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An advertisement for Brand "X" software catches the attention of areader of a
computer magazine. The advertisement announces that Brand "X" software is available
through telephone order and designates a price. The magazine reader promptly calls the
number listed in the ad and places an order. Within a few weeks, the software package,
wrapped in brown paper, arrives in the mail together with an invoice which specifies the
product, the recipient and the price. Just before opening the brown paper wrapping of the
package, however, the purchaser notices a message in bold type attached to the outside of
the wrapper, beginning as follows:

BEFORE YOU OPEN THIS PACKAGE:

Carefully read the following legal agreement regarding your use of the enclosed
Brand "X" product. By the act of opening the sealed package, using the software or
permitting its use, you will indicate your full consent to the terms and conditions of this
agreement. If you don't agree with what it says, you may return the software package
within 7 days of your receipt for a full refund.

The agreement provides, in essence, that the software publisher is not relingquishing to
the buyer al title to the software package. The act of exchanging money for this software
package is to be construed instead as transferring full title only to the medium in which
the software is embodied (e.g., disc, tape or cartridge), while merely creating a perpetual
restrictive use license (without passing title) to the computer program itself. nl
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Agreements such as these, known by descriptive terms such as "box-top," "shrink-
wrap," n2 "tear-open,” "tear-me-open” and blister-pack” licenses, have become popular
instruments through which software publishers attempt to retain substantial rights to the
software that they mass distribute. Part | of this article will discuss the terms commonly
contained in shrink-wrap license agreements and why software publishers consider these
termsto be desirable. Subsequent sections will evaluate the effects of contract, copyright
and trade secret law on shrink-wrap licenses.

I. What Shrink-Wrap Licenses are Designed to Accomplish

There are strong financial incentives for software publishers to retain rightsin the
software packages which they mass market. According to current estimates by the
Software Publishers Association, there exists one unauthorized copy for every three
legally-purchased software packages in the United States. n3 The resulting cog to the
software industry is estimated at over $ 2.3 billion annually in the United States alone.
4

Responsible for a substantial proportion of the unauthorized copying are individuals
and companies who copy the programs onto blank diskettes (or onto any other medium)
and sell the copied programs. Popularly rented programs, such as L otus 1-2-3, Word
Perfect and Word, range in price from $ 225.00 to $ 500.00. Y et blank diskettes onto
which these programs can be copied sell for only one to two dollars, and the
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discourage unauthorized copying, software publishers typically include in their shrink-
wrap agreements terms which grant end-users only a nonexclusive, nonassignable, and
nontransferabl e right to operate the program on a single computer system. Such
agreements prohibit any copying of the computer program for any reason without the
written authorization of the software publisher. n6

A further objective which software publishers seek to achieve by means of shrink-
wrap licenses is the prevention of reverse engineering. Most mass- marketed software is
distributed only in its object code n7 version. While federa copyright law protects the
particular sequences of object code digits or characters by which a computer algorithm is
implemented, it does not protect the computer algorithm itself. n8 Thus, copyright law
does not prevent a user from reverse engineering the object code version of the program
into source code n9 in an attempt to deduce the underlying algorithm. To prevent
competition from utilizing this process to create functionally identical yet non-copyright-
infringing programs, most shrink-wrap licenses contain a provision precluding the buyer
from using the software for any purpose other than operating the program and from
disassembling or decompiling n210 the object code into higher-level languages.

Y et another use of shrink-wrap licensesis to disclaim warranties and to limit the
publisher's liability in the case of software defects. nll
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There have, thus far, been few reported judicial decisions regarding the enforceability
of shrink-wrap license agreements. The most recent of these decisions, ProCD, Inc. v.
Zeidenberg, nl12 held a shrink-wrap license to be enforceable under sections 2-204 and
2-606 of the Uniform Commercial Code. n13 The first case applying a significant
Uniform Commercial Code analysis to shrink-wrap licenses was Step- Saver Data
Systems v. Wyse Technology, n14 which held a shrink-wrap license to be unenforceable
under section 2-207 of the Uniform Commercial Code. n15 An earlier decision, Vault
Corp. v. Quaid Software Ltd., n16 held shrink-wrap licenses to be unenforceable
adhesion contracts under Louisiana law. furthermore, the Vault court held a state statute
specifically designed to validate shrink-wrap license transactions to be preempted by the
Copyright Act. nl7

The remainder of this article will evaluate the merits of the arguments which have
been raised with respect to shrink-wrap licenses and will anticipate and discuss additional
contract, copyright, and trade secret issues which might be raised with respect to these
agreements.
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[1. Contract Considerations

A. Is There a Binding Contract?

There are principally three ways in which shrink-wrap licenses can be interpreted
under the common law of contracts. (1) asimposing conditions subsequent to sale; (2) as
terms of areverse unilateral contract between publisher and end- user; (3) and as
imposing conditions precedent to sale.

1. Conditions Subsequent to Sale

On first appearance, shrink-wrap licenses may appear to imply conditions subsequent
to sale. According to this interpretation, the purchaser is the "owner" of the product when
it is delivered to him, but somehow "loses" that ownership upon opening the package.

Conditions subsequent to sale cause a forfeiture of contract rights which are otherwise
due and enforceable. Not surprisingly, they are generally frowned upon by the courts.
ni8

2. Reverse Unilateral Contract

Suppose that the shrink-wrap agreement is interpreted as an offer from the software
publisher to the buyer in the following terms: "arestricted right to use this program is
yours if you agree to abide by these license provisions." This rare type of transaction has
been coined a "reverse unilateral contract” because it consists of an offer of a
performance for a promise, rather than an offer of a promise for a performance. nl19

Viewed as areverse unilateral contract, shrink-wrap licenses have no basis for
bargaining to reach an agreement. By the time the user manifests his "assent" by opening
the package or using the program, he already possesses full rights of ownership (having
paid or promised to pay in return for delivery of the software). By assenting to a post-
purchase
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no further consideration from the publisher. n20

3. Conditions Precedent to Sale

Neither can agreement to the terms of a license which accompanies mail order
software properly be construed as a condition precedent to sale. Telephone order
purchasers typically do not have the opportunity to read the shrink-wrap terms, much less
agree to them, until after they have paid for, or agreed to pay for, the software.

Many software packages, however, are sold by independent dealers rather than
through telephone orders from the publishers. If software is purchased through an
independent dealer and adequate notice of the license terms is provided to the consumer
before the money is paid or agreed to be paid, purchase of the software may manifest
acceptance of a conditional offer, with the software publisher as third-party beneficiary.
In this situation, a valid bilateral contract, including the terms in the shrink-wrap license,
is formed at the moment of sale. The opening of the package has no independent
significance. If the terms of the license agreement are hidden beneath opaque packaging,
payment of the purchase price may even then represent acceptance of a conditional offer,
so long as the buyer is given adequate notice that alicense is contained inside. In that
event, what the buyer is giving in return for the software package is his money or a
promise to pay plus a promise to read the license and to leave the internal seal unbroken
(for arefund) if heisnot willing to comply with the license terms. In such a condition
precedent to a contract, when the purchaser breaks the seal, he is thereby making a
binding election to use the software subject to the terms of the license. n21

In actual practice, however, most consumers purchasing software from independent
dealers do not receive adequate notice that use of the software will be limited by the
terms of arestricted-use license.
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transaction. Moreover, dealers generally use sales forms, invoices and receipts, all of
which imply, if not expresdy state, that the transaction is one of a standard sale of goods.
n22

B. Does Article 2 of the Uniform Commercial Code Apply?

Article 2 of the Uniform Commercial Code governs transactions in goods in the
nature of sales. In cases involving bundled systems, e.g., hardware and software sold
together in a unified system where the sale of software is only incidental to the sale of
hardware, courts have generally treated the whole transaction as one subject to article 2.
n23 In ascertaining whether software packages are goods, the critical question is whether
software is tangible or intangible property. Software has been deemed tangible for
criminal wire fraud purposes but intangible under the federal tax laws. Statutes and
decisions regarding the application of sales and use tax to software have gone both ways.
n24

In the case Advent System Ltd. v. Unisys Corp., n25 the court held that article 2
applies to packaged software regardless of whether it is sold in conjunction with
hardware. n26 The Advent court compared the medium in which the software is
recorded to a book, reasoning that "[w]hen a professor delivers alecture, it is not a good,
but, when transcribed as a book, it becomes a good.” n27
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Whether or not software packages can be classified as goods, software publishers
using shrink-wrap licenses definitely do not wish to label the transaction a sale.
According to section 2-106 of the Uniform Commercial Code, a sale consistsin "the
passing of title from the seller to the buyer for aprice.” n28 The purpose of a shrink-
wrap license is to prevent title from passing to the end-user.

Even if the transaction is not technically a sale of goods, courts may nevertheless opt
to apply article 2. Article 2 has been applied not only to sales, but also to analogous
transactions such as leases of personal property. n29 Moreover, article 2 has been very
influential in awide range of other areas of contract law clearly outside the Uniform
Commercial Code definition of sales. n30

C. Application of U.C.C. Article 2

Presently, the Third and Seventh Circuits appear at odds with respect to their
approaches to shrink-wrap licenses. The first case to have ever applied a Uniform
Commercia Code analysis to shrink-wrap software licenses was Step- Saver Data
Systems v. Wyse Technology. n31 In that case, the Court of Appeals for the Third
Circuit held such alicense to be unenforceable under section 2-207 of the Uniform
Commercia Code (the battle of the forms provision). n32 The most recent case applying
aUniform Commercia Code analysis to shrink-wrap software licenses is ProCD Inc. v.
Zeidenberg. n33 In that case, the Court of Appeals for the Seventh Circuit held such a
license to be enforceable under sections 2-204 and 2-606 of the Uniform Commercial
Code, while finding section 2-207 to be inapplicable. n34 The factual distinctions in
these cases do not appear to merit the opposite results reached by the courts, and will
likely encourage forum shopping.
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1. The Third Circuit and the Step-Saver Case: Shrink-Wrap License Held
Unenforceable

a) Background of the Step-Saver Case

Step- Saver was the developer and marketer of a multi- user computer system,
including an operating system program developed by The Software Link (TSL), entitled
"Multilink Advanced." n35 Step-Saver purchased and resold 142 copies of the TSL
program as part of its multi- user computer system. All orders by Step-Saver for the
software were placed over the telephone. TSL accepted each of the orders over the
telephone, and also promised over the telephone to ship the goods promptly to Step-
Saver. After each telephone conversation, Step-Saver sent a purchase order, detailing the
items to be purchased, the price, the shipping charges, and payment terms. Next, TSL
would ship the order along with an invoice containing terms essentially identical to those
contained in Step-Saver's purchase order. None of the telephone conversations, purchase
orders or invoices indicated that the transaction was anything other than an outright sale,
nor conveyed any disclaimer of warranties. n36

The wrapper containing each copy of the program, however, bore a shrink-wrap
license which provided the following: (1) that this transaction should be construed as a
perpetual nontransferable license to use the software, but not as a sae; (2) that all
warranties were disclaimed except for awarranty that the discs were free of defects; (3)
that the licensee's sole remedy would be replacement of any defective discs; (4) that the
shrink-wrap license was the final and complete agreement between the parties (an
integration clause); (5) that the act of opening the package would be construed as
acceptance of the shrink-wrap license terms; and (6) that if the receiver of the software
package did not agree with these terms, it should return the package unopened within
fifteen days in exchange for afull refund. n37

Shortly after Step-Saver sold its computer systems, problems developed with the
systems that neither TSL or Wyse, the manufacturer of the terminals used in the systems,
was able to solve. Step-Saver sued TSL and Wyse for breach of warranties, and TSL
responded that all such warranties had been waived by the shrink-wrap license. n38
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b) Application of U.C.C. Section 2-207

The Third Circuit Court of Appeals analyzed the shrink-wrap license in accordance
with section 2-207(1) of the Uniform Commercial Code. n39 This provision, known as
the Uniform Commercial Code's battle of the forms rule, provides as follows:

A definite and seasonable expression of acceptance or a written confirmation which is
sent within a reasonable time operates as an acceptance even though it states terms
additional to or different from those offered or agreed upon, unless acceptance is
expressly made conditional onassent to the additional and different terms. n40

This law provides that a communication from a seller, which would otherwise operate
as an acceptance, will not so operate if it is made expressly conditional on the buyer's
assent to additional or different terms. In such a situation, the seller's response should be
construed, instead, as arejection of the original offer and as a proposal of a counteroffer.

If the seller's response is found not to be expressly conditional, the next issue which
must be addressed is whether the buyer assented to the additional or different terms.
Finally, if the buyer did not assent to the additional or different terms, the court must
determine whether the seller's actions manifested agreement to proceed with the
transaction notwithstanding the buyer's failure to agree to the shrink-wrap terms.

As athreshold issue, the Step-Saver court needed to determine whether the
conditional acceptance analysisin U.C.C. section 207(l) was applicable. U.C.C. section
2-206(b) provides that "[a]n order or other offer to buy goods for prompt or current
shipment shall be construed as inviting acceptance either by a prompt promise to ship or
by the prompt or current shipment of conforming or norconforming goods." The court
accordingly found that the contract between TSL and Step-Saver may have been
established upon TSL's delivery of the package. If that were the case, TSL did not receive
the shrink-wrap license until a contract had already been formed without its terms. The
court might have noted that U.C.C. section 2-206(b) would also support the interpretation
that a contract was formed and completed as soon as TSL promised over the telephone to
promptly deliver the goods.
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In any event, the court held that U.C.C. section 2-207 would dictate the analysis of
the transaction even if the contract had already been formed prior to Step-Saver's receipt
of the shrink-wrap agreement. In deciding this way, the court followed the official
comment to U.C.C. section 2-207, which states that even if a proposed deal has been
closed, the conditional acceptance analysis still applies in determining which writing's
terms will define the contract. n4l

In applying U.C.C. section 2-207, the court held that the integration claim in the
shrink-wrap license and the phrase "opening this product indicates your acceptance of
these terms"’ were not sufficient to make TSL's acceptance "expressly conditioned on
assent to the additional or different terms' within the meaning of that provision. n42 The
court left open the possibility that a refund offer like that contained in TSL's shrink-wrap
license might, under another sets of facts, constitute a conditional acceptance. n43 The
court found, however, that in this instance, there was no real indication that TSL was
willing to forgo the transaction if the shrink-wrap provisions were not included in the
contract.

While the Step-Saver court never cited the district court opinion of Baumgold
Brothers, Inc. v. Allan M. Fox Co., East, n44 the facts and legal reasoning in the two
cases are remarkably similar. In Baumgold, a buyer sent awritten purchase order for
diamonds to the seller, who promptly shipped the buyer the requested diamonds
concurrently with a sales agreement stating that its adoption was an express condition.
The agreement enclosed in the shipment contained an integration clause which stated that
this was the final and complete agreement between the parties. Applying U.C.C. section
2-207, the court concluded that in spite of the purported expressly conditional language,
the seller's act of shipping the diamonds before any assent was manifested clearly
evidenced his willingness to proceed with the transaction with or without the buyer's
assent to the different or additional terms.
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Asin Baumgold, TSL delivered a package to Step-Saver in response to a purchase
order, which was accompanied by additional and different terms. By mailing the software
to Step-Saver before it had even seen the license terms, TSL evidenced its willingness to
proceed with the transaction regardless of whether Step-Saver assented to the shrink-
wrap license terms. Therefore, a contract became effective between TSL and Step-Saver
providing for a complete transfer of title to the software, without the different terms
contained in the shrink-wrap license.

¢) Course of Dedling

The Step-Saver court next addressed the issue of whether Step-Saver's continued
ordering and usage of software from TSL after receipt of the shrink-wrap license
accompanying the first-delivered software package constituted consent to the identical
ghrink-wrap licenses accompanying the second and subsequent software packages which
Step-Saver received. The court held that for two reasons the repested sending of shrink-
wrap licenses containing identical terms, without any action with respect to the issues
raised by those terms, did not constitute a course of dealing and did not incorporate these
terms into the subsequent software transactions. First, the repeated sending of the shrink-
wrap license indicated only that TSL desired those terms-not that Step-Saver agreed to
them. Second, TSL's unwillingness or inability to obtain a negotiated agreement
regarding these terms indicated that, regardless of whether TSL would have liked a court
to incorporate those terms in the event of a dispute, these terms were not part of the
parties commercial bargain.

2. The Seventh Circuit and the ProCD Case: Shrink-Wrap License Held Enforceable

a) Background of the ProCD Case

A computer database called SelectPhone was compiled by ProCD, Inc., which
combined information from over three thousand telephone directories into a format from
which the information could be easily retrieved. The outside of the box contained a
statement that the software was subject to a license agreement found within the box. The
enclosed license limited use of the application program and listings to non-commercial
uses, and was reproduced on the user's screen each time the program was launched. After
purchasing a copy of the software,
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the software for afee. He did so with knowledge of the existence of the shrink-wrap
agreement but with the belief that the agreement was unenforceable. The court held that
this commercia use was in violation of the shrink-wrap license agreement.

b) Non-Applicability of UCC Section 2-207

Distinguishing itself from the Step-Saver case, ProCD held that the transaction
completed by the parties did not even implicate section 2-207 of the Uniform
Commercia Code. n45 Without any elaboration, Judge Easterbrook concluded that
"[o]ur case has only one form; UCC 2-207 isirrdlevant." n46 Presumably, Easterbrook
meant that since the box incorporated the enclosed license agreement by reference, the
license agreement was not a conflicting instrument. Judge Easterbrook’s argument failsin
a situation where the box is not seen before purchase, since in that case it would be
difficult to view the shrink-wrap license as anything other than an acceptance with
conflicting terms. One of the difficulties with the court's reasoning is that it assumes the
buyer is made aware of the incorporation term before making the purchase. It ignores the
reality that, as ProCD itself notes, "[o]nly a minority of sales take place over the counter,
where there are boxes to peruse.” n47 Furthermore, even in the case of over-the-counter
sales, the purchaser may not read the incorporation statement.

c) Application of UCC Section 2-204

Judge Easterbrook found that section 2-204(1) of the Uniform Commercial Code
supports the enforceability of shrink-wrap licenses. Section 2-204(1) provides that:

A contract for sale of goods may be made in any manner sufficient to show
agreement, including conduct by both parties which recognizes the existence of such a
contract. n48

According to the Seventh Circuit, the ProCD transaction involved a vendor who made
an offer for transfer of the software which included "limitations on the kind of conduct
that constitutes acceptance.” n49
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as acceptance.” n50 Because Zeidenberg read the license (which was "splashed" on the
screen) and went on to use the software, he agreed to the terms ProCD indicated for
acceptance.

Easterbrook argues that this situation is different from one in which "a consumer
opens a package to find an insert saying 'you owe us an extra $ 10,000' and the seller files
suit to collect.” n51 However, it is unclear how these two situations can be
distinguished. In both, the buyer is unaware of some circumstance which alters the terms
of the transaction. In both instances, the buyer does not receive that which was bargained
for. Easterbrook’s assertion that the buyer can merely return the software if not satisfied
with the terms of the deal was unsupported by any proof that such return would have
been permitted or that the seller had any policy of actually providing refunds to those
who disagreed with the license terms.

d) Additional Support from UCC Section 2-606

ProCD holds that section 2-606(1)(b) of the Uniform Commercial Code also supports
the enforceability of shrink-wrap licenses. n52 This provision provides that acceptance
of goods does not occur until the buyer has had a reasonable opportunity to inspect them.
Since Zeidenberg did not return the software after inspecting it, the court found that the
goods were effectively accepted under section 2-606. n53

It should be kept in mind, however, that it is physically impossible for purchasers of
software packages to inspect them without first opening the wrapper - the very act which
many shrink-wrap licenses purportedly deem to constitute an acceptance of their terms.

D. Validating State L egislation

In the absence of special legidation designed to validate shrink-wrap licenses, it is
unlikely that these agreements will be upheld by the courts as enforceable contracts.
Recognizing this, Vault Corporation, a
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which would create the irrebuttable presumption  n54 that any person acquiring a copy
of computer software has accepted the terms of the accompanying license agreement.
n55 To prevent software publishers from abusing such alaw by inserting unconscionable
provisions n56 into their license agreements, the model software bill drafted by Vault's
counsel does not provide that all terms in the accompanying license agreements are
necessarily enforceable, but only those that significantly enhance the ability of the
software publishers and distributors to protect their rights under trade secret and
copyright law. n57

Terms that the Vault Bill deems to have been accepted include: <bullet>provisions
for the retention of title to the software by the licensor; <bullet>prohibitions against
copying for any purpose; <bullet>prohibitions against modifying or adapting the
software, including prohibitions on trand ating, <bullet>reverse engineering,
decompiling, disassembling or creating derivative works based on the software;
<bullet>prohibitions against further transfer, assignment, rental, or other dispositions of
the software; and <bullet>prohibitions for the automatic termination of the license
agreement without notice if any provisions are breached by the licensee. n58



[*308]

As of the time of thiswriting, Louisiana and Illinois are the only states which have
adopted forms of this legidation, and the Illinois statute was subsequently repealed. n59
The Louisiana bill, introduced by State Senator Atkins and Representative Ater, was
passed in July of 1984 under the short title, "Software License Enforcement Act." n60
One of the reasons why the model bill drafted by Vault has not received significant
support is that athough difficult contract issues are resolved by the legidation, it remains
problematic whether shrink-wrap licenses can be enforced consistently with the federa
law of copyrights and state laws on trade secrecy. n61 This article will now address
these further obstacles to shrink-wrap license enforcement.

I11. Copyright Considerations

Section 301 of the Copyright Act of 1976 provides that:

All legal or equitable rights that are equivalent to any of the exclusive rights within
the general scope of copyright . . . are governed exclusively by the [copyright law]. . . .
[N]o person is entitled to any such right or equivalent right in any such work under the
common law or statutes of any State. n62

Rights which shrink-wrap licenses attempt to afford to software publishers, even if
supported by validating state legislation, may, therefore, be preempted if they fall within
the general scope of the copyright law. Shrink-wrap provisions facing the greatest risk of
preemption are those in potential conflict with section 117 of the Copyright Act.

Under section 117 of the Copyright Act, n63 it is permissible for a program copy
owner to make an adaptation of a computer program
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"created as an essential step in the utilization of the computer program in conjunction
with amachine" or "isfor archival purposes only.” Freedom to modify the program may
tempt users to make their own versions of the program and sell them in competition with
the original (although section 117 technically prohibits this result, l[imiting the
permissible use of the adaptation to the facilitation of the operation of the origina
program).

While the adaptation right is most suited to source code, it may aso be applied to
object code. In order to modify object code, however, it is usualy necessary to first
disassemble or decompile it, activities which many shrink-wrap licenses are designed to
prevent. n64

This issue was specifically addressed in the fifth circuit case of Vault Corp. v. Quaid
Software, Ltd. n65 The Vault court held that under Louisiana law, shrink-wrap licenses
are contracts of adhesion n66 which are only enforceable to the extent that L ouisiana's
Software Enforcement
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provision in the Louisiana statute which prohibits the adaptation of licensed software by
decompilation or disassembly was unenforceable and preempted by section 117 of the
Copyright Act. n67

The significance of the Vault decision extends far beyond the validity of the
Louisiana Software Enforcement Act. If provisions of this Act conflict with section 117
of the Copyright Act, then the application of state common law contract rules or of the
Uniform Commercial Code to justify the enforcement or validity of similar shrink-wrap
provisions may also be preempted by the Copyright Act. n68

However, in ProCD, Inc. v. Zeidenberg, n69 the court rejected the argument that
rights created by contract are "equivalent to any of the exclusive rights within the general
scope of copyright” and are thus
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copyright law governs "right[s] against the world," contracts law governs only relations
between parties. n71 Since the shrink-wrap license would not affect "[s|omeone who
found a copy of [the software] on the street,” the court found that copyright law was not
being usurped by enforcement of the license agreement. n72

V. Conclusion

Until recently, it seemed that in the absence of state legislation deeming the purchaser
to have "agreed” to the license terms, courts would not hold shrink-wrap licenses
enforceable under either the common law of contracts or the Uniform Commercial Code.
Moreover, in the one case to date in which such state legidation was found to be
applicable, the court nevertheless found some shrink-wrap license provisions to be
invalid, as they created rights within the exclusive scope of the federal law of copyrights.
However, the recent Seventh Circuit decision holding a shrink-wrap license enforceable
under the Uniform Commercia Code, and not preempted by the Copyright Act, created a
clear split between the third and seventh circuits. It is not clear which approach other
circuits will follow in the future.

nl* (c) 1998 David A. Einhorn. Mr. Einhorn is a partner in the New Y ork City office
of Anderson Kill & Olick, P.C. State Legidatures Act on Intellectual Property Issues, 28
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