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PATENT SECURITY AGREEMENT

THIS PATENT SECURITY AGREEMENT is made as of the @_"_‘”day of October,
1997, by and between ZAPATA INDUSTRIES, INC., a Pennsylvania corporation, having
offices located at 4400 Don Cayo Drive, Muskogee, Oklahoma 74403 (the "Debtor"), and
NATIONAL BANK OF CANADA, a Canadian Chartered Bank, having offices located at 5100
Town Center Circle, Suite 430, Boca Raton, Florida 33486 (the "Secured Party").

WHEREAS, Secured Party has agreed to modify and make those certain loans in the
aggregate principal amount of Twelve Million Two Hundred Thousand and 00/100 Dollars
($12,200,000.00) (collectively, the "Loan") to Debtor and to ZAPATA INNOVATIVE
PLASTICS, INC., a Delaware corporation ("Plastics”), which Loan is evidenced by a
Modification Master Revolving Promissory Note in the principal amount of Five Million and
00/100 Dollars ($5,000,000.00), a Consolidation Promissory Note in the principal amount of
Five Million Two Hundred Thousand and 00/100 Dollars ($5,200,000.00) and a CAPEX Line/
Term Promissory Note in the principal amount of Two Million and 00/100 Dollars
($2,000,000.00) executed by Debtor and Plastics in favor of Secured Party (said promissory
notes being hereinafter collectively referred to as the "Notes"), a Loan Agreement executed by
Debtor and NATIONAL CANADA FINANCE CORP, a National Bank of Canada Subsidiary
("NCFC"), dated as of May 24, 1995, as amended by a First Amendment to Loan Agreement
executed by Debtor, Plastics, and Secured Party dated as of April 12, 1996, as assigned by
NCEFC to Secured Party, as further amended by a Second Amendment to Loan Agreement dated
of even date herewith executed by Debtor, Plastics and Secured Party, and as the same may be
further amended from time to time (collectively the "Loan Agreement"), one or more Security
Agreements, and other collateral loan documents (all of the foregoing, as amended, assigned and
reaffirmed from time to time being hereinafter collectively referred to as the "Loan
Documents");

WHEREAS, all capitalized terms not specifically defined herein shall have the meanings
assigned to them in the Loan Agreement; and

WHEREAS, as a condition to granting the Loan, the Secured Party has required the
Debtor to execute and deliver this Patent Security Agreement as security for all of the Debtor’s
obligations to Secured Party.

NOW, THEREFORE, in consideration of the mutual promises contained herein and other
good and valuable consideration, the parties hereto agree as follows:

1. (@) To secure the complete and timely satisfaction of all Indebtedness (as
defined herein), the Debtor hereby grants to the Secured Party a security interest in and to:
(i) those certain patents more particularly described on Exhibit "A" attached hereto, including
without limitation all renewals thereof, all proceeds thereof (such as, by way of example, license
royalties and proceeds of infringement suits), the right to sue for past, present and future
infringement and all rights corresponding thereto throughout the world (all of i

PATENT
REEL: 9214 FRAME: 0487



(b)  The term "Indebtedness" means all obligations of any kind owing by the
Debtor to the Secured Party. Indebtedness includes, without limitation, the Debtor’s obligations
under the Notes and all other Loan Documents, and all other obligations of the Debtor to the
Secured Party which: (i) are now existing or hereafter incurred; (ii) are direct or indirect; or
(iii) arise from loans, guaranties, endorsements or otherwise. The Indebtedness may be:
(i) related or unrelated to the purpose of the original extension of credit; (ii) of the same or a
different class as the primary obligation; and (iii) from time to time reduced or extinguished and
thereafter increased or reincurred.

2. The Debtor covenants and warrants that:

(a) The Patents are subsisting and have not been adjudged invalid or
unenforceable;

(b) To the best of the Debtor’s knowledge, each Patent is valid and
enforceable;

(©) To the best of the Debtor’s knowledge, except as provided on Exhibit "B"
attached hereto, the Patents are subject to no claim of infringement, unfair competition, or any
other claim that the use of any Patent does or may violate the right of any third person, and to
the best of the Debtor’s knowledge, there is no pending interference, opposition or cancellation
proceeding or other pending material litigation involving any of the Patents;

(d)  The Debtor is the sole and exclusive owner of the entire and unencumbered
right, title and interest in and to the Patents, free and clear of any liens, charges and
encumbrances, including, without limitation, pledges, assignments, licenses, registered user
agreements and covenants by the Debtor not to sue third persons;

(e) The Debtor has the unqualified right to enter into this Patent Security
Agreement and perform its terms;

(f) The Debtor has used, and will continue to use for the duration of this
Patent Security Agreement, proper statutory notice in connection with its use of the Patents;

(® To the best of the Debtor’s knowledge, there exists no event, condition,
or occurrence that constitutes, or which with notice and/or the passage of time would constitute,
a breach or default under any term or condition of the Patents; and

(h) The Debtor shall not take any action which would destroy or impair the
security of the Secured Party under this Patent Security Agreement.

PATENT
REEIL: 9214 FRAME: 0488



4. Unless and until there shall have occurred an Event of Default under the Loan
Agreement, the Debtor shall retain legal and equitable title to the Patents and shall have the
exclusive and sole right to make, use and sell the inventions described and claimed in the Patents
in connection with the ordinary course of the Debtor’s business, for the Debtor’s own benefit
and account and for no other.

5. If any Event of Default shall have occurred under the Loan Agreement, the
Secured Party shall have, in addition to all other rights and remedies given it by this Patent
Security Agreement, those allowed by law and the rights and remedies of a secured party under
the Uniform Commercial Code as enacted in any jurisdiction in which the Patents may be
located and, without limiting the generality of the foregoing, the Secured Party may
immediately, without demand of performance and without other notice or demand whatsoever
to the Debtor (except as set forth below), all of which are hereby expressly waived, and without
advertisement, sell at public or private sale or otherwise realize upon, in Florida, or elsewhere,
the Patents, or any interest which the Debtor may have therein, and after deducting from the
proceeds of sale or other disposition of the Patents all expenses (including all reasonable
expenses for brokers’ fees and legal services), shall apply the residue of such proceeds toward
the payment of the Indebtedness. Any remainder of the proceeds after payment in full of the
Indebtedness shall be paid over to the Debtor. Notice of any sale or other disposition of the
Patents shall be given to the Debtor at least ten (10) days before the time of any intended public
or private sale or other disposition of any Patent is to be made, which the Debtor hereby agrees
shall be reasonable notice of such sale or other disposition. At any such sale or other
disposition, any holder of the Notes or the Secured Party may, to the extent permissible under
applicable law, purchase the whole or any part of any Patent sold, free from any right of
redemption on the part of the Debtor, which right is hereby waived and released.

6. At such time as the Debtor shall completely satisfy all of the Indebtedness and
relinquish in writing its right, if any, to obtain further advances from the Secured Party, this
Patent Security Agreement and the security interests granted herein shall terminate and the
Secured Party shall execute and deliver to the Debtor all UCC termination statements or other
instruments as may be reasonably necessary to evidence such termination.

7. Any and all fees, costs and expenses, of any kind or nature, including reasonable
attorneys’ fees and legal expenses incurred by the Secured Party in connection with the
preparation of this Patent Security Agreement and all other documents relating hereto and the
consummation of this transaction, the filing or recording of any documents (including all fees
in connection therewith) in public offices, the payment or discharge of any taxes, counsel fees,
maintenance fees, encumbrances or otherwise protecting, maintaining or preserving any Patent,
or in defending or protecting any action or proceeding arising out of or related to any Patent,
shall be borne and paid by the Debtor on demand by the Secured Party, and until so paid shall
be added to the principal amount of the Indebtedness and shall bear interest at the default rate
of interest (as determined in the Notes).

8. The Debtor shall have the duty, through counsel acceptable to the Sacured P/aﬁ
until the Indebtedness shall have been paid in full, to make federal application one istra
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unregistered patents, to file and prosecute opposition and cancellation proceedings and to do any
and all acts which are necessary or desirable to preserve and maintain all rights in each Patent.
Any expense incurred in connection with any Patent shall be bone by the Debtor. The Debtor
shall not abandon any Patent without the consent of the Secured Party, which consent shall not
be unreasonable withheld.

9. The Debtor shall have the right with the prior written consent of the Secured
Party, which consent will not be unreasonably withheld, to bring any opposition proceedings,
cancellation proceedings or lawsuit in its own name to enforce or protect any Patent, in which
event the Secured Party may, if necessary, be joined as a nominal party to such suit if the
Secured Party shall have been satisfied that it is not thereby incurring any risk of liability
because of such joinder. The Debtor shall promptly, upon demand, reimburse and indemnify
the Secured Party for all damages, costs and expenses, including attorneys’ fees, incurred by the
Secured Party in the fulfillment of the provisions of this Section.

10.  Upon the occurrence of any Event of Default under the Loan Agreement, the
Debtor hereby authorizes and empowers the Secured Party to make, constitute and appoint any
officer or agent of the Secured Party as the Secured Party may select, in its exclusive discretion,
as the Debtor’s true and lawful attorney-in-fact, with the power to endorse the Debtor’s name
on all applications, documents, papers and instruments necessary for the Secured Party to use
the Patents, or to grant or issue any exclusive or non-exclusive license under each Patent to
anyone else, or necessary for the Secured Party to assign, pledge, convey or otherwise transfer
title in or dispose of any Patent to anyone else. The Debtor hereby ratifies all actions that such
attorney shall lawfully do or cause to be done by virtue hereof. This power of attorney shall
be irrevocable for the life of this Patent Security Agreement.

11.  If the Debtor fails to comply with any of its obligations hereunder, the Secured
Party may do so in the Debtor’s name or in the Secured Party’s name, but at the Debtor’s
expense, and the Debtor hereby agrees to reimburse the Secured Party in full for all expenses,
including reasonable attorneys’ fees, incurred by the Secured Party in protecting, defending and
maintaining any Patent.

12.  No course of dealing between the Debtor and the Secured Party, nor any failure
to exercise, nor any delay in exercising, on the part of the Secured Party, any right, power or
privilege hereunder or under the Loan Agreement or other Loan Documents shall operate as a
waiver thereof, nor shall any single or partial exercise of any right, power or privilege hereunder
or thereunder preclude any other further exercise thereof or the exercise of any other right,
power or privilege.

13.  All of the Secured Party’s rights and remedies with respect to the Patents, whether
established hereby, by the Loan Agreement, by any other agreement or by law shall be
cumulative and may be exercised singularly or concurrently. In the event of any co
between the terms hereof and the terms of the Loan Agreement or any of thg Laan Docy
the terms giving the greater rights or benefits to the Secured Party shall gov ’
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14.  The provisions of this Patent Security Agreement are severable, and if any clause
or provision shall be held invalid and unenforceable, in whole or in part, in any jurisdiction then
such invalidity or unenforceability shall affect only such clause or provision, or part thereof, in
such jurisdiction, and shall not in any manner affect such clause or provision in any other
jurisdiction, or any other clause or provision of this Patent Security Agreement in any
jurisdiction.

15.  This Patent Security Agreement is subject to modification only by a writing signed
by the parties.

16.  This Patent Security Agreement shall inure to the benefit of and be binding upon
the respective successors and permitted assigns of the parties.

17.  The validity and interpretation of this Agreement and the rights and obligations
of the parties hereto shall be governed by the internal laws (and not the law of conflicts) of the
State of New York.

18.  Waiver of Trial by Jury. THE PARTIES HERETO DO HEREBY
KNOWINGLY, VOLUNTARILY, MUTUALLY AND WILLINGLY WAIVE THEIR RIGHT
TO A TRIAL BY JURY OF ANY AND ALL CLAIMS MADE BETWEEN THEM,
WHETHER NOW EXISTING OR ARISING IN THE FUTURE, INCLUDING, WITHOUT
LIMITATION, ANY AND ALL CLAIMS, DEFENSES, COUNTERCLAIMS, CROSS-
CLAIMS, THIRD PARTY CLAIMS AND INTERVENOR’S CLAIMS, WHETHER ARISING
FROM OR RELATED TO THE NEGOTIATION, EXECUTION AND PERFORMANCE OF
THE TRANSACTIONS TO WHICH THIS PATENT SECURITY AGREEMENT, THE NOTES
OR ANY ASSOCIATED LOAN DOCUMENTS RELATE.

IN WITNESS WHEREQOF, the parties hereto have executed this Agreement as of the day
and year first above written.

DEBTOR:

ZAPATA INDUSTRIES, INC.,
a Pennﬁﬁ)ania corporation

By: f’ﬁ”\‘“\/ ~

MYMOI?D TORRES, Chief Operating
_..Officer |

i // ]
1% pa -

( i(fHN GIGAS; Fi@ce Manager and
sst. Secretary =~

/

~" (Corporate Seal)
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SECURED PARTY:

NATIONAL BANK OF CANADA, a Canadian
Chartered Bank

Byrd&/%é'iz’(’

FRANK H. D’ALTO, Vice President

C:\WPDOCS\DAB\ZAPATA\PATENT2.IND
October 8, 1997

-6-
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EXHIBIT "A"

Zapata Industries, Inc.
Schedule of Patents

Patent Number Description Date of Patent
4,905,852 PLASTIC CLOSURE WITH 3/6/90
IMPROVED SEAL
4,271,953 AUTOMATIC FEEDING HOPPER 1/9/81
EMPLOYING AN ANTI-JAMMING
MECHANISM
DAZAPATA.NBC\LOAN1995\DAB-BCK.UP\PATENTS.LS2
PATENT

REFEIL: 9214 FRAME: 0493




EXHIBIT "B"
Litigation
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SENT BY: 10- 7-97 + 2:06PY : ADORNO ZEDER- 954467221057 5

Litow, CUTLER, ZABLUDOWSKI & ALLEN
ATTORNEYS & COUNSELORS AT LAw

ONE BISCAYNE TOWER
SUITE 3100
2 SQUTH 8ISCAYNE BOULEVARD
MiaMI, FLORIDA 3313!

PHILIP A ALLEN, 11X, PA TELEPHONE (305) 381-8400
WRITER'S DIRECT LINE: FACSIMILE IDOS5! 381-7810
13051 OB 5404 September 30, 1997

Gregory St. John, 111, Esq.
Adorno & Zedcr

2601 South Bayshore Drive
Suite 1600

Miami, Florida 33153

Re: - National Bank of Canada Loans to ZapatA Industries, Inc. and ZapatA
Innovative Plastics

Dcar Greg:

Enclosed is a copy of our most recent report to ZapatA [nduslies, Inc.’s auditors. [t
includes a discussion of the issucs related (o the litigation styled, Zapat4 Industries, Inc. v. W.R.
Gruce & Co.-Conn,, Case Nao, 95-2420-Civ-Middlcbrooks/Tumoff. There have been no malterial
chanpes in that matter since the date of the enclosed.

I contacted Sal Huzday at ZapatA about your request that 1 revicw the Assignment and
Sccurity Agreements uttached (o your letter. Sal’s view is that there is no need for me to review
those documents at this time and, therefore, I have not reviewed them,

Please Jot me know if | may be of further assistance.

Sincerely,

Philip A. Allen, I, P.A.

Lnclosure
PAA/sa
stjohnltr.sept30.7apata.doc
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SENT BY:
Lxrow, CUTLER, ZABLUDOWSEI & ALLEN
ATTORNEYS & COUNSELORS AT LAW
QONE BISCAYNE TOWER
SUITE 2100
2 BOUTH BISCAYNE BOULEVARD
. Miami, FLORIDA 3313
PRILIP A. ALLEN. IIT. g?A, TELEPHONE (3OS 381-8400
WRITER'S DIRECT LINE: ‘ FACSIMILE (305) 381-7910

1308) 895-5444

April 24, 1997

VIA FACSIMIL} AND MAIL

Deloitte & Touéhc, LLp
One Williams Center
Suite 2400

Tulsa, Oklahoma 74172

Re:  ZapatA Industries, [uc., a Unit of ZapatA International Corporation

Gentlemen:

We have been requested by letter dated April 1, 1997 (the "Request Letter"), from John
Gigas, Manager of Finance for ZapatA Industries, Inc. ("ZapatA"), o furnish you with certain
information congerning ZapatA in connection with yowr examination of the financial statements
of ZapatA for the year ending December 31, 1996, and to the date of this response.

The scope of owr reply has been limited, as a matter of policy, to include only those
matters to whicli we have given substantive legal attention. While this firm has represented
ZapatA during the past year, our representation has been limited to specilic matters as to which
we were consulted by ZapatA. Subject to the foregoing, plcase be advised thal we have the
following matter to report:

fendirﬁ or Threatened Litigation, Claims and Assessments

ZapatA Indusfrie‘ts, Innc. v. W.R. Grace & Co.

ZapatA isithe plaintift in a civil action styled Zapatd Industries, Inc. v. W.R. Grace &
Co., Case No. 93.2420-Civ-Nesbitt, in the United States District Court for the Southem District
of Florida. The defendant in this action, W.R. Grace, manufactures compound from which
closure liners ar¢ manufactured and distributes and sells these products in interstate and
international commerce.  Grace purchased all of the assets of another corporation, Advanced
Oxygen Technologies, Inc. Fk/a Aquanautics Corporation ("AQTI"), in April 1995. Those assets
conststed primarily of patents on technology relating to the absorpton and management of
oxygen. Prior o that sale, in 1989, ZapatA and AOTI entered into a Development Agreement

PATENT
REEIL: 9214 FRAME: 0496



SENT BY: 10- 7-97 : 2:06PY : ADORNO ZEDER- 9544672210:% 7
|
Deloitte & Tou‘:chc, LLP
April 24, 1997
Page 2

relating to the technology developed jointly by the two parties under which ZapatA received
ownership of th "manufacturing technology" and AQTI received ownership of the "oxygen
technology.” Subsequently, ZapatA invented oxygen technology for use in closures and other
packaging matq'irials utilizing ascorbate and its isomers in conjunction with metal catalysts.
Following negotiations between ZapatA and AOTI relating to the ownership of the new oxygen
technology, the iparties entered into a License Agreement Under the License Agreement, AOTI
received ownership of the oxygen technology and all rights in related patents issued or applied
for by either party. ZapatA was granted licenses of all patents covering the oxygen technology
and agreed to pa@ royalties to AOTI on the sales of liners utilizing the technology covered by the
patents. The License Agreement also provided that employees of both parties were prohibited
from accepting (employment with the other party, which was breached when AOTI hired
ZapatA's formerpresident. ZapatA then comumenced arbitration proceedings and suspended its
performance of the Liccnse Agreement. In January 1992, ZapatA and AOTI entered into a
Settlement Agrepment under which ZapalA dismissed all claims raised in the arbitration and
agreed to assign all patents and patent applications to AOTI, and AOTT granted to ZapatA
worldwide, royalty-fres licenses of the oxygen technology and the pateats emabodying that
technology, specifically for the sale of compound and closures for beverages and certain food
sector markets. The licenses are non-exclusive, except that they are exclusive for patents with
respect to beer clbsures in seven Latin American countrics, Since then, ZapatA has continued to
develop and commercialize the oxygen techrology embodicd in the AOTI patents under the

“Pure Seal” trademark.

Grace has procured United States patents related to oxygen absorption or oxygen
scavenging techuplogy which claim gasket compositions containing ascorbate as an oxygen
scavenger. At the time that Grace filed its applications for these patents, the United States Patent
and Trademark Office was not aware of the prior art utilizing ascorbate or its isomers as an
oxygen scavenger. In April 1995, Grace assumed AOTI's righis and obligations under the
Settlement Agreement and acquired all of AOTI's interests in the AOTI patents. Grace then
demanded, among| other things, that ZapatA assign its interests in patent applications pending in
Australia, South Africa, Ewrope, Japan and Brazil; purchase a non-exclusive license of the Grace
patents and pay a f\royulty to Grace as a conditon of continuing o manufacture and sell closure
liners and compound for closure liners that use the technology covered by the AOTI patents; and
enter into an agreement that al! future improvements in the AOTI technology that ZapatA might
invent would become the property of Grace. Tne complaint alieges in Count! that the Grace
patents are invalid as they constilute prior art. In Countll, Zapatd contends that Grace is
estopped from asserting that the Grace patents dominate the AOTI patents and that the Grace
patents are a restriction on ZapatA's comumercialization of the AOTI patent and oxygen
technology Couu#s Il and 1V of the complaint allege that Grace attempted and, with AOTI,
conspired to monopolize commerce in the relevan: market. The complaint demands declaratory
and wjuactive relie#f, as well as an award of attomevs' [ees and costs.

LITCW, CUTLER ZABL.TTHS5A. & ALLEN

OANFE SISTAMNE TOWIK ' - SUITT 2i1CG0 ¢+ 2 sCJIH BISCAYSN I BDULIVARD, MiaM F_ 33 - TZ_ 1308 38i-a400

PATENT
REFEL: 9214 FRAME: 0497

AT i



“w

SENT BY:

10- 7-97 :+ 2

Deloitte & Touche, L.1.P
April 24, 1997
Page 3 ‘

Grace rixovcd to dismiss the complaint on several grounds. The motion was referred by
U.S. Judge Lenorc Nesbitt to Chief U.S. Magistrate Judge William C. Turnoff for his
recommendation.  Magistrate Turnolf, in his Report and Recommendation dated August 16,
1996, has recommended that W.R. Grace's motion w dismiss Counts [ and I] of thg complaint be
denied, and. that Grace's motion to dismiss Couants [l and IV be granted. ZapatA filed a timely
objection to the recommended dismissal of the anttrust Counts [II and IV, Grace did not object
to the denial of its motion as to Counts [ and II.  As a result, the case will proceed to the
discovery phase on the basis on Counts] and 1I. If the District Judge sustains ZapatA’s
objections to the recommended dismissal of Counts II[ and [V, then discovery as to the antitrust
claims will procied as well.

In Febryary and March of 1997, respectively, Grace commenced patent infringement
actions against ZapatA affiliates in France (Tapon France, S.A.) and Canada (Capsules ZapatA
Auscan, Inc.), alleging infringement of patents issued in those countties that purport to cover
ZapatA's oxygen absorbing technology. ZapatA has filed motions for temporary restraining
order and for 2 preliminary injunction to abate all foreign actions until the cowrt in the pending
action in Florida can determine whether, as ZapatA has alleged in Count II, Grace is bound to
recognize ZapatA‘s worldwide license to practice the technology. Gracc has essentially agreed

to a standstill of all foreign litigation through May 30, 1997, so that a hearing on the prelumnary'

injunction hearing may be held.

ZapatA seeks oniv declaratory and injunctive relief, and there 1s no present claim for
damages. Zapatd is considering whether Grace's seizure of evidence in France in connection
with its action there may give rise to damages on the ground that Grace sought and received
overbroad, unnecessary relief in order to intentionally gain poswss‘on of ptoprietary formulas,
processes and related trade secrets.  If the antitrust claims remain in the case, and if ZapatA
succeeds in thoseiclaims, éapatA will be entitled to recover its attorneys’ fees in connection with
this action. Othemlse Zapatd’'s rights to recover its fees are at best uncertain.

Grace hasifiled an amended counterclaim against ZapatA for alleged infringement of the
same two patentsithat ZapatA has sought to have declared invalid through its complaint for a
declaratory judgment and njunctive relief. The amendment broadens Grace's counterclaim to
include the allegation that its patents cover any closure liner that contains ascorbate, regardless of
its relative quantity and regardless of whether its is intended to, or does act, as an oxygen
scavenger, as it does in Zapatd's PureSeal™ oxygen absorbing liner.

The result of the amendment is to broader Grace's allcgations 10 include both PureSeal™
and “CPT-114" as allegedly infringing products.  ZapatA has advised us that CPT-114 is a
closure liner that ZapatA has supplied exclusively to Anhcuser-Busch. The comy g
liner includes ascorbate. However, in contrast 10 PureSeal™, ascorbate is present i

LUTOW CUTLEZR, Z83LL SDWEKI & ALLEN
ONE DISCTAYNT :1%/:,:::,‘ *SUITT JIQO - & BOULTH BISCAYNE BOULIVARD MIAME &L 3331 « YeL 130%) 35 -9300
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) Deloitte & Toyche, LLP
April 24, 1997,
Page 4 \

i

liner includes a',sco.rbate. However, in contrast to PureSeal™, ascorbate is present in CPT-114 in
much smaller amounts and, more importantly, ascorbate is not preseat in CPT-114 for the
purposc ot absorbing residual oxygen from the head space of bottled beer to prevent oxidation
and extend shelf life. Instead, the purpose of CPT-114 is to prevent decomposition of the liner
compound duripg processing. This, in turn, prevents decomposed liner compound from mixing
with the beer itgelf, theveby protecting the beer’s flavor. Ascorbate is present for the purpose of
stabilizing the compound prior to and during processing. However, the ascorbate is depleted
after processing is complete. Neither ZapatA nor Anfieuser-Busch consider CPT-114 to be an
oxygen scavenger.

For this teason, cven if the Grace patents in suit are found to be valid, as discussed in our
September 5, 1996 letter, the counterclaim may be defended as to liability with respect to CPT-
114 under the “Reverse Doctrine of Equivalents.” That doctrine holds, essentially, that the
inclusion of an ingredient or design element that is the subject of a patent does not constitute
patent infringement if the ingredient or design clemer:t is serving an entirely different purpose or
performing a differenr function than that contemplated by the patent claims.

Based o@ the facts supplied by the company, our preliminary view is that the defense is
well taken with nespect to CPT-114. Notably, ZapatA has never represented to Anheuser-Busch
that CPT-114 can or does scavenge oxygen, and the product was developed to mect an Anheuser-
Busch specification that calls for flavor protection during processing. The specification is silent
as to the scavenging of residual, head-space oxygen, and this is the subject of the Grace patents.

In the event the Grace patents are found to be velid, and if the reverse doctrine of
equivalents defense is rejected, we estimate that Grace’s damage claims will be in the following
ranges:

PureSealP; lotal sales through December 1996 have been approximately $4.15
million. If Grage succeeds, it will be entitled to a reasonable royalty on those sales. In
correspondence dating from before the commencement of this action, Grace said that a
reasonable royalty would be seven and one-half percent (7.5%) of the price of all crowns sold.
Using this analysis, Grace would be entitled to damages of $311,000. However, this may
overstate the appropriate recovery, as the PureSeal™ formulation 2dds no more than fifteen
percent to the sales price of an ordinary liner. Assuming gross profit mergin of thirty percent and
a net profit margin of'ten percent, then ZapatA's profits attributable to the PureSeal™ technology
are no more than §60 thousand to §180 thousand.

CPT-114: Total Sales for 1994 through the firs: nine mondis of 1996 were $28,887,882,
(At this writing, sples totals for 1995 were unavailable, but the total was less the §9
million sold in 1994). ZapatA’s management informs us that ZapatA has beeR urfable o e
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CPT-114 to Anheuser-Busch at a price that is higher than its price for ordinary crowns. Instead,
ZapatA earns its normal and customary mark up over its price for crowns, and the cost of the
additives that qomprise the CPT-114 simply serves to reduce ZapatA's profits. Accordingly,
there is no vale added to the sales price by CPT-114, and a reasonable royalty, on that value
added would be¢ seven and one-half percent of nothing. (In contrast, ZapatA dogs, in fact, eam
higher prices on the PureSeal™ product because that product performs the oxygen scavenging
function and, theretore, it is perceived as having qualities and capacities not found in an ordinary
crown). This tvould result in Grace recovering its lost profits on sales of compound. The
amount ZapatA: has paid a thicd-party supplier for manufacturing CPT-114 compound under
contract is approximately 32,888,788, Assuming gross margins of thirty percent and net profits
of ten percent on the value added by CPT-114, ZapatA's profits are between $864,000 and
$289,000. Grace’s recovery on its CPT-114 claim, if accepted by the court, would fall

somewhere within this range.
|
{

This analysis is preiiminary and subject to verification for a number of reasous. The
measure of dam;flges finally utilized is subject to some uncertainty. Also, the sales totals, profit
levels and other facts and cirewmstances set forth herein have been provided by the Company’s
management, and they not been independently verified by counsel. Discovery has not yet begun
in this action, and we have not vet determined Grace’s position on these matters. Based on the
information that iis presently available, the potential loss from Grace’s counterclaims appears to

be in a range that is not matenially different from that set forth herein.

Apart from and in addition to the counterclaim issues discussed above, counsel is
presently unable to definitively opine as to the provable outcome of the case, as Grace has not yet
revealed its position with respect to the validity of 1ts patents other than to dispute ZapatA’s
contention that the patents are invalid. However, the Penme & Edmunds firm provided ZapatA
with an earlier opinion that the Grace patents are Jikely to be found invalid for the reasons
alleged in the complaint. Litigation counsel is aware of no facts or circumstances which would
call this opinion into question. Moreover, Grace, by assuming AOTI's position as ZapatA's
licensor of the AQTI patents and technology, provided ZapatA with 2 means of defending itself
from Grace charges of infringement that (s unrelated to the validity of the Grace patents. Further,
the dismissal of the antitrust claims, if sustained by the District Judge, would not materially
affect the outcomg of the case s those claims sought relief that is both duplicative and derivative
of the relief sought in Counts [ and (1. The primary significance of the antiwust claims is the
entitlement to attorneys’ tees that would result from their successtul prosecution.

Attorneys’ fecs paid to this firm to date on tais matter, including pre-litigation counseling
and planning, total $162,3590.20. It is not presently possiblc to reasonebly forecasyshe total legal
expense to be incurred throughout this complex litigation, as that will depend on umber
nature of Grace's defenscs; whether Grace asserts the expected counterclaimy for pdte
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infringement; {vhether the antitrust claims remain in the suit; and a number of other factors.
Counsel has resently estimated that fees through trial could be as [ow as $500,000 to as much as
$1,000,000, or more, depending on the amount of extra labor that may be generated by Grace in
an attempt to drive up the cost of the litigation In order to increase its own settlement leverage.

Our pragtice is not to comment on any matters outside the scope of our legal expertise or
which do not fall within the scope of the ABA Statement of Policy Regarding Lawyers'
Responses to Apditors' Requests for Information (December 1975).

Please nbte that, in accordance with clauses (b) and (c) of Paragraph $ of the Statement,
no response concerning specifically identified loss contingencies within the scope of such clauses
(b)and (c) is scé torth herein because ZapatA has not requested information concemning such loss

contingencies.

The infohnation set forth herein is as of the date of this letter, and we disclaim any
undertaking to advise you of changes which thereafter may be brought to our attention.

Unagserted Claims and Assessments

This response is limited by and in accordance with the ABA Statement of Policy
Regarding Lawyers' Respouses to Auditors' Requests for Information (December 1975).
Without limiting the generality of the foregoing, the limitations sct forth in such Statement on the
scope and use of this response (Paragraphs 2 and 7) are specifically incorporated herein by
reference, and any description herein of any “loss contingencies" is qualified in its entirety by
Paragraph 5 of the Statement and the accompanying Commentary (which is an integral part of
the Statement). Consistent with the last sentence of Paragraph 6 of the Statement and pursuant to
ZapatA's request, this letter will confirm as correct ZapatA's understanding, as set forth in its
Request Letier tojus that, whenever in the course of performing legal services for ZapatA with
respect to a mattgr recognized Lo involve an unasserted possible claim or assessment that may
call for financial statement discloswe concerning such possible claim or assessment, we, as u
matter of professional responsibility to ZapatA, will so advise Zapatd and will consult with
ZapatA concerning the guestion ot such disclosure and the applicable requirements of Statement
of Financial Accoynting Standards No. S.

Fces for Services Rendered

As of the date of this letter, the unbilled fess for services rendercd in thi§ watier
approximately $§30,000. As of December 31, 1996, the amount of billed and unpalq|fees A :
services rendered was $t,102.50. é‘/
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This luqcx iy solely for your information in connection with your examination of the
financial statcm;nts of ZapatA as of December 31, 1996, and is not to be quoted in whole
part or otherwise referred to in any financial statements of ZapatA or related documents, n Ci
to be filed with any governmental agency or other person, without our prior written conse

Sincerely,

: D0t (Ul —

Philip A. Allen, III
For the Firm

cc:  John Gig 15, Zapata
Deanna l\}cSwain, Esq., ZapatA

PAA/sa
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