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Software Licenses and Indemnities:
What Obligations Are You Taking On?

Richard P. W. Stobbe

Richard Stobbe is an intellectual property lawyer
with Field Law in Calgary, Alberta. He practices
in the field of intellectual property law, including
in the areas of intellectual property licensing,
software and patent licensing, cleantech
licensing, mobile software application law and
licensing (app law), intellectual property due
diligence, technology transfer, new media law,
trademark prosecution and dispute resolution,
domain name law, internet law, e-commerce
law, and privacy law. Mr. Stobbe is a member of
the Canadian Bar Association and the Licensing
Executives Society (LES). He is on the executive
board of the CBA Technology and intellectual
property Subsection, and is currently the
co-chair of the Calgary Chapter of LES, and a
member of the Intellectual Property Institute
of Canada as well as the American Intellectual
Property Lawyers Association. He can be
reached at rstobbe@fieldlaw.com.

License agreements often contain indemnities.
An indemnity is a contractual obligation to step in
and reimburse some financial obligation such as a
liability, loss, or damage. In essence, the party giving
the indemnity will make the injured party “whole” by
recompensing losses and expenses.

The court in Coastal Contacts Inc. v. Elastic
Path Software Inc.,! reviewed the meaning and
scope of an indemnity for intellectual property
infringement, which is a common clause in many
intellectual property license agreements. This is
what’s known as an intellectual property indemnity
clause. Coastal Contacts was an online retailer of
eyeglasses. Elastic Path sold software for running
e-commerce Web sites. The two companies entered
into a Software Licensing Agreement allowing
Coastal to use the Elastic Path software in Coastal’s
eyewear business.

One of the clauses in the Agreement was an intel-
lectual property indemnity that required Elastic
Path to defend any claims made against Coastal
based on allegations that Elastic Path’s software

infringed any patent and to compensate Coastal in
the event of any damages or losses.

Coastal was sued for alleged patent infringe-
ment in the United States based on Elastic Path’s
software. Coastal in turn sued Elastic Path to
bring it into the patent infringement lawsuit, after
Elastic Path refused to defend. Eventually, Coastal
made a $200,000 settlement payment to the patent
holder.

After the third-party patent infringement case
settled, the dispute between Coastal and Elastic
Path ultimately wound up in court to decide the
question of Elastic Path’s obligations under the
intellectual property indemnity. Elastic Path had
refused to defend and indemnify Coastal. Was
Elastic Path entitled to refuse to defend the patent
infringement claim? A second twist to this case was
a mandatory arbitration clause that was triggered
when Elastic Path referred the dispute over its
indemnity obligations to binding arbitration.

Elastic Path’s contractual obligations were
two-fold. There was an obligation to defend and an
obligation to indemnify. The clause stated:

Elastic Path shall defend or settle any claim
made or any suit or proceeding brought
against Licensee insofar as such claim, suit
or proceeding is based on an allegation that
any of the software supplied to Licensee pur-
suant to this Agreement infringes (directly
or indirectly) any patent [...] Elastic Path
shall indemnify and hold Licensee harmless
from and against any and all such claims
and shall pay all damages and costs finally
awarded or settlement agreed to be paid in
the settlement of such claim, suit or pro-
ceeding. [Emphasis added.]

However, there were some conditions attached:
“...Licensee shall notify Elastic Path in writ-

ing promptly after the claim, suit or proceed-
ing is known to Licensee and shall give

10 The Licensing Journal

FEBRUARY 2014



Elastic Path information and such assistance
as is reasonable in the circumstances, at
Elastic Path’s expense. Elastic Path shall have
sole authority to defend or settle the same at
Elastic Path’s expense.” [Emphasis added.]

Elastic Path claimed that Coastal failed to satisfy
these conditions because it did not provide prompt
notice of the claim, and it did not cede control of
the litigation to Elastic Path. Then Elastic Path
relied on a favorable arbitrator’s decision to refuse
any payment to Coastal. The arbitrator decided
in favor of Elastic Path by saying it was “highly
unlikely” that the software directly infringed the US
patent. He based his decision on a balance of prob-
abilities analysis that the software was unlikely to
have infringed the US patent.

In the end, the court sided with Coastal: Elastic
Path’s duty to defend the patent infringement lawsuit
depended on whether there was a “mere possibility”
that Elastic Path’s software could have infringed
the US patent. The arbitrator applied the wrong
test, because he essentially judged the merits of the
infringement claim, and concluded it was highly
unlikely that the infringement claim would succeed.

In coming to its conclusion that Elastic Path was
liable for the $200,000 settlement payment made by
Coastal, the court quoted an insurance decision, say-
ing “...an insured who is entitled to indemnity for
damages or costs is entitled to make a reasonable
settlement and to recover the amount so paid where
the insurer denies its liability under the policy, even
though the liability of the insured to the claimant has
not been determined by judgment.”

This analysis in the Coastal v. Elastic Path deci-
sion shows that courts will treat an intellectual

property indemnity clause like a type of insurance
policy. A software vendor, by providing such an
indemnity in favor of its customers, is essentially
taking on the role of an insurer, bound to provide
coverage against this risk. In this case, the risk is
that of a third-party patent infringement lawsuit.
Here are some points to consider:

e Software vendors should review these clauses
carefully. Intellectual property indemnities often
are considered “boilerplate” (a term which many
interpret as “I don'’t have to read it...”). However,
the implications are important, as illustrated by
this case. If you are a software vendor, ensure
that you understand the obligations that you are
taking on.

e Remember that under the clause in this case,
the indemnity obligation was triggered by a
“mere possibility” of infringement. The merits
of the infringement claim are not weighed at the
stage of determining whether the defense and
indemnity obligation is triggered. The obligation
has a very low threshold.

e Licensees should review the intellectual property
indemnity clause in their license agreements. In
some cases, such as exclusive technology licenses,
it is common for licensees to take on certain intel-
lectual property indemnity obligations, because
they have control over the use of the technology
in the marketplace.

¢ In the event of a claim that triggers the indemnity
clause, review the indemnity clause immediately
to ensure that you are taking the appropriate
steps described in that clause; for example, some
clauses require notice of the claim to be given
within a certain number of days.

1. Coastal Contacts Inc. v. Elastic Path Software Inc., 2013 BCSC 133.
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