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1 I ntroduction

1.1  Purposeof thisReport

Secured credit isawell known and deep-rooted phenomenon. Theideais an intuitivdly smpleone. A
debtor grantsto its creditor the right, should the debtor default on itsloan or credit obligation, to repay
itself by gppropriating the vaue of the property that the debtor has charged to secure that obligation. A
secured creditor has a priority and enforcement advantage over ordinary creditors who are dependent
solely on the debtor’ s persona promiseto pay. The priority advantage arises because the secured
creditor’ sright to extract value from the charged property enablesit to escape the principle that
creditors of an insolvent debtor must share ratably in the balance of whatever assets the debtor may
have, a principle that in Canada applies both in and outside of bankruptcy. The enforcement advantage
congstsin the secured creditor’ s recourse to specidized and expeditious remedies to support summary
liquidation of the charged assets without the time and expense of having to obtain aforma judgment
againg the debtor.

Although the ingtitution of secured credit has existed as long as notions of private property and freedom
of contract, itslega and practica incidents have undergone periodic change in response to the
emergence of new forms of property. Higtoricaly, land and luxury tangible things were the principa
objects of security. With the transformation of western society from an agrarian to an industrial
economy, the focus of property turned to from immovable to movable assets — equipment, raw
materids and inventory — and from tangible to intangible assets — the account receivables owing to a
business and its reified intangibles such as negatiable instruments, securities and documents of title,

That change forced fundamenta reform of the lega and ingtitutiona framework for secured credit in
movables, beginning with federal Bank Act in the late part of the nineteenth century, and culminating in
the comprehensve reforms to the movables secured transactions law of al Canadian provincein the

last quarter of the twentieth century.



With the modern shift to an information, technologica and service based economy, intellectua property
rights (IPRs) have begun to capture an increasing share of the value of the asset base of firms. With that
shift has inevitably come the desire to maximize the collateral vaue of 1PRs for secured lending
purposes. This Report focuses on the practica and legal obstacles that may need to be addressed to
facilitate access to secured credit based on IPRs. It was commissioned by the Law Commission of
Canadain connection with its partnership in the Commercia Law Strategy of the Uniform Law

Conference of Canada.

Increasing access to credit for enterprises with significant intellectua property assets can be seen asone
element of amore comprehensive strategy for enhancing the competitiveness of Canadd s information
based enterprises.® The costs to the economy of impediments to the use of IPRs as collaterd were

succinctly described by one economist as follows:

Firgt, loans secured with intellectua property are more costly to negotiate and administer if they
can be arranged at dl. Second, dternative but less suitable and less efficient financid
arrangements may be used in place of loan contracts. That is, proposed projects will ill
proceed but dternative and less gppropriate financia arrangements may be used. For example,
there may be more reliance on sdf-financing or love money than would otherwise be the case.
Third, elther because dternate financing is too costly or because dternate forms of financing
cannot be obtained, some otherwise viable projects smply will not be undertaken.

The resulting losses to the economy are of two kinds. On the projects which proceed using
dternate forms of finance, the cost to the economy is the excess cost of the aternative contract.
On the projects which do not proceed, the economy loses any excess of the return on the
projects not undertaken over the returns on the projects undertaken instead.*

Although information-centered enterprises would benefit particularly from improved accessto IPR-

30ther measures, such asimproving the ability of firmsto retain skilled employees, might also be an equally
or more important part of the overall plan in thisregard. We will not discuss such measures further, except to point
out that increasing access to secured credit would complement rather than replace the other parts of an overall

strategy.

“McFetridge at 2



based lending, the advantages would be felt by al sectors of the economy. Thisis because there are
very few firms today whose overal asset base does not depend on some form of intellectud property.
For ingance, even if firms do not rely on intellectua property directly to produce revenue, they are
likely to be dependent on computer software programs to enhance the efficiency with which they
ddiver their tangible goods or traditiond services to the market place. The aggregate collaterd vaueto
abank or other secured lender that holds security in dl the assets of abusiness except its licensed
software is subgtantidly less than it would be with the software.

In its search for possible reform srategies, this Report builds directly on a series of research papers
solicited by the Law Commission and presented a a Conference/Roundtable on Leveraging
Knowledge Assetsin November 2001.° Those papers highlighted two principa perceived
impediments to the ability of a debtor to use its IPRs as security to obtain accessto credit at lower cost.
Thefird is“the culture of traditiond lenders and vauation problems.” The second is uncertainties and
gaps in the federa and provincid laws governing intellectua property and secured transactions, dong
with the need for those laws to respond to the unique characteristics and demands posed by IPRs
relative to other forms of property.

Part 2 of this Report looks at the extent to which the first of these percelved impediments — traditiona
lending culture and vauation difficulties — impedes the optima utilization of intellectud property
collaterdl. We conclude that there is no evidence to support the perception that financiers are
particularly hodtile to intellectud property collaterd independently of the valuation chalenge. Asto the
vauaion issue, thereis no question that intellectud property carries inherent difficulties. However,
these difficulties vary greetly according to context. Intellectud property rights that have proved their
economic value by the reputation of the developer or a sufficient track record can be as “sound as
houses’ in terms of their religbility as collaterd for the duration of their atutory life span. On the other

5The Conference/Roundtable on Leveraging K nowledge Assets was held at the University of Western
Ontario in London, Ontario and was organized with the Richard Ivey School of Business and the Faculty of Law of
the University of Western Ontario.
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hand, for start up companies for whom access to competitive is most important, valuation can be aredl
obstacle particularly &t the crucia development stage. To alarge extent these difficulties cannot be
resolved by forma governmentd or legd intervention. The reasons lie in the inherent nature of IPRs to
which improvements in the expertise and experience of vauation specidistsis the mogt effective
practical response. Thisis not to say that there are not certain features of intellectua property law that
do not bear re-thinking in terms of whether their percelved benefit is worth the uncertainties created at

the valuation level, and we give severa examples of possible reforms of this kind.

In any event, the valuation challenge is not areason to do nothing about the second percelved obstacle
to optimizing the value of intellectud property collaterd. The legd risk inherent in the current lega
framework governing 1PR-based secured lending is a problem about which this Report concludes
something can and should be done. Indirectly it will serve to accelerate enhanced vauation practices.

The next Part of this report discusses the valuation chalengesin more detall. Part 3 describesthe
deficiencies in the current framework of law and practice. Part 4 provides abroad overview of the
dternative reform strategies and Parts 5 and 6 go on to discuss in detail the implementation, advantages
and disadvantages of the two main dternatives. Part 7 discusses a number of issues rdated to licences
of IPRswhich are rlevant to any reform strategy. Part 8 briefly touches on some enforcement

concerns and Part 9 concludes.

12 Federal versus Provincial Intellectual Property Rights

Before examining the practica and legd difficulties associated with intellectud property as collaterd, we
need to be clear about what we mean by the term. For the purposes of this Report, the principal
relevant classification is between intelectud property rights that fall within federd legidative jurisdiction
(“federd IPRs’) and those that fall within provincid authority (“provincid 1PRS’).



Federal IPRs consist of patents,? copyrights,® trade-marks,* industrial designs,® integrated circuit
topographies, ® and plant breeders’ rights,” each governed by its own separate federd Act. Itis
important to note that al of the federa 1P Acts establish ownership regidtries. In the case of patents,
industrid designs, plant breeders' rights and integrated circuit topographies and registered trade-marks,
registration is a prerequisite to protection.® Unregistered copyright is accorded the same protection as
registered copyrights — registration is relevant to proof of ownership and to assgnments — and
unregistered copyrights are pervasive and important.’ Aswill become agpparent, in so far as the issue of
the approach to the law governing security interests is concerned, the key functiona difference between

various types of IPRs s the existence or absence of afederd ownership registry.

Provincid 1PRs cannot be so easily defined. They are generdly not created or regulated by any
specific provincid Act or code, but arise instead under provincid law of genera application. Examples
include trade secrets and confidentid information, persondity rights, domain name rights, and

2Patent law is expressly within federal jurisdiction by virtue of section 91(22) of the Constitution Act, 1867,
“Patents of Invention and Discovery.” Canadian patent law is contained in the federal Patent Act, R.S.C 1985, c.P-4.

SCopyright law is expressly within federal jurisdiction by virtue of section 91(23) of the Constitution Act,
1867, “Copyrights’. Canadian copyright law is contained in the federal Copyright Act, R.S.C. 1985, c. C-42.

“Federal trade mark jurisdiction is based on Parliament’ s trade and commerce power. Canadian trademark
law is contained in the federal Trade-marks Act, R.S.C. 1985, c. T-13.

SProtection for industrial designs is provided by the federal Industrial Designs Act. R.S.C. 1985, c.I-9.

SProtection for integrated circuit topographies is provided by the federal Integrated Circuit Topography
Act, S.C. 1990, c.37.

"The federal Plant Breeders Rights Act, S.C. 1990, ¢.20, provides protection to new varieties of prescribed
categories of plants.

8See the Patent Act ss.10, 50; Trade-marks Act s.16; Industrial Desi gn Act s.10; Plant Breeders' Rights Act
s.27; Integrated Circuit Topography Act s.3.

%In addition, s. 7(b) of the Trade-marks Act is essentially a codification of the common law of passing off.

Though its constitutionality was long in doubt, it has been held by the Federal Court of Appeal to be constitutional:
see Asbjorn Horgard A/Sv. Gibbs/Nortac Industries Ltd. (1987) 14 C.P.R. (3d) 314 (F.C.A)).
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unregistered trade-marks used within a province.’® Defining the exact boundaries of provincid IPRsis
to some extent subjective. Fortunately, it is not necessary to come up with a precise inventory for the
purposes of this Report. For reasons that will emerge, the principa vauation and lega chalenges
posed by IPR collaterd arisein relation to federa 1PRs.

Of the six categories of federa 1PRS, this Report focuses primarily on patents, copyrights and trade-
marks, as the most practicaly sgnificant (dthough the principles discussed are reedily trandatable to
industrial designs, integrated circuit topographies and plant breeders’ rights):

Patents. All patents are creatures of the federal Patent Act in the sense that, regardless of the
merits of any particular invention, no patent protection exists until the patent has been issued.
For this to occur, the patent gpplication must first be scrutinized by the Patent Office. Only if it
is found to be nove, useful and not obvious will a patent be issued.™

Copyrights Unlike patents, no forma application processiis required to bring a copyright into
exisence. Copyright subsistsin “every origind literary, dramatic, musica and artistic work™*2
(with “literary work” including computer programs)™® as soon asiit is expressed in materid

form. Unregistered copyrights are pervasive and important.

1The protection afforded trade-marks by provincial law is substantively very similar to the protection
provided by the federal Trade-marks Act. Nonetheless, federal and provincial trade-marks constitute conceptually
distinct items of collateral. Though it now appears that an action cannot be brought under provincial law so long as
the mark in question is registered under the federal Act (see Molson Breweries v Oland Breweries Ltd. 2002 Ont. C.
A. LEXIS 234) amark may be protected by provincia law even though it is not registered under the Trade-marks Act.

Hsee Patent Act s5.28.2, 28.3 and s.2 definition of “invention. Thereis an appeal process, ultimately to the
Federal Court, for an applicant who is dissatisfied with argjection: ibid s.41.

12Copyright Act s.5.

B1hid s.2 definition of “literary work.” The Copyright Act also protects so-called “neighboring rights’ such
as aperformer’sright in their performance. The assignment and registration provisions of the Copyright Act apply

equally to these neighboring rights (see s.54 and s.2 definition of “copyright”) and so for the purposes of this
Report these neighboring rights can be assimilated to copyright per se
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Trade-marks. Patents and copyright both give rightsin information goods. In contrast, trade-
marks protect an association between the particular goods or services and the provider of those

wares by dlowing the provider to exclusvely identify their wares with a digtinctive mark

1.3 IPR-Reated Intangible Assets

The economic vaue to an owner of patents, copyrights and trademarks conggtsin the right to limit and
control the use by others of the IPR without compensation. Control istypicaly exercised through the
contractua licensing arrangements, under which the owner/licensor authorizes alicensee to use the IPR
in exchange for either an up-front payment or payments over time. The licensor/licensee dement
produces its own set of potential assets that can potentidly be used as collatera by the licensor or the
licensee as debtor.  Although this Report focuses on federd IPRS, it aso coversthe use as collateral of
these associated rights.

For the licensor, there are the contractua benefits it derives fromits licencing arrangements, most
notably the stream of royalty payments owed by licensees, which may be assgned as collaterd
separately or in combination with the licensor’ s aggregate of rights againgt the licensee or both in
combination with the IPR right itself. For the licensee, the rlevant collateral consigts in the value
derived from its right to use the intellectua property in accordance with the terms of the licensing
contract.

It is possible to Structure licensing arangements in amore complex fashion. The owner/licensor might
grant afirg-level licensee the right not smply to use the IPR but to sub-licenceiit to end-users. In such
an arangement, the first-level licensee' s potentia collatera would include not just the value of itsrights
under the licence, but dso the potentid to separately collaterdize the stream of revenues derived from
its sub-licensing arrangements with end-users. For the sake of smplicity of discussion, we will assume

asmple licensor/owner and licensee/end-user structure since the basic issues remain the same even in



the context of a sries of licences.

The debtor/owner’ s right of suit for damages for IP infringement condtitutes a potentialy important
source of collaterd initself. Asan associated intangible, in our view it is best regulated like roydty
payments and licences under generd secured transactions law. However, the PPSAs a present
exclude collaterd in the form of aright to suein tort from their scope (though arguably not the fruits of
such a auit) and this may exclude at least partidly 1P infringement causes of action.  We endorse prior
recommendations (see Cuming & Wash) to diminate this excluson, a reform that would permit
creditors who take security in thisform of collateral as part of agenera collaterd package of intangibles
to rely on the general PPSA legd framework. .

2 Valuation Challenges

21 Introduction

Culturd inertiais sometimes suggested as areason for the reluctance of traditiond financid inditutions
to engage in IPR-based financing. However, the research previoudy solicited by the Commission
provides no reason to believe that access to |PR-based collaterd is negatively influenced by an
irrational lack of appreciation of the value of IPRs on the part of financia indtitutions. Indeed, the
contrary is suggested by the emergence, despite legd hurdles, of specidized IPR-based lending
techniques by lendersin some industries, film financing in particular.* 1t follows that efforts to improve

access to credit by sengtization of lenders to the opportunities available are not likely to bear fruit.

145ee the discussion in Townend of film financing in the U.K.. For adiscussion of film financing in the U.S
see the prepared statement of Fritz Attaway, Senior Vice President for Congressional Affairs and General Counsel,
Motion Picture Association of America (MPAA), submitted as part of the Intellectual Property Security Registration:
Hearings Before the House Subcomm. on Courts and Intellectual Property of the House Comm. on the Judiciary,
106th Cong., 1% Sess. (June 24, 1999) available at
http://commdocs.house.gov/committees/judiciary/hju62500.000/hju62500_Of.htm, p.62. See also the description by
Mann of the role of secured debt in software development and software acquisition financing.
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But while financid inditutions may be generaly sengtive to the collaterd opportunities presented by
IPRs, the Commission’s previoudy commissioned research identifies anumber of inherent valuation
chalenges that may explain why lenders are often perceived to be more cautious when it comes to IPR-
based financing relative to secured financing againgt the vaue of more traditiona categories of property.
This chapter lists and explains these inherent valuation chalenges. We describe them as “inherent”
because they arise from substantive and procedura principles of intellectud property law, which, with a
few minor exceptions, we conclude cannot be changed without compromising the public policies and

gods of intellectua property law to any unacceptable degree.

2.2  Limited legal life

The legd protection afforded intellectua property rights is based on the theory that economic reward
provides an incentive to would-be inventors and artists. But this must be baanced againgt the public
interest in free access to the accumulated intellectua capital of human knowledge so as to promote
further cycles of innovation. The baance between these two policiesis achieved by limiting the duration
of the lega exigtence of patents and copyrights, at the conclusion of which the knowledge falsinto the
public domain and can be exploited by anybody without legd interference.

In the case of patents, once the patent isissued, the patentee’ s monopoly over the subject matter of the
patent™ is limited to aterm of twenty years from the date on which the application was filed,® subject
to the payment of maintenance fees'” For copyrights, the term of protection islonger: the life of the

author plusfifty years'® However, where the first owner of the copyright is the author, ownership

®patent Act 5.42 “Every patent granted under this Act shall . . .grant to the patentee. . .the exclusive right,
privilege and liberty of making, constructing and using the invention and selling it to othersto be used. . .”

1hid ss. 43, 44. Thisterm appliesto patents applied for after 1 October 1989.
YIbid s.46.

BCopyright Act s.6.



reverts to the heirs of the author 25 years after the death of the author notwithstanding a previous

assgnment to a second owner.*°

Trade-marks are not subject to any a priori legd life span. Regidration under the federa Trade-marks
Act protects the mark for aninitia period of 15 years and may be renewed indefinitely. However, the
trade-mark islogt if abandoned by the owner or, as explained later, if it loses its digtinctiveness.
Because the legd life of trade-marks thus depends on vigilant and continuous monitoring by the owner,
it too has a potentidly limited legd life that must be accommodated by lenders at the initid vauation
stage.

2.3 Limited economic life

IPRs have alimited economic life that can be much shorter than their legd life “IP by itsvery natureis
concerned with innovation, and because it isamonopoly granted to encourage further innovation, there
isafundamenta problem in the vauation of P that 1P can be made worthless through becoming
obsolete in the market place.” The tendency to obsolescence is particularly accelerated for some
formsof IPRs. For instance, computer software that “implements cutting edge technology can become
fataly inferior to newly developed productsin just a short time.”%

Because the redizable value of the IPR may have become negligible by the time the debtor defaults and
the creditor seeks to enforce its security, lenders must have the expertise to anticipate the extent to
which this risk aflicts the particular borrower’ s IPRs and discount the value of the collatera

accordingly. Even when exigting circumstances suggest every reason for confidencein alucretive

Blbid s.14.
DTownend at 17. Seealso Lipton, at 18 “ Additionally, certain information products, such as a particular
generation of computer software, whether or not protected by patent, may have acommercial value that lasts for a

maximum of two or three years;,” and Smith, at 19 “The average life of a patent is about 5 years.”

2Mann at 139.
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return, the duration of the practicd life of an IPR is till unpredictable to some degree sinceit is
dependent in part on future factors beyond the control of the debtor (e.g. superior research efforts by
competitors or unanticipated product deficiencies). Thisisaso true of trade-marks, which may depend
on future fashion trends and marketing for their vaue.

24  ldiosyncratic value

Some IPRs, such as many of the patentsin the portfolio of a R& D intensive company, have no ready
market. Thisis not to say that thereis no market a al (athough there may not be), but each IPR isto
some extent unique and so valuing the asset is more difficult than in the case of more fungible goods,
such as whest or televisons, which are routingly traded on an established market. Thisincreasesthe
cost of vauing the collateral and so increases the cost of using it as security, particularly if the IPR isto
be the primary security.?

The idiosyncratic value problem particularly acute if the enterprise is anew one without a proven track
record that isin need of financing to fund it through the early development stage. For these would-be
borrowers, accessto financing is essentiadly limited to those financid inditutions with sufficient

accumul ated experience to assess the credibility of the enterprise’ s business plan for the particular

category of |P under development.?®

25 High UseValueVersusLow Liquidated Value

The vdue of IPRsis often much higher in the hands of the debtor compared to its vaue in the hands of

2«Thereis simply not an active market for intellectual property assets, and most often when they happen to
be exchanged, the details are not publicly available. . . .The requirement for comparability is a substantial barrier to
the use of the market approach for intellectual property. This property, by its nature, tends to be unique and sales of
similar properties are very difficult to find.” Smith at 8

BSee e.g. Mann at 155.
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anew user. For ingance, patents and copyrights may be only aspects of an overadl product that relies
for part of its value on the know-how embodied in the debtor/owner or in a“hybrid, patent-trade secret
combinaion’® Because the value of the IPR is thus dependent on unique characteristics of the
particular debtor/owner, it may have little market vaue in the traditional secured lending sense under
which alender depends on the liquidated value of the collatera as protection againgt the risk of non
payment by the delotor.?® Should the debtor default, the only potential interested purchasers on a
liquidation sdle may be the debtors competitors, who will likely aready have their own [P in place, and
will be willing to purchase the IPR only for the value comprised in keeping it out of the hands of a
reborn competitor as opposed to its vaue in the hands of the debtor.?

A smilar difficulty limitsthe collaterd value of an item of intellectua property purchased by a debtor
from the owner. In many cases, the use value of the IP in the debtor’ s business depends on the
ongoing technical advice and maintenance support of the owner/devel oper, an obvious example being
the continuing support including the provison of upgrades needed to maintain the value of software.
Unless the secured creditor can force the owner/devel oper to provide those ancillary servicesto anew

user, theliquidated vaue of the IP is subgtantiadly diminished.

To the extent the value of 1PRs thus depends on the ongoing expert service of the owner, the collatera
vaue to the owner/debtor of the income stream owed to it by end-usersis aso diminished. Oncethe
defaulting debtor is no longer in business so that ongoing maintenance is no longer assured, end-users

may clam that breach of the maintenance obligation relieves them of ther obligation to make continuing

24gmith at 25; see also McFetridge at 4.

2|_enders should also be aware that the nature of intellectual property differs from most forms of tangible
property, in that many forms of intellectual property will flourish only in the hands of their developers.” Lipton at 22.

%The sales team has to create a“legend” as to why this division’s prospects were hampered by the
corporate grip, so that some new owner might unleash its potential.. . .The only basis for selling the patentsisto
attest to the buyers about the incompetence of the prior managers (presumably the patents are still valid, and the
market prospects remain good).” Rutenberg at 5.
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payments.2’

2.6  Uncertain Validity or Enforceability

The owner’s ability to exploit the economic value of its |PRs depends on its ability to control the use
and sale of theright by others. Yet thelegd vdidity and enforcesgbility of IPRs.is not aways
predictable for reasons that vary as between patent, copyright, and trade-marks.

Patents

Even after apatent has been issued, its vaidity may be chalenged in court at any time during itslife for
any of the substantive reasons that would have judtified the Patent Office in refusing to issue apatent in
the firgt instance: i.e, lack of novety or utility or obviousness. Because invdidity isanot uncommonly
successful defence to aclaim for patent infringement, the collaterd vaue of a debtor’ s patents,
paticularly at the early stages, must be discounted to account for this risk.2

Trade-marks

Invalidity may aso be raised as a defence to atrade-mark infringement action. Because the function of
atrade-mark isto provide the consumer with information about the origin of the wares associated with
that trade-mark, the mark must be “distinctive’ of the source of the wares: thet is, there must be a
unique association between the wares and asingle source. If the wares lose digtinctiveness —for

example if acompeting source provides the same wares under the same mark without interference from

2'See Mann at 141.

BM cFetridge at 4.
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the holder of the mark®® —the mark will becomeinvaid*® Thuseven if initidly vaid, trade-marks may
become invalid if not properly maintained and policed by the owner. The secured lender mugt take this
risk into account at the valuation stage.

The requirement for distinctiveness also means that secured lenders cannot rely on trademarks as
independent collateral. At onetime, trade-marks could not be assigned “in gross’ which isto say they
could not be assigned independently of the business asawhole. Thiswas thought to be unduly
redtrictive of commercia practice and the Act now provides that a trade-mark “istransferable . . .ether
in connection with or separately from the goodwill of the business. . .”*! However, the courts, ill
concerned with the ultimate god of protecting the consumer, have held that though the Act provides
that the mark may be assigned in gross, it does not ensure that the mark will remain vaid after such an
assgnment. Thusif the mark is associated with one source, and the bare mark is assigned to another
company which beginsto use it on the same wares, the mark is now associated with two sources—the
old and the new — and may therefore lose its distinctiveness and becomeinvalid.®? For thisreason, it is
risky to take a security interest in a bare trade-mark, since redization by sdlling the mark to athird
party, unaccompanied by the goodwill in the business as awhole, may well leed to invdidity of the
mark. Thisdoes not occur if the mark istransferred as part of the assgnment of the assats generdly, so
a security interest in important trade-marks may till be a valuable adjunct to a generd security interest
in the aggregate assets of the debtor enterprise.

PAs occurred for example in respect of the mark WATS for telephone services: see Unitel Communications
Inc. v. Bell Canada (1995) 61 C.P.R. (3d) 12 (F.C.T.D.).

Trade-marks Act s.18(1)(b).
S1Trade-marks Act s.48(1).

32See Heintzman v. 751056 Ontario Ltd. (1990) 34 C.P.R. (3d) 1(F.C.T.D.) for an example where this
occurred.
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Copyrights

Regidration of copyrightsis not a pre-condition to their vaidity. The copyright comes into existence as
soon asit isexpressed in materid form. Invdidity per seisnot that common a defence in a copyright
infringement action.** Theissue is more one of uncertain enforceablity. Either it is clamed that the
defendant did not copy the plaintiff’s work (copying may be more difficult to establish than one might
imagine, given that copyright protection may subsist in somewhat abstract aspects of awork, such asa
plot line); or that what was copied or alegedly copied was unprotectable, as copyright protects only
the expression of the work, as opposed to the idea behind it.3* The protected “expression” extends
beyond the literd text of awork; for examplefictiond characters, if sufficiently well ddineated, and
detailed plot lines may be protected. But a athe higher levels of abstraction the idea or theme of a
work is not protected. The vauation difficulty arises becauseit is not dways possible to predict in
advance of a court ruling the precise dividing line between protected expression and the unprotected
underlying idea or theme

Mord rights present a potentid additional complication to the vauation of copyrights. The Copyright
Act separately protects an author’s “mord rights,” including the right to the integrity of the work and the
right to be associated with the work.® Although mora rights may be waived, they cannot be assigned.
It follows that without proof of a comprehensve waiver, the vaue of the copyright in the hands of a

non-author owner/debtor is reduced by the potentia for continued authorid  interference and control.

%Though lack of originality or expiration of the term of protection are possible attacks on the validity of the
copyright.

%Cuisenaire v. South West Imports Ltd. (1968) 57 C.P.R. 76 (S.C.C.).

SCopyright Act 5.14.1.
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2.7  Impact on Valuation of | PR-Associated Collateral

It may be thought that valuation is not as serious a problem where the lender is primarily relying on the
royalty payments derived from IPRs. After dl, here the collaterd isamonetary receivable. However,
the valuation uncertainties surrounding I PR rights have an impact on a secured creditor’ s determination
of whether the likely future royalties derived from the IPRswill be sufficient to fully amortize the secured
obligation (or the value of the securities to be issued where an assgnment of roydtiesis madein the
context of a securitization of royaty payments collaterdized by IPRs). Unlike loans collaterdized by
redl or persond property where the obligor normaly pays a pre-determined monthly sum, intellectua
property roydties are frequently paid based upon sales, and sdes can vary widdy and unexpectedly,
especidly if aband becomes unpopular or a patent is declared invalid or is superceded by a better
product. In the case of patents, the obligation to make royaty payments may end if the patent is later
found to be invaid.

2.8  Possible Responses

2.8.1 Introduction

The extent to which the inherent vauation challenges identified above diminish the attractiveness of 1P
collateral for secured lenders can vary congderably from one transaction to the next. Some IPRs, for
example, apatent on a*blockbuster’ pharmaceutical, or the copyright on a popular film, poselittlein
the way of vauation difficulties by reason of their proven track record. The example of David Bowi€'s
aggregate copyrightsin his music mentioned by Knopf ¢ shows that financiers may aso be willing to
rely on the value of a debtor’s portfolio of patent or copyright rights aggregated as awhole provided
that the economic vaue of at least some of the items within the portfolio have a sufficient higtorica track
record even if the vauation of other itemsis unpredictable. In gtill other cases, lenders may be willing to

%K nopf at 4.
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rely on IP collaterd by reason smply of the creator’ s established reputation in relation to past IP

products of the same genre.

These examples aside, it is clear that in many instances, the unique characteristics of IPRs impose
inherent vauation congtraints on | PR-based secured lending relative to more traditiona types of
collatera. What, if anything, can be done to reduce the impediments to the reliability of 1P collaterd
that these valuation chalenge inevitably pose for secured lenders?

The prior research solicited by the Law Commission indicates that the vauation challenge presented by
what was identified above as the “idiosyncratic” nature of intellectua property will be lessened as
lenders acquire greater familiarity with the IP world and specidized expertise Thisisa processwhich
will unfold naturaly, without the need in our view for forma governmentd intervention as IPRs acquire
amore pervasive share of business debtor assets®” And empirical research indicates that generd
ingtitutional lenders are increasingly prepared to extend 1PR-based secured financing even a the
product development stage if venture capita financing isaso in place so as to enable the bank to
informally rely on the latter’ s expert and specidized judgment.®® As IPRs become more commonly
used as collaterd, valuation techniques will improve thus alowing more widespread use of IPRs as

security. In other words, a‘virtuous circle€ may be created.

7The development of asuccessful |P security market depends on a growing market confidence. This
comes first from established companies leading lenders into a more favourable attitude towards the risks of lending
against |P. From this gradual change of gradual attitude opportunities develop for smaller, younger companies asthe
market gainsin confidence and extends the boundaries of the risks that it has experience of and will consider. Thisis
based upon a prediction that the reform of the law will not simply open a new stall in the market place at which all the
current lenders, including the traditional high street lenders, will lend to al IP-rich companies from the oldest to the
youngest. Rather, the market will develop over time as non-specialist accountants, lawyers, patent agents, and
bankers slowly become comfortable will the new security possibilities from IP.” Townend at 20.

%83ee generally Mann.
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2.8.2 SubsantivelP Law Reform

However, a number of the inherent valuation chalenges identified above are not attributable to alack of
vauation expertise asregards IPRs. Rather they stem from substantive or procedurd features of the
current Canadian legd framework governing IPRs and related rights. While amendment of these
features could reduce uncertainties at the collatera vauation leve, this must be balanced againg the
possibility of undermining important principles of intellectud property law.

For instance, making registration of copyrights a pre-condition to their vaidity would enable secured
creditors to more eadly determine the existence and extent of a debtor’s prima facie copyrights.
However, such arequirement would run afoul of Canada sinternationa obligations under the Berne
Convention which prohibits the impostion of formdities as a pre-requisite to the right to copyright
protection. Asanother example, we noted earlier that lobbying by businesses to facilitate commercid
transactions involving trademarks eventudly led to legidative amendments to permit assgnments“in
gross’. However, the practical impact of this reform has been largely negated by judicid decisons
holding that a trade-mark assigned independently of the business with whoseit isassociated is likely to
be found invalid. Thiseffect of this jurigorudence undoubtedly reduces the commercia and collatera
vaue of trade-marks. However, it isfully compatible with the fundamenta policy of trade-marks,
which isto provide reliable information to consumers as to the source of the wares associated with the

trademark.

It has been suggested that valuation risk posed by potentia invalidity could be reduced for patents and
amilar IPRs by limiting the time within which chalenges can be made to vdidity. For instance,
Townend suggests that a“ successful security market for 1P requires detailed scrutiny prior to
regigration or creation of the right and, leading from this, alimited time within which challenges can be
made to the validity of 1P, for example within the first year after the product is made available to the

-18-



public.”*®  But this scheme would amost cartainly immunize many invaid patents from chalenge. It is
extremdy unlikdly that the negative economic effects of thus protecting unjustified monopolies will be
offset by the benefits obtained at the level of enhancing overal access to IPR-based secured credit. A
lessradica way of addressing the invaidity problem would be to devote more resourcesto initial
examination of a patent application by the Patent Office in order to improve the quality of issued
patents. However, it is by no means clear that such a step would be cogt-€effective, snce the more
stringent examination process would gpply even to those patents which are never used as collateral or

never challenged.

Thisis not to say that there are no changes to IP law and ingtitutions that might help to reduce vauation
uncertainty without adverse substantive effects on the integrity of intellectua property legd policy. For
ingtance, it was earlier noted earlier that where the first owner of the copyright is the author, ownership
reverts to the heirs of the author 25 years after the deeth of the author notwithstanding any previous
assgnment.®® The policy rationde for thisruleis not clear even though the risks it posesto the
predictability of duration of the legd life of an assgnee/debtor’ s copyright protection has some negative
impact on the vaue of the copyright as collaterd.

Mord rights are another ingtance where legd reform might reduce vauation risk without damage to
fundamenta intellectua property policy. The non-assignability of mord rights may adversdly affect the
collateral value of the IP in the hands of an assignee/debtor becauise the author’ s retention of control
reduces the liquidated value of the IPR should the debtor default. The vauation risk this posesis
unpredictable since the circumstances in which the rights can be exercised are difficult to determinein

advance. These difficulties can be dleviated by securing awaiver of mora rights from the author and it

Townend at 22.

40See Spring-Zimmerman et a at 6 indicating that thisis a concern for secured lenders. Presumably the
effect is modest.
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is common practice to require awaiver on taking an origina assignment from the author.* Inthis
respect, the Copyright Act provides that where “awaiver of any mora right is made in favour of an
owner or alicensee of copyright, it may be invoked by any person authorized by the owner or licensee
to use the work, unlessthere is an indication to the contrary in the waiver.”*? It is undear from this
wording whether a subsequent assignee or a secured party, or a purchaser of the copyright from a
secured party on default, would be considered a person “authorized by the owner” to use the work so
as to be entitled to invoke the benefit of such awaiver. The Act might usefully be amended to provide
that in the absence of a contrary indication, the benefits of an authorid waiver extend to subsequent
assignees and to the secured creditors of the origina assignee and any subsequent assignee. In
addition, in the case of registered copyrights, the author should be required to indicate on the record an
intention to retain mord rights as a condition of their exercise againgt subsequent assignees and secured

creditors.

2.8.3 Reform of Framework for | P-Based Secured Transactions

We have noted that vauation of IPRsislikely to improve as use of IPRs as collateral becomes more
common and conversaly it will become more common as vauation improves. Thusit has been
suggested that reform of the law governing | P secured financing will encourage further investment by
lendersin the acquisition of vauation practice. Or, to put the point in the opposite fashion, the extent to
which lega risk raises the cost of lending based on IPRs indirectly impede the development of vauation

techniques. As Townend remarks.

.. if the law was amended . . .to reduce the complexities for creating security, then the market
could alow for more widespread securitisation. Conversely, as the opportunitiesto use IP as
security became more widely accepted by a broader group of lenders over a broader spread of
I P, then there would be afurther need for areduction in complexity in the law and greeter

“IMercier at 65.

“2Copyright Act 5.14.1(4).

-20-



transparency in the rules. Thiswould alow strangers to trust not in each other as the primary
source of risk management, but in the vehicles of security and the rdiagbility of the law. This
must be the centrad am in the reform of security legidation, to develop alegd environment that
makes the taking of security over IP as common place as the taking of security over housesin
the residentia property market.®

With this said, it should be recognized that legd system reform is unlikely to open the floodgetes to
widespread lending on the basis of 1PRs because of vauation problems which are to some extent are
inherent in the nature of IPRs. But as IPRs become a more significant proportion of debtor assets
vauation will improve and IPRswill become increasingly important as collaterd. It also appears that
reform of the legal system may be an indirect step towards improved vauation as well as being directly
beneficid in reducing legd cods.

2.9  Summary and Recommendations

Forma governmentd action directed at improving the valuation expertise of financiers of IP collaterd is
not required.

The inherent legal nature and characterigtics of intellectua property pose vauation risks for secured
creditors of a different nature and extent that arise in relation to other types of property. With the
exception of the points noted in the recommendations listed below, this vauation risk cannot be
reduced by changing the legd incidents and attributes of intellectud property without compromising
fundamentd policies of intelectud property law to an unacceptable extent.

The policy judtification for the rule whereby, if the first owner of the copyright is the author, ownership
reverts to the author’ s heirs 25 years after the author’ s death notwithstanding any previous assgnment,

“Townend at 44.
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should be revisted to determine whether it is justified despite its negative impact on the predictability of
the future vaue of copyright collaterd.

The non-assgnability of authorial mord rights reduces the vaue of copyrights and renders vauation
more unpredictable. Although mora rights may be waived, the scope of the beneficiaries entitled to
take advantage of awaiver is unclear under the current Copyright Act. The rdlevant provisions should
be amended to confirm that subsequent assignees and secured creditors are entitled to invoke the
benefit of awaiver executed in favour of aprior assgnee in the absence of a contrary intention.
Congderation might aso be given to amending the Act to provide, that in the case of registered
copyrights, regigtration of the author’ sintention to retain moral rights is a pre-condition to the
effectiveness of those rights againgt subsequent assignees and secured creditors.

3 Uncertaintiesin Existing Law and Practice Related to Security in IPRs

31 The Problem

Thelaw rdating to security interests federd IPRsisradicaly uncertain. Though al the federd IP Acts
establish ownership regigtries of one form or another, they were not intended to facilitate the use of the
IPRs as collateral. None of the six existing federal intellectua property statutes expresdy addresses the
secured financing aspects of intellectua property law. Their application to security interests arises
purely by implication from the federd provisonsthat provide for the assgnment or transfer of the
relevant kind of intellectud property right, and for the establishment of federd intellectua property
registries to record ownership of the right and its transfer.** The impact of the federd assgnment and

“Copyright Act, ss. 27(1), 57; Patent Act, ss. 50(1), 51; Trade-marks Act s. 48(1); Industrial Design Act, s.
13(1); Plant Breeders' Rights Act, s. 31(1); Integrated Circuit Topography Act, s. 7(1), s.21.
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registry provisons on security has been extensvely andyzed, but these analyses do not dlow any firm
conclusions to be drawn.** On the contrary, thereis agenerd, indeed universa, consensus that there is
fundamenta uncertainty with respect to essentidly dl of the basic questions regarding the effect of the
federa provisions on security and the relationship between the federa and provincid systems.

The firgt step any creditor relying on IP collateral must take is to identify the existence, nature and
extent of the debtor’sIPRs. This may seem like a sraightforward matter in view of the existence of
federa regidtries for recording the assgnment and transfer of al Sx categories of federd IPRS. In fact,
the federd acts as currently drafted mean that the federa regidiry is not ardiable indicator of the
debtor’s clear title to the relevant IPR. In the first place, under three of the federd IP Acts (including
the Trade-marks Act ), registration is not a pre-requisite to the vaidity and effectiveness of atransfer
againg third parties taking from or under the transferor. It follows that a secured creditor cannot rely
on the results of aregistry search as a guarantee againgt the risk that the debtor, though apparently the
owner or assignee of record, has previoudy disposed of the rdlevant IPR. Aslong asthe prior
unregistered assgnment complies with the requirements for avalid transfer under the relevant federa
Statute, the title acquired by the intervening unregistered transferee would prevail.*® Exigting practice in
respect of “regidtration” of security interests compounds the confuson. The Registrar of Trade-marks
will make an annotation on the record indicating thet it has received a security agreement purporting to
affect the trade-mark in question, but this practice is not sanctioned by the legidation and its effect is
unclear. Whether it might congtitute congtructive notice and whether failure to register a security
agreement in this way might be considered a fraud on subsequent parties, isunclear.*” A fortiori, the
priorities between a provincidly registered security interest in aregistered trade-mark and one which is
registered federaly according to this practice of the trade-mark office is so obscure asto amost be

I addition to the papers prepared for the Leveraging K nowledge Assets Conference/Roundtable by
Wood, Spring-Zimmerman et a, Knopf, Adams & Takach, and Duggan see also Cuming & Wood; Wood, (2002);
Mercier & Haigh; and Gold.

“SWood at 4.

47Spring-Zimmerman at 20; Knopf at 50 ff.
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beyond speculation.

The other three federd IP Acts, including the Patent Act and the Copyright Act, provide somewhat
greater protection against the risks posed by unregistered prior assignments. Under these Acts, an
unregistered assgnment is void againg a subsequent assignee without notice who registersfirg.
Consequently, if the assgnment under which the debtor acquired title is registered, and assuming an
unbroken chain of title from the origina owner, a secured creditor can generaly rely on the registry
record as ardiable indicator of the debtor/assignee’ stitle. But registration does not absolutely
guarantee priority over aprior unregistered assgnee. The firg-registered assignee must be without
actua notice of any prior unregistered assignment.®® The actual notice qudification creates some
resdud uncertainty sinceits gpplication depends on the subjective state of knowledge of the

debtor/assignee.

Moreover, registration under these Acts does not necessarily guarantee that the registered assignee’s
title will prevail against a subsequent assignee from the same assignor. 1t has been hed judicidly that
registration has negative priority effect only.*° It prevents aprior unregistered assignee from prevailing
againg an innocent subsequent assignee who registers. But it does not create a positive firgt-to-register
rule of priority S0 asto preclude a subsequent assignee from relying on any exception to firg-in-time
priority created by otherwise applicable genera property law principles. It follows that a secured
creditor facesthe legdl risk that a debtor’ sfederdly registered title may be defeated by a subsequent
assgnment to a different assgnee by operation of other law.

48See Wood at 4 ff. The requirement that the subsequent assignee be without actual notice is expressin the
Copyright Act and the Plant Breeders Rights Act and has been read into the Patent Act by the decision of the
Appellate Division of the Alberta Supreme Court in Colpitts v. Sherwood [1927] 3 D.L.R. 7. The Colpitts decison is
consistent with the Supreme Court decision in United Trust Co. v. Dominion Stores Ltd. [1977] 2 S.C.R. 915 holding
that the doctrine of actual notice applies unless specifically ousted by legidation.

“49See the controversial Federal Court decision to this effect in the Poolman v. Eiffel Productions SA (1991)
35 C.P.R. (3d) 384 (F.C.T.D.) and the commentary in Spring-Zimmerman et a at 26ff and Wood at 30ff.
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Further, it is not clear whether “assgnment” includes transactions cregting a security interest. And if the
registration provisions do gpply to apply to transactions creeting a security interest, it islikely (but not
certain) that the form of the transaction isimportant, and that only to those security agreements which in
the form involve atransfer of title are registrable federaly.>® For many common forms of security
agreement it may be difficult to determine whether atrandfer of titleisinvolved and so whether the
agreement is registrable federally.® Priorities as between federally and provincialy registered security
interests are dso unclear. It is unclear whether the provincid security Acts would apply at dl, and there
may be some variation between provinces on this point.>? If the provincid Acts did apply, the outcome
of priority contests would probably depend on the form of the security agreement.>

Apart from this profound legd uncertainty, there are many uncertainties associated with current registry
practices. Patent, copyright and trade-marks databases are currently accessble on-line, but the on-line
source is not adequate for due diligence searching in respect of financing. None of the on-line
databases are guaranteed to disclose dl relevant information and such information as is disclosed may
be several weeks out of date.>* Security agreement information does not appear at al in the on-line
patent database.®® As Knopf notes “Such uncertainty does not exist and would not be considered
acceptable in other Canadian registration regimes, such as those for red estate or PPSA filings.”®

Wood at 4; Spring-Zimmerman at 18.
SWood ibid.

*\Wood ibid at 26 ff.

8lbid

%K nopf at 43 ff.

SSIbid.

%61 bid at 44.
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3.2 The Need for Reform

It islittle exaggeration to say that the law relating to security interestsin federa I1PRs could not be moire
uncertain. The question is, what, if anything, should be done about it.

The firgt question is whether reform isneeded at dl. Legd practitioners are clearly not satisfied with the
current uncertainty, but lenders are generdly advised to use a“belt and suspenders’ approach, in which
al interests are registered both federdly and provincidly. If the only additiona cost of the uncertainty is
this dud filing, it might be argued, then reform is not essentid, particularly Snce the provincid filing
would often be required in any event as part of a general security agreement. Prior research has tended
to focus on the sources of current lega uncertainty, accepting that the case for reform is self-evident.>’

Certainly no attempt has been made to quantify the impact of this uncertainty on the cost of lending.

With that said, we can at least identify the genera nature of the excess cogts of the current regime.

Regigering vaid security againg intdlectud property is plagued with uncertainty and unique
issues due to the interaction and potentia conflict between provincia and federd law. The result
at present is that borrowers who use their intellectud property as collatera can expect higher
than usua borrowing transaction costs and increased reporting requirements. Lenders can
likewise expect increased adminidirative burden in monitoring borrowers and somewhat less
certainty respecting the quaity of the security obtained from the borrower.*®

It may dso be that the savings achieved by reform will increase as | P-based secured lending becomes a
more significant source of financing for information based firms. As Knopf observes,

5"M cFetridge notes at 3 that “ The loss to the economy due to the use of less efficient forms of finance
would be difficult to measure in practice.”

%8 Robert Betteridge, “Pinning Jello To The Wall: Security Interests In Intellectual Property”
On Record, Burnet, Duckworth & Palmer LLP http://www.bdplaw.com/articles/spring01/spring01d.htm as quoted by
McFetridge at 2.
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It may be that the pressures for or againgt revison are somewhat or even very time-sensitive
and stuation-specific. Anecdotal evidence suggests that asset based lending was not extremely
important in the very bullish equity markets that fuelled the rise of the “dot com” businessesin
the late 1990s. This contrasts with the earlier 1990s which were driven by recesson and the
need to raise money based upon whatever assets were at hand, snce there wasllittle interest in
equity financing at that time. Perhaps not surprisingly, this was the period a which demand for
legidative reform in these areas last pesked.

Consequently, it would appear that demand for improvement of the legd framework in this area
will increase if the economy worsens and asset based financing makes a resurgence. Moreover,
the related questions arising in bankruptcy and insolvency will become more important if there
are hard times ahead, especidly in the high tech sector which is so dependent on licensing.>®

The current recession in technology indugtries is unlikely to be permanent, nor isthe “dot com” frenzy
likely to re-occur. This suggests that as the sector recovers the demand for secured debt will aso
increase. Though satisfaction of this demand may be retarded by legd uncertainty, some secured
lending based on IPRs will teke place. Asit does, the uncertainties that were historically unimportant
will eventualy be resolved through litigation. Thiswill be expensivein itsef. And as uncertainties are
resolved, some proportion of lenders will find that their assumptions have been wrong and there will be
additiond expense as the lending community adjusts to the results which will be at least partidly
unanticipated.

Although the benefits of areformed system for security in IPRs are difficult to quantify, we believe that
the current leve of inefficiency and uncertainty is unacceptable in what is destined to become amgor
area of secured lending. This view reflects a widespread consensus that reform is necessary.

%K nopf at 80.
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3.3 GeneicFederal Registry Reforms

Many of the reforms which are needed to implement an effective system for security in IPRs are
dependent on the approach taken to the divison of responsihilities between the federd and provincia
spheres. The next severa chapters of the report are concerned with these aspects of reform. But there
are some reforms to the federd registry system which are needed no matter what approach is adopted.

We will see below?® that the federd ownership registries are an integra part of the provincia gpproach
to security interestsin IPRs, ance chain of title searching through the federa ownership regidry is
necessary to establishing good security in I|PRs even under that approach. A fortiori modernized
federd regidtries are needed if afedera approach isto be adopted.

Though congderable progress has been made in making federa |PR database information available on-
line, these efforts have been aimed primarily at substantive searching for e.g. patent prior art, or smilar
trade-marks, and the systems remain inadequate for chain of title searching. Some basic technological
changes will be are needed to the federd IPR ownership regidriesif the provincia sysemisto be
effectively implemented. In particular, legdly reliable, up to date, on-line searching of the federa
ownership regidries, including full chain of title for dl IPRs (that is, grantor/grantee searching), is
important. Otherwiseit will not be possible to take afully protected security interest in a debtor’s
federa IPR without the cost and delay of a search at the CIPO offices in any case where the debtor is
not the origind owner of any of itsIPRs.

Legd changeisaso desirable. Aswe have seen, at present the form of the security agreement is
important with respect to regigration in the federal system. A reformed system would adopt the
substance over form gpproach which is used in the provincid sysems. This should not be
controversid. Further, debtor name rules should be specified to improve search reliability.

I nfra Part 5 “The Provincial Approach”
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We recommend reped of the existing qudification based on actud knowledge of a prior assgnment by
the firg registered assignee in favour of an unqualified firgt to regigter rule. This recommendationisin
line with contemporary legd policy for both land and movablesregidtries. Allowing priority based on
actua notice can prevent sharp dedling in some circumstances, but it can lead to increased litigation by
undermining the completeness of the registry.®

Findly, we recommend thet al licences which are in substance (partid) assgnments of the rightsin the

IPRs should be subject to the federd ownership registration regime. The usud view, which we adopt,

isthat it is exclusve licences which are functiondly equivaent to (partid) assgnments and so should be
subject to the ownership regidration regime.

3.4  Summary and Recommendations

In our view, legidative authority over dl aspects relating to ownership and the third party effects of the
assignment and transfer of federa I1PRs should be exercised exclusvely at the federd level. The
supplementary application of otherwise applicable provincid law principles creates uncertainty both
because of the lack of conscious coordination between the federal and provincid rules and because of

the difficulty of predicting which provincid (or other) laws may intersect with the federd rules.

However, if federd law isto provide certain, rdiable and predictable guidance, the substantive
provisons relating to the third party effects of registration in the federd 1P registries need to be
expanded to provide afully comprehensive regime. In our view, thiswould best be accomplished by

B1A discussion of the disadvantages of the doctrine which is still current isfound in the 1857 Report of the
Royal Commission on Registration of Titlein England, quoted by Laskin C.J. dissenting in the leading Canadian case
on theissue, United Trust Co. v. Dominion Stores Ltd. [1977] 2 S.C.R. 915.
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reforming the federd intellectua property statutes to provide:

(2) that federd regigtration of an assgnment or transfer of any federa IPR is an absolute pre-
requisite to itsthird party effectiveness even if the federd IPR is not itself registered as will often
be the case for copyrights;

(2) that successive assgnments or transfers of the same IPR by the same assignor are ranked

on adtrict first-to-register basis.

(3) that al exclusve licences should be subject to the federa ownership regigtration regime.

Reform of the federd substantive rules governing the regigtration and priority status of assgnments and
transfers of federd IPRswill produce little red benefit unlessthe federd IPR registries are Sgnificantly
reformed to permit chegp and efficient remote access. Because structura reform of thiskind is relevant
to additiond issues of substantive reform to be discussed imminently, we will defer making detailed
recommendations until later in the Report.
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4 Possible Reform Strategies

41 Overview

In this Report we take the continued existence of federa ownership registries for federd IPRsasa
basic constraint on reform Strategies.®? We dso takeiit that no federal ownership registry will be
created for provincia 1PRs (even assuming that this would be condtitutionaly permissible). The reform
possibilities therefore relate to the choice of law which will govern security interestsin IPRs, and in
particular federa IPRs® There are anumber of possible variants since it would be possible in principle
to assign different agpects of security law to different bodies of law: for example, vdidity might be
governed by provincid law while registration and prioritiesis governed by federd law. These choices
are addressed in more detail below. At this point we will provide a broad overview of the two main

approaches.

One option would involve the explicit exclusion of security interessin federd aswel as provincid 1PRs
from the scope of the assignment and registration provisons of the federa |P statutes and from federa
control generdly. In the absence of afederal secured transactions law relaing to IPRs, security aspects
of IPRswould be governed instead by the movables security regimein force in the jurisdiction where
the debotor is located, consistently with the current provincia choice of law policy.®* In accordance with

52This is generally not a controversial assumption. There has been some debate on this point in respect of
copyright, as many jurisdictions do not have copyright registries (see e.g. Patry at 394 ff) and problems with the
description of the asset mean that copyright registries cannot be made as complete and reliable as registries for other
types of federal IPRs. However, there is no active movement to abolish the copyright register in Canada, so we will
not consider the point further. 1f the copyright register were to be abolished, then copyright would be functionally
assimilated to other types of provincial |PRs for the purposes of this Report; the key feature for the approach to
secured lending is the existence of the federal ownership registry, not the fact that the interests are created by
federal law.

83We recommend that provincial |PRs should continue to be governed by provincial law, even if afederal
approach is adopted for federal IPRs: see the description of the federal approach infra Part 6.4.1.

%For Quebec, see CCQ, article 3105, paraland 2. For the common law provinces and the three territories,
see, eg., NB PPSA, section 7(2)(a), Ont PPSA, section 7(1)(8)(i). Incorporeal movable property is the terminology
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established usage we will cal thisa“provincd” gpproach, even though this is something of a misnomer.
Provincid or territoria movables security law would apply only in the case of Canadian debtors. For
foreign country debtors, their home law would govern, e.g. for U.S. debtors, thiswould be the version
of UCC Article 9 in force in the State where the debtor islocated. Though the law of the debtor’s
location would govern security interestsin federd |PRs, federd law would continue to regulate
registered ownership and the owner of record in the federad registry would have priority over any
security interest subsequently registered at the provincia level. Otherwise provincid law would supply
the entire default secured transactions law even to the extent that any security interests registered
provincidly would have priority over assignments subsequently registered in the federd system.

A second option is afedera approach to secured financing law which would remove intellectua
property to which it gpplies from the reach of the generd provincial secured transactions regimes.
Federd law would govern dl significant issues, including the requirements for the creation and vaidity of
the security right, its registration and priority status, the gppropriate filing venue, and the mode and
manner of enforcement on default of the debtor. Federdly registered interests would have priority over
al provincid registered interests, including prior registered interests. However, the federd approach
which we conclude would be best is aso mixed in some respects. for example, it would gpply only to
federd IPRs, security interestsin royaty payments should continue to be governed by provincid law;
and provincid regigtration would be effective except in competition with afederdly registered interest.

used in the CCQ and generally in the civil law. The term intangible property is more typically used in the common
law to denote the analogous idea although incorporeal is also understood. In this paper, the term intangible is used
as most reflective of popular usage. For security in tangible movables, the lex situs of the collateral applies: for
Quebec, see CCQ, article 3102; for the common law provinces and the three territories, see e.g. NB PPSA section
5(1)(a); Ontario PPSA section 5(1)(a) Note that the relevant rulesin both the CCQ and the PPSAs covers choice of
law for issues relating to the validity of the security right, registration and the effects of registration or failure to
register. Issuesof priority are not explicitly included in the choice of law reference except where they arise as an
aspect of the effect of publicity. However, arecent discussion paper recommends that this omission be repaired in
the PPSA regimes and that other aspects of the PPSAs conflicts regimes be clarified. See the commentary on PPSA
ss. 5-8 in Cuming & Walsh. Such an amendment to both the CCQ and the PPSAs would eliminate any existing doubt
that the designated law governs not just the priority consequences of the failure to publicize a security right and the
priority of publicized security rights over unpublicized security rights, but also the priority status of the security
against other competing third party claimants, including competing publicized security rights, and the interests of
non-security transferees of the charged movable.
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The next severa chapters are devoted to an analysis of the advantages, disadvantages, and
implementation chalenges posed by each solution. But we wish to set the stage for that exercise by first

explaining certain genera working assumptions.

4.4 A Qualitative versus Quantitative Approach to Reform

Andysts sometimes judtify a preference for the provincid solution on the basis of efficiency in law
reform.®®> Why invest scarce law reform dollars in the development of a specidized federd substantive
Security law for one type of collateral when federd deference achieved through a smple choice of law

rule would permit secured creditorsto rely on extant genera secured transactions law?

We agree that dl other things being equd, the reform which is easiest to implement should be chosen.
However, not dl things may beequd. The god isto produce the most efficient cost-effective reform,
not from an immediate term implementation perspective, but from along term operational perspective.
It would not make sense to choose areform path that is clearly second best merely because it is easiest

to put in place in the short term.

We ds0 need to be careful in defining our point of comparison. We have dready seen that the
ownership, assgnment and regidration provisons of the federa intellectua property Satutes require
reform if they are to enable secured creditors to verify a prospective debtor’ stitle with any degree of

%5For Quebec, see Civil Code of Quebec, Book Ten (Private International Law), Title Two (Conflict of Laws),
Chapter | (Status of Property), § 2 - Movable securities. In the common law provinces and in the three territories, the
principa conflicts rules have been codified in the Personal Property Security Acts (PPSAS): ONTARIO, 1976 (SO
1967, c. 73, inforce 1 Apr 1976, replaced by SO 1989, c. 16, in force 10 Oct 1989); M ANITOBA, 1978 (SM 1973, c. 5, in
force 1 Sept 1978, see now R.S.M. 1987, c. P35); SASKATCHEWAN, 1981 (SS 1979-80, c. P-6.1, in force 1 May 1981,
replaced by SS 1993, c. P-6.2, in force 1 Apr 1995); YUKON TERRITORY (OY T 1980, c. 20, 2d Sess, in force 1 June 1982,
see now RSY 1986, c. 130); ALBERTA (SA 1988, c. P-4.05, in force 1 Oct 1990); BRITISH COLUMBIA (SBC 1989, c. 36, in
force 1 Oct 1990); NEW BRUNSWICK, 1995 (SNB 1993, c. P-7.1, in force 18 Apr 1995); NOVA SCOTIA, 1997 (SNS 1995-96,
c. 13, inforce 3 Nov 1997); PRINCE EDWARD ISLAND, 1998 (SPEI 1997, c. 33, in force 27 Apr 1998); NEWFOUNDLAND,
1999 (SN 1998, c. P-7.1, in force 13 Dec 1999); NORTHWEST TERRITORIES (S.N.W.T. 1994, c. 8, in force 7 May 2001);
NUNAVUT (Nunavut Consolidated Acts, in force 7 May 2001). For illustrations of the PPSA conflicts provisionsin
particular, see sections 5-8 of the Ontario, New Brunswick and Saskatchewan PPSAs.
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confidence. Aswe will see, federal law would need to be reformed and modernized even if the
provincia approach were adopted, or the weak link posed by the current deficiencies in the federa
system would undermine the advantages of the modern provincid systems. The need for
complementary reform of the federd registry systems must be keep in mind when comparing the ease
of implementation of the provincid and federa gpproaches.

Of course, in deciding the ultimate direction of reform the practicaity of implementing that reform must
be taken into account. Nonetheless, in comparing the two dternatives, we need to think in terms not of
the existing law and registry system but of the best feasible verson of each dterndtive. Thefind choice
of solutions requires an assessment of the relative merits of each gpproach combined with the rdative
difficulty of implementing each. A somewhat imperfect solution that can be implemented a minima cost
may be superior to a perfect system that requires a complex implementation process. The ultimate
decison requires to some extent a value judgment that is beyond the scope of this Report, although we
hope to provide the pertinent decision points to enable that value judgment to be made. .

4.2 Congtitutional Basesfor Reform Alter natives

Doubts are occasiondly raised with respect to the scope of federd congtitutional authority over secured
transactions covering federa IPRs. In our view, such doubts are misplaced. We say this because of
the unquestionable federal power over issues relaing to ownership and the transfer of ownership of
copyright, patents, and federd trademarks. The ability to grant security is one of the bundle of rights
associated with ownership. The grant of security potentidly resultsin an involuntary transfer of
ownership should the debtor default and the secured creditor seek to exercise its enforcement powers
againg the charged property. In other words, authority over ownership and its transfer necessarily
includes authority over a security transfer or hypothecation of ownership. In order to find that the
federal government is not competent to legidate in repect of security in federd |PRs, we would need
to find that it is necessary to draw a condtitutiona line between ownership interests and security
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interestsin the same item of intellectud property. In later sections of the report we show why that
position is not defensible based on a condtitutiond policy andysis of the judtifications for the federd 1P

power.

At the same time, we do not wish to suggest that the provincid legidatures are incompetent to legidate
in respect of security inintellectua property rights as an agpect of their generd legidative authority over
property and civil rights. By virtue of federa paramountcy, provincia laws of generd gpplication are
rendered ingpplicable only to the extent that federal law governs the particular issue. However, in the
absence of positive federd law, there can be no congtitutiona objection to the gpplication of the
provincid security regimes. Moreover, unless there is a direct conflict, the double aspect doctrine

would support the concurrent application of both federal and provincia law. %

In any event, under a provincid solution, the basis for the application of provincid or territoria law
would be (as explained later in more detail) afedera choice of law provison expresdy deferring to the
law of the debtor’ s location. The congtitutiond jurisprudence in the maritime field firmly establishes that
the federd Parliament has authority over the choice of law aspects of any subject matter within its
congtitutional competence, and is aso empowered to referentidly incorporate other bodies of law as
federd law. Either or both of these theories provides more than sufficient congtitutiona support for the
choice of law solution, from both the federd and provincid/territoria perspectives.

%See e.g. Mercier & Haigh at 77: “Both the federal intellectual property legislation and the respective
provincial PPSAs are valid under their own jurisdictions and, if challenged would not fail the first part of the test.. .
.The most that could be said is that the security provisions under the PPSA legislation and the registration
provisions under the federal intellectual property statutes have a double aspect to them,” at generally ibid at 72ff.
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5 TheProvincial Approach

51 Introduction

As already discussed, under the * provincid” approach security aspects of federal 1PRs (and, of course,
provincia 1PRs) would be governed instead by the movables security regime in force in the jurisdiction
where the debtor islocated. In the case of Canadian debtors, any security interests registered
provincidly would have priority over assgnments subsequently registered in the federd system.
Similarly, therights of ajudgment creditor vis-a-vis a secured creditor or assgnee would be determined
by provincid law, so that where provincid law so provides, provincid regigtration by ajudgment
creditor in the provincia security system would be effective againgt subsequent assignees and secured
parties. But a the same time the integrity of the federal ownership registry must be maintained. To do
this, ainterest registered provincially must be subordinated to a prior federadly registered assgnment.

The most obvious advantage of the provincid dterndive is that its implementation would involve
minima federd law reform resources. 1t dso has the advantage of preserving stability in the law.
Exiging provincid law refersissues relating to security in intangibles to the debtor’ s home law.
Consequently, this solution would respect exigting provincid legd policy thereby ensuring thet intangible
asstsin the form of intellectua property are governed by the same secured transactions law that
gppliesto other intangible collaterd. The most obvious disadvantage of the provincid solution isthat it
separates the substantive legd regime governing the grant of security in federd 1PRs from that governing
their ownership and assgnment. This Part first addresses some details of the implementation of the
provincia approach, and then turns to problems created by this severance between ownership and

Security interests.
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5.2 I mplementation of the Provincial Approach

5.2.1 Need for Federal Choiceof Law Rule

It would be possble to implement the provincid gpproach with federa legidation making it clear that
the federa regidration requirements had no application to interests which were in substance security
interests. The law of the debtor’ s location would then govern by default. However, it would be
preferable to implement provincia dternative be federa enactment of achoice of law rule deferring to
the law of the jurisdiction where the debtor islocated. If articulation of the choice of law rule were |eft
to provincid or territorid law, thereisarisk of non-uniformity at leest at the leve of detail (e.g.
definition of debtor’slocation), leading to the possibility that the applicable law will vary according to
the forum in which litigation is pursued.®” Thisrisk is not acceptable for federal IPRs because, aswe
ghdl see, the provincid solution is intended to work in tandem with alimited degree of federd

subgtantive law reform.

5.2.2 Resolving Priority between a Secured Creditor and an Assignee of the same IPR

Aswe have noted, a security interest registered provincialy must be subordinated to a prior federdly
registered assgnment. How is this rule to be implemented? Should the law of the debtor’s home
jurisdiction supply the default priority rule or should there be afederd substantive rule for this particular

issue?

5"Note that the Secured Transactions Law Reform Committee, operating under the auspices of the ULCC
commercial law strategy, has recommended greater uniformity in choice of law policy in its 2002 report. But even if
these recommendations are eventually implemented, there would still be some differences at the level of detail. Note
also that even if perfect uniformity were achieved, afederal rule would be needed for the purposes of resolving any
dispute litigated before the Federal Court. Thisis because, for Federal Court jurisdiction to exist, there must be an
existing body of federal substantive law to govern the claim that is the subject of the dispute before the Court. For
present purposes, we assume that the referential incorporation of other law through afederal choice of law rule
would be sufficient to meet this requirement. However, we reserve for the final version of the Report the question of
whether this assumption is correct and if so whether Federal Court jurisdiction would be useful or desirable.
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The difficulty with the provincid solution is that the generd priority rules of the debtor’s home
jurisdiction typicaly are not designed to cover thiskind of disoute. Suppose, for ingtance, that the
debtor islocated in New Brunswick so that the New Brunswick PPSA governs the perfected and
priority status of the security interest. The NB PPSA priority regime, like that in effect in the other
common law provinces, orders priority between a secured creditor and a transferee according to
whether the transferee acquired its interest before or after the security interest was publicized by
regidration. If before, the transferee prevails unless he or she had actua knowledge that the debtor had
aready granted security. If after, the secured creditor prevails. The result under the CCQ is broadly
amilar except that the trandferee would prevail againgt an unregistered security, even if the trandferee

was aware of the existence of the security interest at the time it acquired its own interest.

These provincid priority rules were designed on the assumption that the transferee’ sinterest, unlike that
of asecured creditor, is not required to be publicized to acquire third party effect. The rules are not
designed to accommodate a situation where both interests are subject to a publicity requirement, albeit
under different registry regimes enacted at different levels of government. In the Situation posited here,
gpplication of the law of the debtor’ s location to supply the default rule would preclude a secured
creditor from being able to rely on a search of the federd 1P registry to assessits priority Satus as
againgt a competing assignee. The secured creditor would be bound by prior unknown assignments of
which it has no knowledge or means of acquiring knowledge, even if the policy recommendations
outlined earlier to strengthen the federd registry regime for assgnments were implemented.

The most logica solution to this problem would be to supplement the federa choice of law rule
deferring to the debtor’ s home law with a substantive priority rule ranking the assignee and the secured
creditor according to the respective dates of regigtration of their interests in the federal 1P regisiry and in
the movables regigtry of the jurisdiction where the debtor islocated. However, in the case of aforeign
debtor located outside North America, the gpplicable law may not require or even enable registration
of the security interest. Asameatter of practica implementation, it would not therefore be possible to
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datetherule asa purefirg to register rule. Rather, to accommodate foreign debtors, it would need to
be crafted dong the following lines (borrowing from the PPSAS): “An assignee of an IPR acquiresthe
right subject to a security interest granted by the assignor if the assgnment is registered in the federd |IP
registry after the secured creditor has complied with al requirements imposed by the law of the
jurisdiction where the debtor is located to render the security effective againg third parties.”

5.3  Search Burden Problems Posed by Chain of Title Considerations

531 Genera

If the rights of assignees of federa 1PRs are to be made subject to prior security interests acquired
under the law of the debtor’ s location, it follows that prospective assignees carry the burden of
determining whether or not the IPR in which they are interested is vaidly encumbered by a security
interest under that law. If the debtor is an assgnee or licensee, or if the relevant work is built on pre-
exiging creations, the prospective assignee faces the further risk that the PR was encumbered by a
security interest granted by a predecessor in title to the immediate apparent owner.® Consider the
following hypothetical.

Debtor, located in Prince Edward Island, grants a security interest in its present and
after acquired property. Secured Creditor registers notice of its security in the PEI
Personal Property Registry. Without Secured Creditor’s authority, Debtor assignsits
IPRs to B1, located in Ontario. Bl registersits assignment in the relevant federal |P
registries, and then assigns the IPRs to B2 who also registers federally.

Unless the secured creditor is protected in this scenario, its security would be capable of being lost
through the unilatera wrongdoing of the debtor in disposing of the collateral without the secured

%8For adetailed analysisin aU.S. context, see Brennan, (2001a), (2001b).
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creditor’ s authority. But if later assigneesin the position of B2 are to take subject to a security granted
by a predecessor inftitle, it will not be sufficient for them to search the registry in the jurisdiction in which
the immediate assignor islocated, here Ontario. To protect themselves, they will need to identify all
assigneesin the historical chain of title, ascertain the jurisdiction in which each was and is now |ocated,
and then determine whether an effective security interest was granted by any of them according to the
law of their respective home jurisdictions.

The problem is not smply one of balancing the information burden imposed on assignees of IPRs
againg the god of facilitating secured lending againgt IPR collaterdl. Prospective secured creditors
lending to B2 in the above scenario would face exactly the same inquiry burden in order to ensure that

the relevant IPR was not aready encumbered by a security interest granted by a predecessor in title,

5.3.2 Foreign Debtors

The problem is exacerbated when an owner in the chain of titleislocated in aforeign jurisdiction.
Congder for example the large number of Canadian patentsissued to U.S. patentees. Inthe caseof a
foreign country debtor (or aforeign country predecessor in title), gpplication of the debtor location rule
would mean that the secured transactions law of aforeign country would apply to determine the validity
of asecurity right granted in Canadian intellectua property rights, the manner and mode of publicizing it,
and its priority ranking againgt third parties. This means that foreign registries may need to be searched
in order to discover security interests affecting Canadian IPRs. Any financier seeking to take Canadian
patents belonging to a U.S. debtor as security would be required to search the state Article 9 register of
the state in which the debtor was located. The same istrueif the lender was dedling with a Canadian
debtor who had taken an assgnment of the patent from an origind U.S. owner.

Worse, many foreign countries do not operate general encumbrance regigtries of the kind established
by the provincia and territoria secured transactions regimesin Canada. This means that any
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encumbrances granted by the foreign debtor may be entirely undiscoverable. A party dedling with the
Canadian IPRs in such a case could do no better than to rely on warranties and representations. It
might be difficult to obtain satisfactory warranties if the foreign owner was not the debtor but a

predecessor in title to the current owner.

It istrue that most countries have established intellectua property registries to accommodate the
registration of security rightsin addition to ownership trandfersin intellectua property, with the priority
of the security right then determined whally or partidly in accordance with the order of registration.®®
However, these regidtries are territoridly confined, like the federd Canadian regidtries, to intellectud
property rights to be exploited within the borders of the particular country.” They are not designed to
accommodate the regigtration of security in Canadian intellectua property rights.

The remainder of this section considers possible structura responses to this problem.

5.3.3 “Gateway” Searching

In the United States context, a report by the Franklin Pierce Law Centre (“FPLC Report”),
commissioned by the USPTO™ proposes a one-stop “gateway” approach in which asingle query at a
meta-search Ste would automaticaly query dl the state Article 9 security interest registries and dl the
federa intellectud property ownership registries and return asingle report. While the databases would
be separate, in practice it would appear to the user as though only one registry is being searched.

%For anillustrative list of national registries and a summary description of their scope, see Brennan (2001a).

The multilateral Madrid and Hague Systems constitute an exception. Under these systems, a trademark or
industrial design owner in one of the member states can obtain protection for the mark or design in some or al of the
other members by filing asingle international registration with WIPO. These systems also accommodate the
registration of changes of ownership aswell as renewals (but not security interests). For further details, visit the
WIPO web site: www.wipo.org.

"The FPLC Report is summarized in Ward & Murphy. It has not yet been formally accepted by the USPTO.
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Would congtruction of a common entry porta of thiskind suggested resolve or & least dleviate the
inquiry burden on assignees and secured creditors who contemplate taking security in a Canadian
IPRS? Provided dl the ownersin the chain of title were located somewhere in Canada, this solution
would avoid the need to determine the precise provincia or territorid location of each debtor in the
chain of title, and to search each registry separately, Snce dl registries would be automaticaly queried.
(The feeimplications of this approach would need to be worked out carefully, since querying al thirteen
registries for every owner in along chain of title could be very expengive if the normd province-by-
province tariffs were to gpply. Presumably arevenue neutrd solution would be possible, since

increased volume queries would compensate for reduced fees for gateway searching.)

Though the gateway approach would dleviate search problems in the provincia approach, the
amplicity and efficiency of the common gateway solution should not be exaggerated. The authors of
the FPLC Report acknowledge that it will be necessary to search the State security registries by debtor
name for al predecessorsin title to the immediate debtor whose names appear in the federal registry, 2
but they imply that this process will be easy because the gateway approach alows a one-stop search of
al databases.” While we agree that a common porta would provide a one-stop searching venue, it is
incorrect to suggest that it would do away with the need for multiple searches. Aninitid separate
search of the federa IPR registries will be needed to establish the identity of the successve ownersin
the chain of title, followed by multiple separate searches of the provincid security registries according to
the name of each owner in the chain of title. It would aso be necessary to compare the timing of the
various regigrations, even in a purely Canadian context. For example afinancing satement disclosng a
generd security interest might not have been registered until after the debtor or a predecessor in title

"2This Report is not as clear as might be desired on this point. The entirely of the relevant discussion is as
follows: “Thisintegration [a meta-site or unified federal security interest registry] will make it possible to efficiently
search UCC filings on grantors and grantees of record who show up under the various federal property humbers.”
Part VI.A.3, p64

"Presumably owner name rules under the federal IP Acts would be amended to correspond to the state
UCC rules, although the Report does not address this point.
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had assigned the IPR to another.™

A further complication is added by the fact that in Canada there is consderable variation in the rules
and policies adopted by the different provinces and territories on how the correct name of the debtor is
to be identified for registration and searching purposes. The lack of uniformity is greatest with respect to
individua debtors; if we assume that most debtors who charge their IP collaterd are enterprises rather
than individuas, the exigting differences may not prove too problematic in practice. On the other hand,
differences so exigt at the corporate name level and given the exactitude required in searching an
electronic data base, the practica impact of this problem on the feasihility of the gateway solution
should not be underestimated. Moreover, without uniform federad/provincid name rules (which is
inevitable if provincid name rules are not themsalves uniform), a security interest might be vdidly
registered provincidly againgt the name of a predecessor in title and yet be undiscoverable by a search
using the style of owner name specified by the rules of the federd ownership registry. It isnot clear
how the searcher can avoid this problem. If a searcher wished to search multiple jurisdictions
according to the name of itsimmediate debtor, it could search each jurisdiction by the name of that
debtor defined according to the rules of the jurisdiction in question. But in the case of the predecessors
in title, the searcher has no more information than is disclosed by the federd ownership registry. The
searcher might guess as to variations that would correspond to the debtor name under the rules of the
various provincia systems, but thiswould result in consderable additiona cost, Snce the search criteria

would require judgment, and there would in any event be irreducible uncertainty.

This problem would be reduced if uniformity in debtor names rules, between provincid security
registries and the federa ownership regidry, could be achieved. This might be asgnificant hurdle given
that the current provincia regimes have not managed to achieve uniformity, even among the PPSA

"This problem does not arise in the current provincial system in which a security interest registered against
a predecessor in title to the current owner is not discoverable except for those types of property for which asset
indexing is required, in which case a subsequent interest taker takes clear unless the security interests was registered
against that particular asset.
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jurisdictions.

Finaly, a purely Canadian gateway would not affect the search problem in the case of foreign debtors.
A prospective secured creditor or assignee would still have to ascertain the location of any owner in the
chain of title who islocated outsde of Canada and make inquiries as to possible outstanding security
interests arising or registered under that law.

5.3.4 Debtor Namevs Asset Specific Registration-Search Criterion

The discussion of the common gateway approach to this point has assumed that registrations and
searches for security granted in IP collaterd in the provincia registries would be conducted according
to name of the potentia grantor of the security. But IPRs are dready indexed by individual asset
identifiersin the federal ownership regidtries, and asset indexing is not unknown to the provincid
movable registries, which employ it for arestricted class of serid numbered goods.”

The adoption by the provincia registries of asset indexing for IPRs, usng the federa I1PR regigtration
number, would aleviate the problems identified above semming from the lack of uniformity in the
debtor name rules of different jurisdictions. Asset indexing would aso diminate the need to conduct
multiple searches according to different debtor names (dthough it would ill be necessary to conduct
multiple searches according to each individud item of IP).

Unfortunately, there are a number of impediments to this proposa.

Thereisjurisdictional variation as to which goods must be described by serial number. All the PPSAs and
the Civil Code of Quebec require specific serial number description for road vehicles. The non-Ontario PPSAs also
require serial number description for anumber of other categories of goods. Serial numbered goods do not have to
be described by serial number when held as inventory, so it would be more accurate to refer to “serial numbered
equipment or consumer goods’ to mean goods which must be described by serial number in order to perfect a
security interest. The phrase “serial numbered goods’ will be used in the interests of brevity. Thereisalso
jurisdictional variation regarding terminology.
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Firg, itisnot afeasble solution for security in copyright. Copyrights do not have to be registered
federaly to come into existence. To require the federd identification number to be registered in order
to effect a provincid security registration againgt a debtor’ s copyrights would effectively force would-be
debtors to go to the expense of regigtering their copyrightsin al possible works before being able to
grant an effective security in them. The burden would be particularly excessive for works of akind that
are continualy evolving e.g. software. Moreover, even if this were consdered worthwhile from a cost
benefit andys's, copyrights cannot be religbly identified by reference to their individud federad
registration number because the same work may be registered and described by different namesin the
federa registry. Consequently, a search would till have to be made against debtor name.

A second mgor difficulty is that asset indexing, even if restricted to patents and trade marks, would
preclude the regigtration of an effective security interest in adebtor’s future IPRs (because they could
not be identified uniquely) or in generic categories of 1PRS (because the cost and expense of entering an
individua descriptor for each item within a generic portfolio of IPRswould likely outweigh the benefit).
It is because of these congderations that asset indexing is restricted to types of property which tend to
be rlaively durable and individudly vauable: land and certain classes of persona property such as
automobiles. In other words, asset indexing tends to be used only when the risk to subsequent
transferees is highest and the burden relative to the vaue of the collaterd islowest. Intellectud property
fdlsin an uncomfortable middle ground. Certainly, someintellectua property rights, such asa
pharmaceutica patent on amagjor drug or the copyright on the flagship product of a software company,
areindividudly very vduable. But other IPRS, such as the multitude of minor patents held by any firm
with sgnificant R&D may not be particularly vauable rdaive to the size of the loan and would be more
efficently charged en masse assmply “dl IPRsS’ or even included as part of acharge on dl the
debtor’ s “present and after acquired property.

It is unclear to us whether it would be possible to draw even arough dividing line between types of IP
that might be efficiently indexed individualy and those where a generic description would be
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commercidly preferable. A middle ground solution would be to require registration by asset
description for the security to be effective againgt subsequent secured parties or assgnees. Thiswould
dlow any person dealing with a specific IPR to be sure that they would not be subject to any prior
undiscoverable interests, leaving it for the secured party to useits own judgment as the vaue of the

collatera in choosing whether to register by asset description.™

At the end of the day, we are not convinced that asset-indexing for security in IPRsisworth pursuing.
The main advantage is to avoid the need to achieve interprovincia and federa/provincid uniformity in
debtor name rules, and to dleviate the need for multiple debtor name searching back through the chain
of titte. While interprovincia uniformity as to the gppropriate asset identifier should not be a problem
for IPRs, uniform adoption by dl provincesislikely to be snce it would require a sgnificant redesign of
the existing hardware and software. Yet if the possibility of asset based indexing for IPRs was not
uniformly adopted, the benefits would be sgnificantly reduced. If there were even one non-compliant
jurisdiction, it would be necessary to conduct afull chain of title search, determineif any predecessor in
title in the chain was located in the non-compliant jurisdiction, and then conduct a name based search in

that jurisdiction.

Even more importantly, even if uniform adoption were achieved among the Canadian secured
transactions regimes, thiswould not assist in the case of aforeign country debtor or antecedent owner
whose home jurisdiction may not even provide for registration, and even if it did, would not provide for

indexing according to the registration numbers assigned by aforeign intellectua property registry.

A problem with this approach is that a debtor in difficulty could milk the assets by granting security
interests to a subsequent secured creditor who registered by asset description. This problem would be somewhat
worse than in respect of the present class of serial numbered goods, as there is would be no strict cut-off below
which it would not be necessary to register (ie the class of IPRsis not closed in the same way that the class of serial
numbered goodsisclosed. Itisajudgment call asto whether the value of the IPR istoo low to be worth registering,
and a determined debtor could always grant interestsin IPRs which fell below the line.
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54  Reformed Federal Registry

We noted in an earlier Part’’ that a provincia approach would reguire reforms to the federd registry
system. Now that we have seen in more detail how aprovincid system would operate, we repest the

point for emphasis.

The provincid security systems themselves are modern and efficient. Accordingly, one of themain
advantages usually associated with aprovincid system isthat it would alow an effective system for
taking security interests in IPRs without the need for extensive reform to the antiquated federa

registries. But the above discussion shows thet this assumption is not well-founded. The federd
ownership regidries are an integra part of the provincia system, since chain of title searching through
the federal ownership regidtry is necessary to establishing good security in IPRs even under the
provincid gpproach. That means that without reform to the federal ownership registries, these registries
will remain awesk link in the system that will negate many of the advantages associated with taking
Security under the modern provincia systems.

Thus, sgnificant reform of the federd regidriesto dlow legdly rdiable, up to date, on-line searching of
the federd ownership regidtries, including full chain of title for dl 1PRs (that is, grantor/grantee
searching), isimportant. Otherwiseit will not be possible to take afully protected security interest in a
debtor’ sfedera 1PR without the cost and delay of a search at the CIPO offices in any case where the
debtor is not the origind owner of any of itsIPRs.

Legd changeisaso desirable. Aswe have seen, at present the form of the security agreement is
important with respect to regigration in the federal system. A reformed system would adopt the
substance over form gpproach which is used in the provincid sysems. This should not be

controversd. Also, aswe have noted if uniformity at the provincia leve in debtor name rules were

"upra Part 3.3.
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achieved then the same rules should aso be implemented in respect of ownership interests at the federa
leve.

55  Inconsistency of Choice of Law Rulewith Other Jurisdictions

Asafind point, we note that to gpply the law of the debtor’ s location isinconsstent with the generd
tarritoria principle” that pervadesintellectud property law. Despiteitsintangible nature, intellectuad
property has historically been treated as being just asterritorialy fixed asred estate. Thereisno
universa concept of an intellectud property right. Even though internationa conventions may impose
international minimum standards, intellectua property rights sill comprise abundle of nationaly-
determined rights, the application of which is confined to the territory where the property is exploited.
It follows that, as with land, intellectud property rights within each country are governed by the nationa
law of that country.™

Theterritoridity principle that pervades intellectua property law, and its andogy to land, suggests that
the location of the collatera as opposed to the location of the debtor or the current owner isthe more
gppropriate connecting factor for property dedingsin intellectud property, whether by way of sde or
security.  The rdevance of the territoria principle hereis not purely conceptud. It accords with
gpproach taken by most countries, under which the law governing the sale and grant of security in IPRs
isintegrated into a unified territorialy-confined regisiration-based legd regime.  Although the matter is

See eg. Austin.

"See eg. Eugen Ulmer, Intellectual Property Rights and the Conflict of Laws, English trans., Deventer,
Kluwer, 1978, Eugen Ulmer, "General Questions— The International Conventions’, Ch. 21 in International
Encyclopedia of Comparative Law, Vol XIV Copyright and Industrial Property (Eugen Ulmer, ed.) ( J.C.B. Mohr
(Paul Siebeck) Tubingen and Martinus Nijhoff Dorderecht, Boston, Lancaster: 1987); Graeme Austin, "Private
International Law and Intellectual Property Rights: A Common Law Overview" (paper prepared for WIPO forum on
private international law and intellectual property, Geneva, January 30 and 31, 2001); Fritz Blumer, "Patent Law and
International Private Law on Both Sides of the Atlantic” (paper prepared for WIPO forum on private international law
and intellectual property, Geneva, January 30 and 31, 2001); Martin Wolff, Private International Law, 2d ed (Oxford:
Clarendon, 1950) at 547-48; James J. Fawcett and Paul Torremans, Intellectual Property and Private International
Law (Oxford: Clarendon Press, 1998).
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being reconsidered currently, thisis the current rule in the United States with respect to copyright asa
result of aFederd Court ruling in the famous Peregrine case. It istrue that reform efforts are
underway in that country to return issues relating to security in copyright to the purview of atelaw, in
particular Article9. However, the debate is fill controversd and even the Article 9 centred reform
efforts contemplate close coordination with the federa law on IP ownership and its transfer. More
importantly, Article 9 in the United States, while predicated on state enactment, is de facto nationd law
since the identical version has been enacted by virtualy every state. The same coast to coast to coast
de facto uniformity does not exist in Canada, of course, with the result that the rights of secured
creditors and third parties in respect of security taken in the same kind of federa 1PR will fal to be
determined under afedera deference gpproach by a different set of substantive secured transactions
rules, depending on the jurisdiction in which the debtor islocated.

This means that even if the provincia gpproach is adopted in Canada, the debtor location rule would be
confined to Canadian IPRs. In view of the prevalence of the territoria principle internationaly, a
Canadian debtor granting security inits U.S. or European IPRs would not be able to rely in practice on
its home secured transactions law.  Any dispute involving foreign IPRs is gpt to be adjudicated in the
country where the IP rights are sought to be exploited and the courts of that country will gpply their
own territoria choice of law solution, a s opposed to the debtor location rule. The result isthat other
jurisdictions are unlikely to adopt asimilar rule, with the result that foreign debtors could publicize an
interest in Canadian IPRs with aforeign registration (or without regigtration, if that iswhat their law
alowed) while a secured creditor lending to a Canadian debtors who held foreign IPRs would not have
the smilar benefit of asingle registration, but would be required to register in the foreign jurisdiction.
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5.6  Summary and Recommendations

To this point we have seen that the existence of afederal ownership registry makes the mgor forms of
federa IPRs different from traditiona persona property and more akin, in some ways, to land. The
existence of an ownership registry complicates the search burden for prospective secured creditors and
assignees as compared to traditiona persona property, because of the need to search up the chain of
title to ensure a clean chain of title including protection againg the risk of a grant of security by a

predecessor in title to the immediate debtor.

Under a provincia approach, this chain of title search is dso more complex than for land because the
ownership registry and the security interest registries are separate, because the chain of title seerch may
require multiple searches to be conducted in multiple jurisdiction, and because no security registry may

exist where the debtor or predecessor in title is from aforeign country.

The need to search for antecedent security interests granted by predecessorsin the debtor’s chain of
title to the immediate debtor adds to the search burden in respect of IPRs used as collateral under a
provincid strategy The practica extent of this additiona burden is not clear. It depends on the extent to
which the IPRs used as collaterd originated, by assgnment or licence, with someone other than the
debtor. Thisislikely to depend on the particular industry.

A common gateway approach to searching the provincia security registries and the federa |P registries
would substantialy reduce this search burden. However, the remaining search burden would be
sgnificant. If complete uniformity in debtor name rules among provinces and between the provinciad

and federd regidriesislacking afully reliable chain of title search may not be possible. Achieving this
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uniformity may be asgnificant barrier to implementation.

Further, the common gateway solution would not assist to secured creditors and assgnees in verifying
the risk of security having been granted by an owner in the chain of title who islocated outside of
Canada. The additiond inquiry burden and risk this imposes would vary according to whether the
secured transactions regime in force in that particular jurisdiction operated an encumbrance registry of

the kind in place in the Canadian provinces and territories.

Asset-based indexing of IPRs would do away with the need for interprovincid and federa uniformity at
the debtor name level, but would depend on uniformity of adoption by the various provinces and
territories, which is by no means guaranteed. Moreover, this approach would have a negative impact
on the ability of debtors to grant security in generic categories of |PRs through a single agreement and a
snglefiling. For these reasons assat-based indexing of IPRs at the provincid leve is not recommended.

6 The Federal Approach

6.1 Introduction

Under afederd approach reformed federa substantive law would govern al significant issuesrdating to
federd IPRs, including the requirements for the creation and vaidity of a security right, its registration
and priority status, the appropriate filing venue and the mode and manner of enforcement on defaullt of
the debtor. The key difference relates to registration and priority: under aprovincid approach, an
interest registered federally would be subject to any prior provinciadly registered interest. In contras,
under afedera gpproach, any interest registered federally would not be subject to any interest
registered elsewhere.
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The advantages and disadvantages of afederd approach are in some ways the converse of those of the
provincid gpproach. The main disadvantage is that Sgnificant reform of the federd registry system is
needed. (Though, aswe have seen, significant technical reform to the federd registry is required even
under the provincid gpproach.) A mgor advantage is that the unified federd jurisdiction eiminates the
choice of law and chain of title search problems which dominated our andysis of the provincid
approach. The advantage here is not smply that searching would be smplified because only one
registry would be searched. More importantly, because federal law, not the law of the debtor’s
location, would govern, the problem of difficult to search or undiscoverable interests granted by foreign
debtor’ s would be eiminated.

Three questions need to be dedlt with in the context of afedera gpproach. First, will the sysembea
pure federd gpproach in which federa regidration is the exclusve means of publicizing a security
interest, or amixed approach in which provincia regidration retains somerole? Secondly, what
reforms are needed to the federd registration sysem? Findly, what is the scope of the federd system:
for example, are security interests in unregistered copyright or royaty payments to be governed by
federd or provincid law? The remainder of this Part dedls with these questionsiin turn.

6.2  Pureor Mixed Approach?

6.2.1 Recommended Approach

Under aprovincid approach, an interest registered federdly would be subject to any prior provincialy
registered interest. In contrast, under afedera approach, any interest registered federally would not be
subject to any interest registered provincidly. Thus to achieve the maximum degree of protection it

would be necessary to register federaly.

From this garting point, there are a number of variants. The main issue is whether the federd system
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would be the exclusve means of perfecting aninterest in IPRs. In apure federa gpproach, such asthat
established in the U.Sin respect of copyright according to the notorious Peregrine decison, any
security interest which is not registered federaly would be entirely ineffective againg third parties. In
what is sometimes referred to as a“mixed system” provincia registration would be effective againgt any
party who had not registered federdly, including any judgment creditor and the trustee in bankruptcy.

In our view there is no advantage to a pure federa approach. The argument made by Judge Kozinski in
Peregrine was that a pure federd regigtration syslem would facilitate searching as dl rdevant interests
would be registered in asngle venue. But thisisaso truein amixed system. Since federd registration
trumps any prior provincia registration, any person intending to register federally need only search
federdly. Any interests which were only registered provincidly could be safely ignored. Accordingly,
we recommend that the federd gpproach adopt this“mixed” system. We will assume amixed system in

the discusson which follows.

We noted earlier that qudification based on actua knowledge in the federd registry system should be
abolished no matter what approach is adopted. It bears emphasizing here that it is essentid to the
“mixed’ federd approach that the holder of afederd interest will have priority over any security interest
which isonly registered provincidly, even if the federaly registered interest holder has prior actud
knowledge of the provincia regidtration. Actuad knowledge might be very common as aresult of a
search of the provincid system, and if this knowledge were to affect priority the mixed federal gpproach
would be fatdly undermined.

6.2.2 Alternative Mixed Approach

In principle amixed system in which the law governing issues other than priority, such as vaidity,

attachment and enforcement, would be | €ft to the law of the debtor’ slocation. (This approach would
have sub-variants depending again on whether a provincidly registered security interests was ineffective
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for dl purposes or only in acompetition with afederadly registered interest.) Our view isthat thistype
of mixed gpproach should be rgjected in favour of the holitic approach described above in which al
issues would be dedt with by federd law. The holistic approach would not be significantly more
difficult to implement. Most of the mgjor system reforms are required to accommodate the basic
priority rules, and addressing validity, enforcement and Smilar issues would be primarily a matter of
drafting. There would aso be some economies in addressing the non-priority matters federaly. For
example, specific enforcement procedures might be useful for IPRs and federd law would avoid the
need to amend the provincia lawsin thisrespect. 1t would aso alow more effective integration of
enforcement and title issues, asit would be straightforward to provide for trandfer of ownership asan
enforcement mechanism. Thisis particularly relevant in the case of foreign debtors. If enforcement
mechanisms were left to foreign law, then what would be the effect of aforeign judgment ordering the
transfer of ownership in aCanadian IPR? In the Canadian context uncertainty on this matter could be
resolved through federd legidation recognizing the vdidity of the provincid enforcement process, but a
solution aong these lines in repect of foreign debtors would be much more difficult. Perhaps none of
these objections is overwhelming, but once priority issues are dlocated to federd jurisdiction, thereis
no positive reason in favour of leaving vdidity, enforcement and other such matters to the law of the

debtor’ sjurisdiction.

6.3 Reformstothe Federal Registry System

6.3.1 Basc Reforms

We have seen that even in a provincia system the federd register would need to be reformed to alow

legdly rdiable, up to date, on-line searching. Debtor name rules would also need to be specified to
enable reliable searching. The same basic reforms would needed in afederd system.



6.3.2 NoticeFiling

There is some ambiguity in usage as to whether notice filing is Smply opposed to document filing or
automatically implies perfection of after-acquired property. We useit in the former sense. The
Superiority of anotice regisiry for security interests generally is a principle that has been widdy

accepted in Canadian law. All the provincid movables registries and the federal Bank Act regidtries are
notice registries and the same model has been proposed for security interestsin land.® Thereisno
reason why it would be any less advantageous in respect of aregistry for security in intellectua
property.8! Accordingly, we recommend and will assume in the remainder of this Report that notice
filing would be adopted in any federd registry system that might be established for security in intellectua
property rights.

6.3.3 Integrated or Separate Charge and Ownership Registries

The federd approach has severa possible implementations which vary according to degree of
unification of the federd P regidtries. Perhaps the most obvious gpproach would use the existing
separate federd 1PR registries for registration of security interests as well as ownership interests; that is,
al copyright related interests would be filed in the copyright regigter, etc. Alternatively, it is sometimes
suggested that any federal system for regidtration of security interests should be a unified security interest
registry for al types of IPRs® This dternative itself can be further broken down. The current separate
federd P regidries might be maintained as ownership registries only and a new separate federd IP

80See Siebrasse and Walsh, Proposal for a New Brunswick Land Security Act.

81The only suggestion to the contrary in the prior research is found in the Statement of Marybeth Peters,
U.S. Register of Copyrights, before the Subcommittee on Courts and Intellectual Property on Recordation of Security
Interestsin Intellectual Property 106th Congress, 1st Session June 24, 1999. Peters' objections, which are based on
lack of information in the public record, are not specific to secured lending in respect of |PRs, but apply to any form
of secured lending. In view of thiswe believe that experience with notice financing under the PPSA and Article 9
demonstrates conclusively that her objections are entirely without foundation.

82Cuming**
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Security interest registry would be established.  Another option would be to integrate dl existing and
proposed regigries for the various IPRs into asingle “grand unified” |P registry which would provide a
single venue for regigration of dl types of interest in any type of IP. This option would avoid some of
the legd problems with coordination of separate regidtries, but it might well present sgnificant technica
hurdles, particularly in view of the different search fields which must be maintained for the different kinds
of IPRs.

In our view thisissue is not centrd. The advantage to either type of unified federd registry isthat it
would provide a‘one-sop’ search and regidration venue. But this can equaly well be achieved using a
“gateway” gpproach to searching multiple regigtries in which asingle search a an ectronic “meta-Ste’
would automaticaly be routed to dl relevant registries and with the results returned as a Single report.
Thus to the user the system would appear to have only one registry, no matter how the registries are
configured technicaly. Aswe have seen in the discussion of the provinciad system, one impediment to
the effective implementation of the gateway concept is the need for uniform debtor namerules. This
requirement should not present any difficulty in repect of the various federd |P regidtries given that all
are within the federa jurisdiction. Thereis no substantive reason for different name criteriafor in these
registries and if they are modernized it should be very straightforward to ensure that the same criteria
are implemented in respect of each registry. Once thisis accomplished the legd problem is solved and
the issue of whether the federa 1P regidtries should be unified either whally or in part turnsinto a purely
technical question of whether it is easier to build a unified gateway or an entirdly new regidry.

Since the resolution of thisissueis not crucid, for convenience in characterizing the federd postionin
our framework we will adopt the smplest gpproach, which isthat separate registries would be
maintained for different types of IPRs and both security interests and ownership interests would be
registered in the gppropriate | P registry. We emphasize that we are a so recommending and assuming
that the separate federd registries would have uniform debtor name rules so that ‘ one-stop’ gateway
searching and regigtration could be easly implemented.
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6.3.4 After-acquired Property and Asset Indexing

Perhaps the single most trenchant criticism of the federa approach is that, because the federd registries
are ast based, the federd approach would prevent lenders from effectively taking security in after-
acquired property. We agree that thisis a serious concern, but we believe it can be addressed with

proper registry design.

Asset indexing minimizes the search burden on subsequent grantees, since asingle search revedsal
current interets in that asset. The difficulty with asset indexing is that it impedes granting security
interestsin after-acquired property. But atechnica solution to this problem is possblein an
appropriately designed unified ownership/security interest registry system. It should be possible to
provide that when anew asset is registered in the debtor’ s name the system would automatically search
for security interests d o registered againgt that name and any such interest would autometicaly be
registered againgt the specific asset.® We can refer to this as a system with automatic cross-
registration. To implement such a system debtor name regulations would have to apply to ownership
interests registered in the ownership registry aswell asto security interests. Further, a specific check
box on the financing statement would be needed to reflect whether the security agreement has an after-
acquired property clause. The system must not register a security interest which does not have an after-
acquired property clause againgt the debtor’ s after-acquired property. A specific field for this purpose
on the financing statement, Smilar in principle to the separate fidd for serid number descriptions, would
be necessary to alow this approach to be implemented by a computerized system.

If implemented, such a system would grestly reduce the burden of providing specific asset descriptions
intheinitid regigration as well as dlowing autometic perfection of interests in after-acquired property.

8That is, either owner name or asset description can be used as search criteria, and a search of owner name
will reveal all assets belonging to that owner, and conversely, a search by asset description will revea the owner.
This approach is based on Siebrasse & Walsh, “A Proposed Land Security Act for New Brunswick”, s.15 Priority of
Judgment Creditors, p.51 “Priority in after-acquired lands’.
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The demands on the system are more severe in the context of automatic perfection of after-acquired
property than in the case of initid regigration. Oninitia regigtration the autometic cross-indexing
cgpacity would serve as an ad to the registrant in identifying property belonging to the debtor and in
ensuring that no errors are made in the asset descriptions. Inexact match problems could be dedlt with

directly by the registrant.

Inexact matches would pose a more significant problem in the context of after-acquired property.
There are two concerns. First, what would happen if ownership of the newly acquired as=t (e.g. a
patent for anew invention) was registered in a name which was not the correct name (as prescribed by
regulation) of the newly registered owner? Secondly, what would the system do with security interests
registered againgt names which are inexact matches to the name under which the new asset is
registered?

Thefirgt problem is sgnificant because a debtor might intentionaly register a newly acquired property
under a name other than the debtor’ s correct lega name precisdly in order to avoid having prior security
interests attach to the new property.® We should distinguish between the consequences of an incorrect
name registration as between the secured party and a subsequent secured party taking a security
interest in the after-acquired property specificaly, and as between the secured party and a debtor.
Suppose SP1 takes a security interest in al the present and after-acquired property of D. D then
acquires new property but registersits ownership under an incorrect name. The system does not
discover the prior security interest registered by the correct name, and so the prior interest is not
specificaly atached to that property. It is nonetheess sraightforward to provide that the security
interest in that after-acquired asset is enforceable againgt the debtor, since the point of perfectionisto
protect third parties. To deal with the problem of a competition with athird party, an ownership

registration under any name other than the correct name would be invaid, so that a subsequent

84This should not be a serious problem on initial registration as the debtor wants to disclose all its property
in order to provide collateral.
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transferee from the same transferor who registered under their correct name would have priority. This
provides D with a strong incentive to register under the correct name in order to protect its ownership
interest. Further, one of the main advantages of avoiding the application of the after-acquired property
clauseisthat D would then bein a pogtion to grant a security interest in an unencumbered asset. But a
subsequent secured party (SP2) taking an interest in the property would have a strong incentive to
ensure that the property was registered under the correct debtor name, since otherwise SP2 would be
exposed to subsequent interest holders who did register by the correct name. The debtor who had
registered by an incorrect name would be entitled to amend the registration, but on doing so SP1's prior
interest would be revesled.

The next problem is how to ded with security interests registered againgt names which are inexact
matches to the name of the transferee. One approach would be to automaticaly register al such inexact
matches againgt the newly acquired specific asset and rely on the procedures alowing the debtor to
discharge financing statements which are erroneoudy registered. This approach has the disadvantage of
burdening ‘innocent’ transferees who have the misfortune of having a name similar to that of a debtor
with a security interest in after-acquired property registered againgt them. An aternative gpproach
would be to use more stringent match criteria for automatic attachment to after-acquired property than
isused in searches generdly. This puts a higher onus on secured parties to use the correct name when
registering their security interest. Thisisnot unreasonable. Inasenseitisaquid pro quo for the ability
to automatically capture after-acquired property. And it is better to but the burden on the secured
party, who benefits from the transaction, than on the innocent transferee with aname smilar to that of
the debtor. Note that inexact matches under the PPSAs burden the secured party dedling with the
debtor, who must verify whether the inexact matches are the same person astheir debtor. They do not
burden the innocent parties whose smilar names resulted in the inexact match.

The above solutions to the problem of inexact matches highlight a disadvantage of our proposed system,
namely that it requires registration by both name and asset description. In comparison, an advantage of
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treditional land titles systems which are parcel indexed isthat a secured party can be entirely securein
itsregigtration if it registers by the correct asset description done, and there is no need to prescribe a
drict form for debtor name. But regidtration by debtor name is not unknown in parcel indexed land
sysems. New Brunswick applies the same debtor name rule under its Land Titles Act asit does under
the PPSA out of a concern for improving the ability of subsequent judgment creditors to discover and
register against the assets of a debtor.®> Anecdotal evidence indicates that, as would be predicted, this
has indeed imposed noticeable additiona inconvenience and cogtsin mortgage lending. At the same
time, the New Brunswick experience shows that it is not infeasible to gpply naming conventionsin the
context of asset based regidtration. Note that the rule requiring atransferee to register by its correct
name is not as onerous as the same rule in respect of a secured party, since the transferee doesn’'t need

proof from itself of its own correct name.

The system could be implemented either an archiva system or aftitle guarantee system, though it would
be more certain under atitle guarantee system. The system operates by matching the debtor name
againg which the security interest is registered, with the name of the owner of any newly registered
property. Inan archival system the most recently registered transferee is owner is not definitively the
owner, since ownership depends on the efficacy of the instrument itsdlf, which is not assessed on
regigration. Aninvaid trandfer in the chain of title will invdidate the security interest. As apractica
matter this should be ardatively minor problem.

A further congraint is tha the syssem must be dectronic in order to implement the automatic perfection
feature efficiently. In principle functiondly the same method could be implemented manualy. A rule
could be implemented that whenever a party seeks to have title to an asset registered in their name, they
must present arecent search of their name in the debtor index. If the search discloses a security interest
in collaterd including after-acquired property, the registry staff will then register the interest againgt the
specific asset. The manua method has obvious disadvantages. It would be more costly because of the

8Land Titles Act R.S.N.B. 1973 c.L-1.1, Naming Conventions Regulation 2000-39.
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extra paperwork and searching required on the part of both the registrant and the registry staff. These
costs would be incurred in respect of each registration, even when there was in fact no prior security
interest with an after-acquired property clause to be disclosed. Nor could it provide the same level of
security as an automated system, since there would necessarily be some window depending on how a
“recent” search result would be defined.  In contragt, if designed in from the outset, this gpproach
should add rdlatively little cost to a computerized registry system. 1t would probably not be worthwhile
to implement this approach in a paper based system.

6.3.5 Copyright and Asset Based Searching

Asset based searching is not feasible for copyrights. Asset based searching requires a unique identifier
for each property such as amotor vehicle seria number or a geographical parcd identifier in the case of
land. Thiscriterion is clearly satisfied for patents and trade-marks which are assgned unique identifiers
on regigration. Copyrights, however, are probably incapable of being sufficiently reliably identified to
form the basis for asset based searching. Asset indexing under the current copyright registration system
isby title. But thetitleis probably not an adequate identifier for the purposes of asset based
searching.® Firgt, unlike amotor vehicle serid number or a patent number, the title of a copyrighted
work is not unique. Different works with the same or similar titles are common. Titles are more like
debtor namesin thisrespect. Defining the registration and search requirements for debtor name has
proven to be a source of consderable difficultly in the operation of the PPSA. But the fact that debtor
name searches are workable does not imply that copyright title searches would aso be workable.
Some ambiguity in debtor name is acceptable because a party dedling directly with the debtor can take
steps to determine whether close matches or proximate name turned up in a search do refer to the

debtor. In contradt, reliance on the asset description is most important when dedling with the collatera

8« The copyright registration system is based on the title of the registered work. In asituation where the
author grants a security interest in awork whose title has changed, it becomes impossible to verify the ownership of
rightsin thiswork, any prior licences or assignments therein or even other security interests previously granted.
One can easily imagine the schemes to which an unscrupul ous debtor might resort in order to hide from a creditor
the registration of another security interest in the same work.” Spring- Zimmerman et al. at 23.
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in the hands of someone other than the debtor who granted the security interest. With nothing more
than atitle, the secured party cannot verify that the song “Loving You” which has a security interest
registered againd it is different from the song of the same title which their debtor wants to use as
collaterd .®” Thisiswhy an assat description, unlike a debtor name description, must be truly unique if it

IS to be used for asset based searching.

An even more sgnificant hurdle is that while debtors do have legad names which can be wdl defined
(even though it may be inconvenient to verify that legad name), thereisno sngle legd title of a
copyrighted work. Thetitle of awork for the purposes of registration is whatever the copyright owner
saysitis. How can asearcher know whether the book “Revalt in the Desart” which is unencumbered is
different from the book “The Seven RFillars of Wisdom” which has a security interest registered againgt
it?® The current provinciad systems for serid numbered goods are premised on the notion that the serid
number isin fact ardiable unique identifier, and the dispute is largely as to when the burden of
registration by serid number should be imposed. In contragt, if asset based searching were
implemented for copyright, it would be necessary to provide specid rules to determine priorities when
the security interest was not discovered because the title of the work it was registered against was not

the title which the third party used to search, recognizing that neither title can be consdered the truetitle.

It might be suggested that the CIPO could assign a unique number to each federdly registered
copyrighted work, but in order to ensure that the same work was not registered twice under different
titles and so assgned different numbers, the copyright office saff would have to examine the works
themselves and compare them to dready registered works. The adminigtrative burden and consequent
cost makesthisimpractical. Thus, though asset based searching could be mandated for copyright, it

870f course the secured party can always ask for awarranty from its debtor that the debtor was the first
author, or other assurances that the work in question is different from the encumbered work. But if the secured party
iswilling to rely on warranties from the debtor then there is no need for a registration system.

8«Revolt in the Desert” is theftitle given by D.H. Lawrence to his abridgment of “The Seven Pillars of
Wisdom”.
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would be so unrdiable as to be scarcely be worthwhile.

6.3.6 Search and Registration Burden

One advantage sometimes claimed for aprovincid gpproach isthat it would alow a creditor to take a
security interestsin al the debtor’ s persona property with asingle regigtration. But just as
federa/provinciad systems coordination integration can be used to reduce the search burden in a
provincial system, so it can be used to reduce the regigtration burden in afederd syslem. We have seen
that the federd system should use notice financing and should be automaticaly cross-indexed so that it
would be possible to register a security interest in IPRs by debtor name rather than by specific asset. I
thisis done, then a*“ gateway” gpproach to regidration of security interests can be adopted in which a
centralized request to register a security interest in al of the debtor’ s persond property would
automaticaly regigter the interest federdly againg the IPR as wdll as provincidly againg the traditiona
persona property. This functionality could ether be provided through the provincia persona property
security systems or through acommercid service provider. Admittedly this gpproach would not
provide atruly transparent “one-stop” registration, since if provincia debtor name rules were not
uniform the regidration, in at least some jurisdiction (where federa and provincid name rules differed)
would have to provide two different debtor names in different regigtration fields. In this sense the
underlying dua regigtration would be seen by the user and the system would not be truly seamless.
Nonetheless, the necessary dua registration could be made very convenient.

Conversdly, afedera system would require dua searching in any case in which the creditor wished to
take a security interest in all the debtor’ s property, not just the IPRs.  Even so the search burden would
be lessthan in aprovincid sysem. In afedera system the creditor would need to search the provincid
system only by the names of its own debtor, rather than by the names of dl predecessorsin title.
Further, the resultsin afedera system would be more religble. Because the search on the IPR side

would be conducted in a single registry rather than back and forth between the federal ownership and
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provincia security regigtries, the uncertainty semming from incongistent debtor names would be
eliminated. Nor would there be aneed to search any foreign system, or accept the risk of
undiscoverable foreign interests. At the same time, a gateway approach could also be used to further
reduce the search burden in the federd system by providing a one-stop search venue. Aswith
regigtration, the dua search would not be completely transparent because of the potentia need to enter

two different debtor names to accommodate federal and provincia name rules.

6.3.7 Title Guarantee System

As noted above, the fact of a ownership registry marks a fundamenta difference between federd IPRs
and other types of persona property. Thisimmediately raises a question which, curioudy, seems not to
have been raised in previous commentary. This question is whether the federal system should be

reformed to implement aftitle guarantee syslem andogous to aland titles (or Torrens) system for land.

Exigting federd regidration sysems are, at mogt, archiva systems. That isto say, they operate in the
same fashion as a traditiond instrument registry system in the land context:  unregistered documents are
void as againg registered documents, but registration does not itsdf determine ownership. Itis
necessary to review the chain of title to ensure that the person currently shown as owner isin fact the
owner. Thedterndiveto an archival system is atitle guarantee system analogous to a land titles system
for land, whereby the registered owner is statutorily deemed to be the true owner. Such asystem
could, if desired, be implemented in respect of uniquely identifiable types of intelectud property such as
patents and registered trade-marks.

In the land context atitle guarantee (land titles) system iswidely considered to be superior to a
instrument registry system asit provides increased certainty and reduces duplication of effort in
searching title. On itsface, atitle guarantee system would be desirable for |PRs for the same reason

that it is desirable in the land context, namely the dimination of duplicative searching. Admittedly, there



are differences between IPRs and land which make the andogy imperfect. Theterm of most IPRsis
limited and IPRs become |ess vauable near the end of their term and so are increasingly less likely to be
transferred. For both these reasons searching a chain of title to an IPR may be less onerous than
searching achain of titleto land.® But the question is not whether atitle guarantee sysem for IPRsis as
desrable as such a system for land, but whether it is more efficient than an archiva system for IPRs
The disadvantage of atitle guarantee system is the additiona burden it shifts onto the registry office.

The advantage is that title documents are reviewed only once, rather than each time there is atransfer.
This suggests that so long as IPRs are, on average, transferred more than once,® atitle guarantee

sysem is preferable to an archiva system.

If atitle guarantee system is desirable, this dmost necessitates a federa approach to security interestsin
IPRs. Thisisbecause under aprovincid system the full chain of title must be available to dlow parties
dedling with an IPR to search for the name of prior debtorsin order to search the provincid security
interest registry for security interests given by predecessorsin title. In atitle guarantee system prior
owners are hidden behind the registry “curtain.”

A title guarantee system probably could not be implemented in repect of copyrights, primarily because
of the difficulty of uniquely identifying the copyrighted work. A title guarantee system requires that the
registry saff examine the documents of transfer and verify the true ownership once and for dl a thetime
of regidration of atransfer. The degree of certainty required means that the registry staff would not be
ableto rely on thetitle done. Examination and comparison of the work itself with previous works
would be required and thiswould present a prohibitively costly adminigtrative burden.  Further, where
the first owner of the copyright is the author, ownership reverts to the heirs of the author 25 years after

89And of course atitle guarantee system in the PR context could only guarantee who the IPR belongs to: it
would not be a guarantee that the IPR was valid.

DThisis not to say that each individual IPR must be transferred more than once for atitle guarantee system
to be desirable. It is sufficient if some IPRs are transferred more than once.
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the degth of the author notwithstanding an previous assgnment.®! Since thisis ageneraly unknown
group it would not be possible for atitle register to autometicaly show the heirs as the owner.

6.4  Scope

6.4.1 Security in Provincial IPRs

Aswe have seen, the mgor problems with the provincial gpproach stem from federa authority over the
ownership and the transfer of ownership of federa 1PRs in combination with the existence of federd
ownership regigtries for dl six categories of federa IPRs. Because there is no ownership regigry, either
provincid or federd, for provincia 1PRS, thereis no apparent advantage in including these types of
collatera within the sweep of a substantive federa secured transactions regime even assuming this were
congtitutionally permissble. Rather they should continue to be governed, as they are now under the
provincia choice of law rules, by the law of the jurisdiction where the debtor islocated. Thiswould
include the protection accorded to unregistered trade-marks under s.7(b) of the Trade-marks Act.
Though the protection is accorded by federa law, no ownership registry isrequired.

6.4.2 Security in Unregistered Copyrights

We have seen that the principa advantage of the federa substantive solution isthat it permits
coordination of the law governing security with the rules governing registration of ownership in the
federa IPRs. The difficult case is copyright, the one form of federa 1PR that is not dependent on
federa regidration for its existence. A particular problem arises in respect of works under
development, software being a prime example. Under the provincid approach a security interest in
such awork can be readily obtained with asingle regigtration under the debtor name. Thisis often

regarded as a significant advantage of the provincid gpproach.

%Copyright Act s.14.
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Under afederd approach, one option to unregistered copyright is to provide that the generd secured
transactions law of the debtor’s location would govern. Unfortunately, this does not solve the problem
of works under development. In order to maintain the integrity and reliability of the federa record, any
secured party taking an interest in an unregistered right would have to be subordinated in the event that
the debtor subsequently registered the copyright federally and then granted a competing federal security
interest in (or assigned) the registered copyright. Thus a secured creditor would be unable to secure its
priority ranking by regidration federally in cases where regigration of the copyright itself would be
premature at the time security is taken or where the product is under continuous evolution. The secured
creditor could protect itself by requiring the debtor to register the copyright federdly before a security
interest is taken, but this would face practica problems when the work is under development. The
other option isto provide thet federa regigtration would be required to perfect a security interest in dl
copyrights, even where the copyright itsalf has not yet been registered at the time security is granted.
The objection to this approach which is usudly raised isthat it gppears to be even worse than the first
dternative with respect to work under development, in particular software. Under the firgt dternative
continually updated federa regidtration is required to avoid the possibility of subordination; in this
second dternative continual regigtration is required to achieve any protection at dl.

The problem here is not unique to copyright. Rather, it isthe problem of after-acquired property. We
have discussed above an gpproach to the federa registry which would accommodate security interests
in after-acquired property. If this approach to registry design is adopted federa registration is no longer
an impediment to publicizing interests in unregistered copyright. The first gpproach outlined above
should be adopted. Provincia law would govern copyright in unregistered works, so that a secured
creditor who had registered provinciadly would be fully protected, unless the work were subsequently
registered. To protect itsdlf againgt a subsequent registration followed by a grant of a security
interest/assgnment, the secured creditor could, if it wished, register a security interest federdly againgt
the debtor’ s name. If the unregistered work were then registered, it would automatically attract the
Security interedt.
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6.4.3 Security in Royalties and Debtor/Licensor’s Contract Rights

A debtor/licensor’ s right to collect royaty payments from its licensees can be used as security or
assigned outright in the same way as any other chosein action or claim. Should a security interest in
royaty payments owing to a debtor/licensor be governed by federd law, as being aform of a security
interest in an IPR, or by the law of the debtor’ s location, as being aform of account? A lender taking a
security interest in the IPR will normaly wish to take a security interest in the roydty stream at the same
time. This suggedts that a security interest in roydties in the same manner as the underlying IPR to avoid
the need for dud regigtration. But dud regigration itsalf should not be a serious burden, if a gateway
approach to regigration is adopted, or when the lender istaking a security interest in al of the debtor
assets. And provincid regigtration of security interestsin royaties does not raise the same search
problems as we saw in the provincia approach to security interestsin IPRs generadly. Theroyalty
payments in question will normaly be based on licences granted by the immediate debtor. Long chains
of assgnments of the royaty payments themsalves will not be common. For example, if the debtor isan
exclusive licensee with the power to grant end-user licencesin a particular geographic area, the lender
will need achain of title search to ensure the debtors exclusive licence is not subject to prior
encumbrances, but the lender is concerned only with the roydty payments derived from the sub-
licences, not payments owing to the originad owner of the IPR who granted the exclusive licence to the
debtor. For thisreason the relevant security interests in royaties would be readily discoverable even if
registered only the debtor’ s jurisdiction, and not in the federd regisiry. Thusfederd registration of
Security interestsin royaty paymentsis not essentid in afederd system.

The advantage of alowing such security interests to be governed by the law of the debtor’ slocetion is
that all accounts, whether based on IPRs or otherwise, would be governed by the samelaw. Thisavoid
characterization issues which might otherwise arise. (For example, would accounts due for technical
support services provided by the licensor in respect of the licenced software be considered as royaty

payments or as a separate account? Would it matter if the service agreement werein the origina
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licence or in a separate contract?)

On the whole we recommend that security interestsin the licensor’ s rights under alicence, including the
right to royaty payments and any non-monetary rights, should be trested as a separate form of
collateral governed by the generd secured transactions law of each province or territory of residence of
the debtor.

6.4.4 Security in LicenseesInterest in aLicence

Exclusive licences which must be registered in the federa ownership regidtry in order to be binding
againg subsequent parties are tantamount to assgnments.  Security interests in such exclusive licences,
like security interests in an ownership interest, would be governed by federd law under the federa
approach.

In contrast, security interests in non-exclusive licences, which do not have to be registered in the federa
regisiry in order to be effective against subsequent parties, should be perfected under provincia law (or,
more precisdly, the law of the debtor’ s location). Since the non-exclusive licence itself cannot be
discovered by afedera search, leaving the security interests in the non-exclusive licence to the
provincia system does not impair the integrity of the federa register any further. Provincid regigtration
is aso more convenient, particularly in cases where the licence in question is an end-user licence needed
to run the business and the debtor does not have other significant I P assets, so that lender might have no
other reason to register federdly.

Note that this does not imply that a security interest registered provincialy will necessarily be
enforceable againgt the licensor. Thisissueis discussed below. %

2% %
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6.5 Summary and Recommendations

The federa gpproach which we recommend would be a mixed variant in which federdly registered
interests would have priority over any provincidly registered interest, but provincid regisiration would
remain effective except in a competition againg afederadly registered interest holder or anyone claming

under them.

The reformed federa system would legdly religble, up to date, on-line searching. It would adopt a
natice registration system for security interests imilar to that used in the provincid systems.  Security
interests in after-acquired property should be implemented using a system which automaticaly cross-
indexes debtor name with owner name and asset description. Thiswould alow automatic specific
gppropriation of after-acquired property. The federd ownership and security interest regigtries, if
separate, should have uniform debtor name rules and should be accessible through one-stop “ gateway”
searching and regidration. The gateway should smilarly link the federd and provincid security
regigtries.

A title guarantee system should be considered for uniquely identifiable IPRs, in particular patents.

The federd system would apply only to federal 1PRs and security interests therein. Provincid IPRs and
security interests in them would be wholly governed by the law of the debtor’ s location.

Security interests in royalties and other rights of alicensor in respect of federa |PRs should be governed
by provincid law, not by the federa system.
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7 Licences

71 Introduction

Licences are a very important means of exploiting IPRs. This Part deds with a number of issuesrelaing
to licences and security interests therein which are relevant to both a provincia and federa approach.

7.2 Ordinary courselicencing transactions

7.2.1 Introduction

The exigting provincia persona property security regimes provide that atransferee of an interest will
take clear of a prior security interest in certain defined circumstances, the most important of whichis
when the subsequent interest is acquired in the ordinary course of business. Both the Revised Article
9% and the proposed changes to the Model PPSA* extend thisruleto licensees. As Adams and
Takach argue, the arguments in favour of this priority rule are compelling, at least for ordinary course
licensees of mass-market software.®® We recommend that this rule be adopted in either aprovincia or

federa system.

Where exactly the line should be drawn is amatter of more controversy. As with the ordinary course
rulein exiging provincid persond property security regimes, and as with the definition of exclusve
licences, experience will be needed to flesh out the precise contours of the rule.

9380-321.
%4Cuming & Walsh proposed 5.30(2.1)

%See the discussion in Adams & Takach.
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7.2.2 Natureof theRule

The precise nature of the ordinary course rule needs to be resolved. In PPSA jurisdictions the ordinary
course purchaser only takes clear of security interests granted by the sdller, whereas in Quebec the
ordinary course purchaser takes clear of al security interests, including those granted by predecessors
intitleto the sdler. Inaprovincia system the goplicable provincid rule would gpply to intellectud
property asit would to other property. In afederad system adecision would have to be made asto
whether the PPSA rule or the Quebec rule would be adopted. The two rules differ in their results when
the debtor transfers to a purchaser/retailer not in the ordinary course and the retailer then transfersto an
ordinary course purchaser. The disadvantage of the PPSA ruleisthat imposesarisk of an
undiscoverable security interest by the remote debtor on the ordinary course buyer. The disadvantage
of the Quebec rule is that reduces the SP' s security. The secured party is not entirely unprotected, as it
would have a continuing security interest in the proceeds (though of course these might be dissipated)
and it has some possibility of monitoring its debtor to detect the bulk sdle. Monitoring may well be
difficult, but that difficulty should be contrasted with the position of the ordinary course purchaser of
ordinary goods, who has no possihility of detecting the security interest. In the IPR context it would be
possible in principle for the ordinary course purchaser to discover the prior interest by an asset
description search, but it is exactly this type of search which the ordinary course ruleis designed to
preclude. On the whole, we recommend the adoption of the Quebec rule, but thisis aweak

recommendation, as we do not see conclusive arguments on either sde.

7.2.3 Scope of the Rule

Should the rule that ordinary course licences take clear of prior interests gpply to exclusive licences or

assignments as well asto non-exclusive licences? In existing persona property security regimes the

ordinary course rule currently gpplies to outright assgnments and a raightforward andogy would apply
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the rule to assgnments and exclusive licences of IPRs. But the existence of an ownership regisiry for
IPRsisimportant. Inthisrespect IPRs are like land, for which an ordinary course subordination rule
has never been applied or even suggested.

In their extengve discusson Adams & Takach suggest that the ordinary course be limited to “results of
production” as digtinct from the “tools of the trade’ as best reflecting the expectations of dl parties. In
particular they suggest that “where the debtor owns copyrights or patents, any disposal of ownership
rights by the debtor. . .cannot be assumed to be in the debtor’s ordinary course of business.”® This
might be appropriate in the case of non-exclusive licences, but we fed it does not adequately address

problems raised by exclusive licences and assignments.®’

We would go further and recommend that the ordinary course rule not apply to any interest which
requires regidration in order to maintain priorities againg subsequent trandferees. Thisisnot smply a
matter of a presumption againg finding an ordinary course transaction involving registrable interests,
rather it is a prohibition on gopplying the rule to such interests, so that a subsequent assignee or exclusve
licensee would never take clear of aprior registered security interest without a subordination agreement.
Thisis necessary to maintain the integrity of thetitle registry. If we permit exclusive licences granted in
the ordinary course take clear of a prior interest holder then the state of title cannot be determined from
the face of the register: in order to determine state of title a purchaser from secured creditor on
redlization needs to know whether licence was granted in the ordinary course. This might be consdered
acceptable with respect to the initid purchaser, who has some means of discovering the context of the
licence, but a subsequent purchaser from that initia purchaser would face the same problem. Asa
corollary, atitle guarantee system could not be implemented, since the registrar could not adjudicate on

whether every exclusive licence was granted in the ordinary course.

%Adams and Takach at 17.
9"Adams and Takach are not entirely clear as to whether they intend their recommendation to apply to

exclusive licences and assignees. They refer throughout their paper to the need to protect “transferees’, but their
specific examples deal with non-exclusive licences.
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Further, it is unlikely that an exclusive licence would be granted in the ordinary course. The judtification
for subordinating the prior secured party isimplied consent, and kegping in mind that exclusive licences
are those which have a sgnificant impact on the vaue of the IPR (so that we consder them matters of
importance to potentia subsequent interest holders), it is unlikely that a prior secured party would
consent to that type of licence in the ordinary course. It is possible that it might happen on occasion;
but in that case an express subordination agreement could be obtained. In that way the integrity of the
title register would be maintained, and since such transactions would tend to be high value, the added
transactions costs should be acceptable. For these reasons we recommend that the ordinary course
rule should not apply to exclusive licences. This accords with the position in the Revised Article 9.%8

This suggests that it might be convenient to if exclusive licences and ordinary course licences were
defined in a complementary fashion, so that any licence which did not have to be registered to bind
subsequent grantees would aso take free of subsequent interests. But convenienceis not sufficient.
While non-exclusive licences might often be granted in the ordinary course, so there is no doubt
considerable practical overlap between the two concepts, the definitions are conceptuadly different, with
the concept of exclusive licence looking to the reasonable expectations of subsequent grantees, and the
ordinary course licences looking to the expectations of the licensee and secured party. Nor would any
practical problem arise with respect to licences which are neither exclusive nor in the ordinary course of
business. Such licences would not have to be registered to bind subsequent purchasers, but they would
nonetheless be subordinate to subsequent transferees. An assignee of the non-exclusive licence would
not be able to tell from the face of the record whether its interest was clear of the prior security interest,
but if the interest was va uable enough to worry about, an acknowledgment of the assgnment could be
sought from the secured party.

9889-321(b).
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7.3  Security interest in licensee sinterest in licence

731 Validity

Thefirgt issueisthat of the vaidity of security alicensee' sinterest in alicence. The Ontario Court of
Appeal case of National Trust v. Bouckhuyt® chalenged the validity of security interestsin licences.
The case has been universdly criticized as wrongly decided. Proposed revisionsto the Mode PPSA
would make is clear that security interests may be granted in licences. Though Bouckhuyt concerned a
regulatory licence and IPR licences might well be digtinguishable the case has nonethel ess cast doubt on
the vaidity of security interestsin IP licences. In ether afederd or provincid system reforms similar to
those proposed for the Model PPSA should it be implemented to make it clear that a security interest in

alicenseg' sinterest in alicencesisvdid.

7.3.2 Anti-Assgnment

The vdidity of asecurity interest in alicence is a different issue from the enforcesbility of an anti-
assgnment clausesin the samelicence. Note that in view of the public policy concerns regarding the
control of the identity of licensees by licencing bodies, the proposed revisons to the Modd PPSA
would not impair the ability of the licensor to control the transfer of the licence: see s9(5): “A provison
in any other statute which restricts or requires the consent of the grantor to the transfer of alicence or
the cregtion of a security interest in alicence isineffective but only to the extent that the provision would
prevent attachment of a security interest in the license under thisAct.” The effect is that the secured
party may take a security interest in the licence, which would extend to the proceeds on foreclosure, but
the licence cannot be sold at foreclosure without the approva of the licencing body. The secured party
may take a security interest in the licence, but the value of the that licence as collaterd is subject to the
grantor’s assgnment policy.

9(1987), 7 P.P.S.A.C. 273 (Ont. C.A.).
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A similar question arisesin respect of licences of IPRs!® Should a provision in the licence agreement
prohibiting transfer of the licence by the licensee be effective? Note that the proposed s.9(5) of the
Mode PPSA does not address thisissue asit refersto “aprovison in any other statute” which redtricts
atransfer of the licence or requires the consent of the grantor to the transfer of alicence. This clearly not
cover contractud restrictions on transfer. We take this wording of s.9(5) to reflect the focus on
gatutorily regulated licences, such amilk production quotas or broadcast licences, which have
generated the most controversy regarding security interestsin licences, and not to reflect a positive
decison by the drafters that contractud restrictions on the transfers of licences should be ineffective.
Indeed, the existing s.9(5) is entirdy slent on the issue of contractud restrictions on assgnment.

Our view isthat licensors of 1PRs have legitimate interests in controlling the identity of licensees. For
example, if a software developer granted an exclusive licence for a certain geographica regionto a
particular marketer, it would not want to see the licence acquired by its mgor competitor on foreclosure
by the marketer’s SP on default. For this reason we recommend that it be made clear that the policy of
the Mode PPSA in respect of regulatory licences be applied to al licences. That is, contractual
redtrictions on assgnment of the licence should be ineffective but only to the extent that they would
prevent attachment of a security interest. The licensor could rely on redtrictions to refuse to recognize
therights of a non-agpproved purchaser on foreclosure. This policy isaso reflected in the Revised
Article 9.1

100« st is common for licence agreements to preclude any assignment by the licensee of its rights without
the express consent of the licensor, it may be necessary for the secured creditor to obtain an acknowledgment and
consent from the licensor to any subsequent assignment of the license agreement upon the debtor’ s default and the
secured creditor’ s realization under the security agreement.” Spring-Zimmerman et a at 7.

1015ee commentary to RA9 9-408; and see the discussion in Weise. Note that §9-406 provides for that anti-
assignment clauses in accounts are entirely ineffective, while §9-408 provides that anti-assignment clausesin
general intangibles (which do not include accounts) are ineffective only to the extent that they impair the creation
attachment or perfection of a security interest, but they are effective if they prevent enforcement. Thelicensor's
right to payment is an account, and so falls under §9-406, while the licensees right to performanceis a general
intangible and so falls under §9-408: see §9-408 Official Comment Example 2.
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74  Security interest in licensor’sinterest in alicence

7.4.1 Anti-Assgnment

A related issue is the status of anti-assgnment clauses in the licence agreement. Anti-assignment clauses
in an agreement between an account debtor and an assignor are ineffective againg third parties under
the PPSA (**Quebec?). Theright of alicensor of IPRsto assgn itsright to royatiesraisesasmilar
policy question. The anadlysisis dightly different as alicensor may have ongoing obligations under the
licence agreement (e.g. software support obligations) and some concern has been raised that the
licensor will have lessincentive to fulfill those obligations once the right to paymentsis assgned. But
these arguments are not persuasive. The licensor may wish to assign its right to roydties precisdy in
order to raise money to carry out itsobligations. And it isin the assgnee sinterest as well to ensure
that the obligations are carried out, snce breach of the obligations will normdly entitle the licensee to
stop or reduce its payments, and thiswill normally be effective againg the assignee. Wetherefore
recommend that provisons prohibiting a licensor from assgning its right to royaty payments be
ineffective againg third parties, asis the case with other types of accounts under the PPSA. Thisisadso
the result under Revised Article 9.1%

7.4.2 Truelicencev financing licence

The dividing line between assgnment and the grant of security in intangible assetsis not dways an easy
oneto draw even if one uses a substance of the transaction test. This characterization chalenge is one
reason why the drafters of the PPSAs and the CCQ decided to apply roughly the same publicity,

priority and enforcement rules to both the assgnment and hypothecation of security in intangible clams.

102« Thus, section 9-406 permits the creation and enforcement of a security interest in aright to payment
arising out of agenera intangible, including alicense of software, even if the contract or other law restricts the
licensor'sright to assign its right to payment. . . .The concern hereisthat if alicensor can assign its right to receive
money, the licensor may lose its incentive to perform its future obligations under the license, to the detriment of the
licensee.” Weise at 1089.
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A smilar issue arisesin respect of IPR licences. When isalicence a security interest? A licence has
some prima facie smilarities to a security interest: alicensee often owes an obligation to make ongoing
payments to the licensor, like a debtor does to a secured party; and the licensee’ sinterest can be

‘repossessed’ by the licensor for failure to make those payments.1%

The issue is more important under the provincia approach, where regidtration in the wrong venue could
render the interest ineffective againg third parties. Presumably this would normaly be overcomein
practice by dud registration in cases of doubt. Theissue is much less sgnificant under the federa
approach. True exclusive licences and financing licences might have different forma registration
requirements — a financing statement versus full document registration — but so long as the interest was
registered in one form of the other, subsequent parties would be put on notice. The distinction might be
sgnificant a the enforcement leve. If there was adidtinction in the forma registration requirements then
atrue assgnment which was incorrectly registered as a security interest should not be ineffective against
third parties’® Rather, aless drastic solution of a requirement of registration in the proper form should
be implemented. In either case, the diminished significance of this ditinction isapoint in favour of the
federa approach.

75  Summary and Conclusons

We recommend that non-exclusive licences granted in the ordinary course of business should not be

subject to any prior registered security interest.

193The issue was discussed in the drafting of the Revised Article 9: see Weise,
1%Note that it is not obvious that there would be any significant difference in the form of registration, since

exclusive licences might be registered by means of a notice rather than by full document registration. The form of
registration of licencesis beyond the scope of this Report.
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Anti-assgnment clauses in a licence agreement prohibiting a licensee from assgning itsinterest should
be recognized as being effective. A clause prohibiting alicensor from assigning its interest should be
ineffective.

8 Enfor cement

Under the provincia and territorid secured transactions regimes, the slandard default remedy is sde of
the collateral. In order to exercise this remedy, there needs to be some mechanism to enable the buyer
at the secured creditor’ s liquidation sale to be recorded as the new owner in the relevant federd IP
regisiry. At present, secured creditors typically require the borrower to exercise an assgnment in
registrable form at the time of the initia borrowing that can be used if and when default occurs.
Alternatively, the borrower is required to execute a power of attorney in favour of the secured creditor
to do whatever is necessary on defaullt to effectuate a sde of the collaterd including the execution of an
assgnment and its submisson for regidration. The laiter is the recommended course, particularly with
trade-marks, to avoid any challenge that the mark has logt its distinctivenessin the absence of control by
the assignee/secured creditor.®  In any event, these awkward and burdensome procedures of
uncertain effectiveness could be eiminated if the law were to provide an express procedure whereby on
presentation of atransfer document executed by the secured creditor n the prescribed form, the
Registry were required to record the purchaser asthe new owner. Although a procedure of this kind
has been recommended for inclusion in the PPSAS!® to be fully effectud reform a the federd leve is

required and we so recommend.

195gee Spring-Zimmerman et al.

1%5ee Cuming & Walsh.
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9 Conclusions

Secured lending based on |PRs faces challenges both because of vauation difficulties and because of
the inadequate legal regime governing security interestsin IPRs. We conclude that forma governmental
action directed a improving the vauation expertise of financiers of |P collaterd is not required.
Vauation expertise has been and will continue to be developed by the private sector as the importance

of |P assats increases.

In contrast action is needed to modernize the legd regime governing security interestsin IPRs. The
present system is radicaly uncertain in essentialy every respect. Modernizing the 1PRs security will
improve access to and lower the cost of secured credit based on IPRs. It will aso indirectly improve
vaudion; lowering this barrier to the use of IPRswill help set up a*“virtuous circl€’ in which improved
demand for IPR based security and will increase lenders familiarity with PR based collaterd and thus

improve va uation techniques.

We have described two main gpproaches to security in IPRs. We will not review the details of these
approaches here: our summaries and recommendations from the body of the text are repeated below
for convenience. At this point we wish to emphasi ze the basic factors affecting the choice between the
two systems.

The first gpproach which we reviewed was the misnamed provincid gpproach, in which the law rdating
to security interestsin IPRsisthat of the location of the debtor. The fundamentd disadvantage of this
gpproach is the problems which arise from the need to search title through a ownership registries and
Security regidtriesin different jurisdictions. If the debtor names rules are not uniform among dl the
jurisdictions, including the ownership registries and the security registries, afull search chain could be
very burdensome. In some casesit would not be possible to conduct areliable search, asthe

ownership registry would not provide sufficient information about the correct name of a predecessor in
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title to dlow areliable search of the security registry. This problem would be significantly ameliorated
by uniform debtor names rules among the provincid and federa registries. However, even thiswould
not solve the problem of foreign debtors. If aforeign debtor gppeared in the chain of title it would be
necessary to search aforeign regidry, if one existed, for encumbrances; and in some cases foreign law
would not require registration of security interestsin IPRS, in which case the prior interest would be
undiscoverable. Thereisno solution to this problem in aprovincia gpproach short of aworld-wide
IPR security registry, and this, needless to say, is not on the horizon. Note that a gateway approach to
searching in which would direct a Sngle query to multiple registries would not address these problems.
Certainly a gateway search gpproach is desirable, but it is not a solution to the fundamentd problems.
It isredly no more than abasic pre-requisite to a provincia approach.

The second approach is the federa approach. One of the most common objectionsto afedera system
isthat it would require dua registration to take a security interest in al of the debtor’s assets. We do
not consider thisto be astrong point. On the contrary, in view of the search problemsraised ina
provincia system, it isreasonably clear that the overal search and registration burden under afedera
system is much less than under aprovinciad system. And problem of dud regidration in particular can
be largely overcome with a one-stop gateway registration system, smilar to the gateway search system

proposed for the provincid system.

Another common objection is that afederd approach would require a more radical overhaul of the
federd regisry sysem. While this point has some merit, we do not fed it to be astrong objection. The
current federal systemn requires amajor overhaul even to alow the proper operation of a provincia
system. In comparing the provincial and federa gpproaches the question is what additional reforms
which would be required to implement the federd gpproach. These should be technically minimdl.

The most serious problem in the federal system is conceptud: the implementation of a system to dlow
security interestsin after-acquired property in the context of an asset indexed system. The ability to
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take security interests in after-acquired property without subsequent specific gppropriation is amgor
advantage of the current provincid systems. It would count as a significant objection to afederd
system if we could not implement a smilar feature in that context. We have proposed a system which
would alow security interests in after-acquired property in afederad system. The question iswhether
this or an dternative sysem would be effective in this regard.

The following questions, then, need to be addressed in comparing the approaches. With regard to the
provincia gpproach: In practice how serious a burden would chain of title searching for prior
encumbrances be in the absence of uniform debtor name rules? In practice how serious a burden
would chain of title searching for prior encumbrances be with uniform debtor name rules? What isthe
likelihood of implementing uniform debtor name rules? In practice how serious a burden isforeign
debtor problem? And with regard to the federa approach: Can an effective system for implementing
security interests in after-acquired property can be implemented.

On the whole we recommend the federd gpproach. We believe that the problems facing the federa
approach can be overcome with good system design. The provincid gpproach faces an irreducible
problem of due to the possibility of foreign debtors in the chain of title, and this problem islikely to get
worsein an increasingly globa economy. We should note, however, that our recommendetion is based
on a comparison of the best forms of the federa and provincid systems. In particular, if the basic
reform of the federal ownership registry which we consider essentid to the effective operation of ether
aprovincid or federa system are not implemented, both the provincid and federd approaches would
auffer, but they probably would not suffer equally. The comparison of the two systems would be
different in such a*“second-best” world. It isnot possible in this Report to compare the various
approaches under al possible scenarios, but we hope that this Report will provide aframework for so
doing.
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11 Review of Summaries and Recommendations

11.1 Valuation Challenges

Forma governmentd action directed a improving the vauation expertise of financiers of IP collaterd is
not required.

The inherent legd nature and characteristics of intellectua property pose vauation risks for secured
creditors of adifferent nature and extent that arise in relation to other types of property. With the
exception of the points noted in the recommendations listed below, this vauation risk cannot be reduced
by changing the legd incidents and attributes of intellectua property without compromising fundamenta
policies of intellectud property law to an unacceptable extent.

The policy judtification for the rule whereby, if the first owner of the copyright is the author, ownership
revertsto the author’ s heirs 25 years after the author’ s deeth notwithstanding any previous assgnment,
should be revisited to determine whether it is judtified despite its negative impact on the predictability of
the future vaue of copyright collaterd.

The non-assignakiility of authoria mord rights reduces the vaue of copyrights and renders vauation
more unpredictable. Although mord rights may be waived, the scope of the beneficiaries entitled to
take advantage of awalver is unclear under the current Copyright Act. The rdlevant provisions should
be amended to confirm that subsequent assignees and secured creditors are entitled to invoke the
benefit of awalver executed in favour of a prior assgnee in the abosence of a contrary intention.
Congderation might aso be given to amending the Act to provide, that in the case of registered
copyrights, regigtration of the author’ sintention to retain mord rights is a pre-condition to the
effectiveness of those rights againgt subsequent assignees and secured creditors.
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11.2  Uncertainty in Existing Law and Practice

In our view, legidative authority over al aspects relating to ownership and the third party effects of the
assignment and transfer of federd |PRs should be exercised exclusvely at the federd level. The
supplementary application of otherwise gpplicable provincid law principles creates uncertainty both
because of the lack of conscious coordination between the federal and provincia rules and because of

the difficulty of predicting which provincid (or other) laws may intersect with the federa rules.

However, if federd law isto provide certain, reiable and predictable guidance, the substantive
provisons relating to the third party effects of registration in the federd 1P registries need to be
expanded to provide afully comprehensive regime. In our view, this would best be accomplished by
reforming the federd intellectud property statutes to provide:

(1) that federd regigtration of an assgnment or transfer of any federa IPR is an absolute pre-
requisite to itsthird party effectiveness even if the federd IPR is not itself registered as will often
be the case for copyrights;

(2) that successive assignments or transfers of the same IPR by the same assignor are ranked

on adrict firg-to-register basis.

(3) that dl exclusve licences should be subject to the federd ownership regigtration regime.

Reform of the federd substantive rules governing the regigtration and priority status of assgnments and
trandfers of federal IPRswill produce little real benefit unlessthe federd 1PR regidtries are Sgnificantly
reformed to permit chegp and efficient remote access. Because structurd reform of thiskind is relevant
to additiond issues of subgtantive reform to be discussed imminently, we will defer making detailed

recommendations until later in the Report.
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11.3 TheProvincial Approach

To this point we have seen that the existence of afederal ownership registry makes the mgjor forms of
federa IPRs different from traditiona persona property and more akin, in some ways, to land. The
existence of an ownership registry complicates the search burden for prospective secured creditors and
assignees as compared to traditiona persona property, because of the need to search up the chain of
title to ensure a clean chain of title including protection againg the risk of a grant of security by a
predecessor in title to the immediate debtor.

Under aprovincid gpproach, this chain of title search is dso more complex than for land because the
ownership registry and the security interest registries are separate, because the chain of title seerch may
require multiple searches to be conducted in multiple jurisdiction, and because no security registry may

exist where the debtor or predecessor intitle is from aforeign country.

The need to search for antecedent security interests granted by predecessorsin the debtor’s chain of
title to the immediate debtor adds to the search burden in respect of IPRs used as collateral under a
provincia strategy The practica extent of this additiona burden is not clear. It depends on the extent to
which the IPRs used as collaterd originated, by assgnment or licence, with someone other than the
debtor. Thisislikely to depend on the particular industry.

A common gateway approach to searching the provincia security registries and the federa |P registries
would substantidly reduce this search burden. However, the remaining search burden would be
sgnificant. If complete uniformity in debtor name rules among provinces and between the provincid
and federd regidriesislacking afully reliable chain of title search may not be possible. Achieving this
uniformity may be asgnificant barrier to implementation.

Further, the common gateway solution would not assist to secured creditors and assgnees in verifying
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therisk of security having been granted by an owner in the chain of title who islocated outsde of
Canada. The additiona inquiry burden and risk thisimposes would vary according to whether the
secured transactions regime in force in that particular jurisdiction operated an encumbrance registry of

the kind in place in the Canadian provinces and territories.

Asset-based indexing of IPRs would do away with the need for interprovincid and federa uniformity at
the debtor name level, but would depend on uniformity of adoption by the various provinces and
territories, which is by no means guaranteed. Moreover, this approach would have a negative impact
on the ability of debtors to grant security in generic categories of 1PRs through a single agreement and a
singlefiling. For these reasons assat-based indexing of IPRs at the provincid leve is not recommended.

11.4 TheFederal Approach

The federd gpproach which we recommend would be a mixed variant in which federdly registered
interests would have priority over any provincidly registered interest, but provincid regigtration would
remain effective except in acompetition againg afederdly registered interest holder or anyone claming

under them.

The reformed federd system would legdly reliable, up to date, on-line searching. 1t would adopt a
notice regidiration system for security interests Smilar to that used in the provincid sysems. Security
interests in after-acquired property should be implemented using a system which automaticaly cross-
indexes debtor name with owner name and asset description. Thiswould alow autometic specific
appropriation of after-acquired property. The federa ownership and security interest regidtries, if
separate, should have uniform debtor name rules and should be accessible through one-stop “ gateway”
searching and regigration. The gateway should amilarly link the federa and provincid security
registries.
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A title guarantee system should be consdered for uniqudy identifiable IPRS, in particular patents.

The federd system would gpply only to federal 1PRs and security intereststherein. Provincid IPRs and
security interests in them would be wholly governed by the law of the debtor’ s location.

Security interests in royaties and other rights of alicensor in respect of federd |PRs should be governed
by provincid law, not by the federa system.

115 Licences

We recommend that non-exclusive licences granted in the ordinary course of business should not be

subject to any prior registered security interest.
Anti-assgnment clauses in alicence agreement prohibiting alicensee from assigning its interest should

be recognized as being effective. A clause prohibiting alicensor from assigning its interest should be
ineffective.
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