980 (the expiration date of one of SGK's patents). For patents expiring after this date, Hercules had the right, upon request, to obtain "a license on terms no worse than the most favored other paying licensee."

On November 14, 1978, SGK was issued U.S. Patent No. 4,125,698 (the "' 698 patent"), the patent at issue in the case. Under the 1972 amendment, Hercules was licensed under the '698 patent, without any additional payment, through December 3, 1980. On May 1, 1980, in settlement of litigation, SGK granted to Amoco Chemicals Corp. a non‑exclusive "paid‑up" license under certain SGK patents, including the '698 patent, in exchange for a lump‑sum payment of $1.2 million. SGK did not notify Hercules of this license at the time it was granted. Hercules first learned of Amoco's license in 1987, after SGK commenced this litigation.

SGK sued Hercules for infringement of the '698 patent in the United States District Court for the District of Delaware on December 3, 1986. Hercules counter​claimed, alleging that the 1954 license agreement, as amended, required SGK to notify it of the Amoco agree​ment in 1980, the terms of which it was entitled to obtain via the most‑favored‑licensee provision of the 1954 license agreement, as amended. Hercules argued that it would have exercised its right to obtain a license on Amoco's terms had SGK not breached that provision. Hercules claimed, therefore, that it was entitled to such license, retroactive to December 3, 1980, upon payment of $1.2 million to SGK. The district court agreed and entered judgment for Hercules.

On appeal to the Federal Circuit, SGK argued first that the district court erred in holding that it was contrac​tually required to give Hercules notice of the terms of the Amoco license. SGK maintained that it was only obligated to provide Hercules with notice of any license with terms more favorable than the license granted to Hercules. In 1972, Hercules obtained a "paid‑up" license under SGK's patents through December 3, 1980. In 1978, the '698 patent issued. By virtue of the 1972 amendment, Hercules was licensed under that patent without addition​al cost. According to SGK, because Hercules obtained a "free" license under the '698 patent, no terms could be more favorable, and thus it had no duty to notify Hercules of the Amoco license.


The Federal Circuit correctly pointed out, however, that the notice clause did not condition SGK's obligation to inform Hercules of other licenses on whether such licenses were more favorable. Rather, it required SGK to notify Hercules promptly of the terms of a license granted "to any other licensee." The plain language of the license agreement provided that the power to determine whether another license was more favorable resided not with SGK, but with Hercules. Therefore, the Federal Circuit found that the district court did not err in holding that SGK's failure to provide notice constituted a breach of the license agreement.

SGK argued next that it had no obligation to grant Hercules a license with terms equivalent to those in the Amoco license because Amoco was not a "paying licensee" within the meaning of the 1972 amendment. The 1972 amendment provided that for any of SGK's patents expiring after December 3, 1980, including the '698 patent, SGK would "grant Hercules, upon request, a license on terms no worse than the most favored other paying licensee of [SGK]." SGK contended that Amoco was not a "paying licensee" because it made just one lump‑sum payment and no royalty payments. SGK in effect argued that only licensees that make ongoing roy​alty payments are "paying licensees."

The Federal Circuit disagreed, refusing to recognize any distinction between one who makes an up‑front, lump‑sum payment and one who makes continuing royal​ty payments. Rather, since no contrary intent was appar​ent from the face of the agreement, the court construed the term "paying licensee" in accordance with the ordinary meaning of those words. The ordinary meaning of the term "paying licensee," according to the court, is one who gives money for a license. In addition, the court noted that distinguishing between a lump‑sum payment and contin​uing royalty payments would be troublesome, since a "paid‑up" license presumably includes potential future royalty payments discounted to their net present value.


Finally, SGK argued that the $1.2 million payment was in settlement of litigation and that Amoco was thus not intended to be a "paying licensee. " However, the district court found that Amoco paid SGK $1.2 million for a paid‑up license for unlimited production under SGK's patents, including the '698 patent. The fact that Amoco obtained its license as a direct result of the settlement of litigation did not prevent the district court from finding that Amoco was a "paying licensee" within the meaning of the 1972 amendment. The Federal Circuit refused to disturb that ruling.

Although litigation concerning most‑favored‑licensee clauses often involves complex legal and economic analy​ses, the central issue before the court in SGK was one of basic contract interpretation. Justifying its decision, the Federal Circuit at one point declared that "[t]he agreement must stand as wriften,” and at another cited its obligation to "give effect to the intent of the parties as evidenced by the terms of the contract." Indeed, few practitioners would dispute the proposition that sophisticated parties such as SGK and Hercules, whose agreement in the instant case was presumably the product of intense negotiation, should be bound to comply with the terms of the contracts to which they are party. A solution can be found to the problems experienced by the parties in SGK, however. Most‑favored‑licensee clauses can and should be more carefully drafted, making specific provision for situations, such as infringement settlement licenses and lump‑sum payments, that are likely to cause difficulties.7 

The following is a sample most‑favored‑licensee clause, the core provisions of which are modeled on the clause contained in the license agreement at issue in SGK. This sample clause, however, contains specific lan​guage designed to address the problems which arose in that case, as well as other problems.8 Language which has been added appears in italics:

If a license providing for a more favorable royalty rate or rates shall hereafter be granted by SGK to any other licensee, other than a wholly or partially owned subsidiary or affiliate of SGK or the United States or Canadian government or any agency or division thereof, to practice the Process or to make, use, import, sell or offer to sell the products of the Process in the United States or Canada under SGK's inventions, Patent Applications or Patents or any of them, then SGK shall notify Hercules promptly of the terms of such other license and if so requested by Hercules, shall make available to Hercules a copy of such other license and Hercules shall be enti​tled, upon demand if made three (3) months after receiving the aforemen​tioned notice, to the benefit of any more favorable royalty rate or rates for its oper​ations hereunder in the country or coun​tries (US and Canada) in which such rates are effective, as of and after the date such more favorable rate or rates became effective under such other license but only for so long as and to the same extent and subject to the same conditions that such ... lower royalty rate or rates shall be available to such other licensee; provided, however, that Hercules shall not be entitled to such more favorable rate or rates without accepting any less favorable terms that may have accompanied such more favor​able rate or rates, including, without limi​tation, the exclusion from the license of any of SGK’s intellectual property rights previously licensed to Hercules but not to the other licensee. Subject to the forego​ing provisions, if a subsequent license agreement provides only for lump‑sum payments and does not include a run​ning royalty rate, and if Hercules elects to accept the terms of such subsequent license, Hercules shall have the right to apply the running royalties which accrued and were previously paid by Hercules after the date of commence​ment of the license under that subse​quent license agreement as a credit against payment by Hercules of the lump sums under the subsequent license as they become due and payable. This pro​vision shall not apply to forgiveness for past infringements to reach settlement of any lawsuit between SGK and a third party with respect to any of SGK's Patents, provided however, that this pro​vision shall apply to any subsequent license granted for future use to a third party whether in settlement of a lawsuit or not, except to the extent limited above.

There are countless alternatives to the provisions contained in this sample most‑favored licensee clause. For example, infringement settlement licenses may be excluded from the scope of the most‑favored‑licensee clause altogether.9 Explicit language excluding such set​tlements from the operation of the most‑favored‑licensee clause will be enforced by the courts.10 Similarly, lump​sum payments also may be excluded from the operation of the most‑favored‑licensee clause entirely. The point is that when tailoring a most‑favored‑licensee clause, the parties should attempt to consider all relevant permuta​tions applicable under the circumstances, extant and fore​seeable, and negotiate with these considerations in mind.

Whether representing the licensee or the licensor, care should be taken in drafting the most‑favored​licensee clause to anticipate as many of the commonly recurring pitfalls as possible so that costly litigation may be avoided. A final possibility for parties seeking to cir​cumvent the problems discussed herein would be to carve out specific fields of use for which an exclusive license may be granted or, if appropriate, negotiate an exclusive license, thereby obviating entirely the need for a most‑favored‑licensee clause.11
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